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ABSTRACT

Two approaches to the economic regulation of utilities may be contrasted as ideal types:
regulation-by-contract, which focuses on the terms of the agreement reached between the parties
and relies on the judicial system to resolve disputes (and is typically used for public-private
partnerships — PPPs), and regulation-by-commission, which depends heavily on discretionary
authority given to a specialized regulator. Most of the drawbacks of regulation-by-contract stem
from the inevitably incomplete nature of the contracts. Given asset specificity and the potential
opportunism of the parties, unconstrained renegotiation between the parties in the face of
changed conditions is an unreliable way of coping with contractual incompleteness.

This study begins by setting out a conceptual framework and assessing different ways of coping
with contractual incompleteness. In the tradition of the new institutional (transaction cost)
economics, the study uses two present-day case studies, involving municipal services, to explore
whether the problems with regulation-by-contract are intrinsic to the approach or whether it failed
in the past (e.g. in the U.S. in the late 19th and early 20th centuries) for reasons that can be
avoided, at least in certain contexts. Both case studies involve privately constructed and operated
municipal solid waste incineration plants: one in Lyon, France, and the other in Saugus,
Massachusetts. An examination of the French system and the Lyon case study suggests that,
regardless of formal aspects that are conducive to regulation-by-contract (a specialized
administrative court system and a body of background rules that serve to fill gaps), the French
system has functioned relatively smoothly mainly because of extra-legal (relational) norms and
influences: a culture of “délégation” and deference has helped to solve the incomplete contracting
problem. In contrast, the Massachusetts case highlights, in a non-relational context, the
inadequacy of the ordinary court system and conventional arbitration in the U.S. (which lack
appropriate background rules and specialized adjudicators) for tackling even simple regulatory
issues.

The study also proposes ways to strengthen the regulation-by-contract approach for municipal
services, involving a concession referee board that builds on the dispute review boards used with
success in the construction industry and a comprehensive effort to develop a corpus of default
legal rules.
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CHAPTER 1

BACKGROUND AND OVERVIEW:
FORMULATING THE | SSUES

1. INTRODUCTION

Provision of public infrastructure and services by means of long-term contracts
with private-sector companies is being widely promoted today as an important way to
meet the pressing needs of developing countries. A World Bank report (1994) devoted to
the topic of infrastructure and development serves as witness to the growing popularity of
thisidea. Thismode is seen as especialy well-suited to services having strong natural
monopoly characteristics, which greatly reduce the possibility of introducing competition
in the usual sense to attain economic efficiency. In such cases, bidding for long-term
contracts creates periodic competition for the market, as opposed to competition in the

market (World Bank 1994: 55).

Another purported advantage for developing and transition countries that are just
beginning to involve the private sector in public service provision is that long-term
contracts (concession or leasing arrangements) ostensibly do not require the setting up of
a comprehensive regulatory framework of ingtitutions and rules: “These arrangements. . .
do not require the establishment of independent regulatory bodies because regulatory
procedures [and regulatory provisionsin genera] are specified in the underlying contract”

(World Bank 1994: 10). This sentence constitutes the focal point of my dissertation.



The broad questions that this dissertation will address are these: To what extent
can regulation by means of long-term contracts replace regulation by independent
commissions in the provision of municipal services? Can such a contract contain adequate
regulatory provisions? Under what conditions, if any, can regulation-by-contract perform

well? How can it be strengthened?

These questions will be examined in the context of long-term contracts for local
government services, such as water, wastewater, and solid waste. Regulation-by-contract
is especidly important for local government services for two interrelated reasons:. first,
because of administrative economies of scale, regulatory commissions at the local level
may not be optimal; second, commission regulation of local government services by the
national government can have drawbacks if it falls back into old habits of central
command-and-control and undermines the benefits to be obtained from devolving local

responsibilities to the local level.

The organization of the dissertation is asfollows. Chapter 1 will present the basic
concepts, review the literature, and identify the key issues. Chapter 2 will set out the
conceptual framework and develop the ideas further. Chapter 3 provides background on
the French system, and Chapter 4 presents a case study on an incineration plant in Lyon,
France. Chapter 5 gives a case study on an incineration plant in Saugus, Massachusetts.
Chapter 6 outlines a tentative reform proposal, in the light of the lessons learned. Finally,
Chapter 7 offers concluding remarks and some further reflections on the distinction

between regul ation-by-contract and regul ation-by-commission.



A word should be said about the selection of the case studies. Municipal waste
incineration plants were taken as suitable examples especially because they are generaly
not considered to be “utilities” under state law in the U.S., and hence they do not fall
under the authority of public utility commissions. This makes them a prime candidate for

a“regulation-by-contract” approach in the U.S.

2. Two REGULATORY APPROACHES

For purposes of this dissertation, we can distinguish between two ideal types of
regulatory approach, two alternatives modes of regulatory governance: regulation-by-
contract and regulation-by-commission. The key feature of regulation-by-contract is that
agreement is reached ex ante between the private company and the public entity on
detailed rights, obligations, and conditions, and this agreement is what regulates the
subsequent behavior of the company, with a view to reducing later regulatory discretion to
aminimum. One underlying ideain regulation-by-contract is that fairness consists
primarily in the respect of an initial agreement over terms by autonomous parties — an ex

ante emphasis.

In contrast, the basic paradigm for regulation-by-commission is a broad regulatory
compact that permits aregulator (often a regulatory commission) to order a wide range of
modifications — in service provision, company practices, equipment, other inputs, etc. —
so long as the regulator ensures that the company is “fairly” compensated, according to

some more-or-less clearly defined standard.® In regulation-by-commission, fairness

L« At therisk of oversimplification, regulation may be described as a highly incomplete form of long-term
contracting in which (1) the regulatee is assured an overall fair rate of return, in exchange for which (2)
adaptations to changing circumstances are successively introduced without the costly haggling that attends
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relates more to the regulator’ s treating the company appropriately (whatever this may
mean) in the light of current circumstances — an ex post tendency.? Continual and

flexible adjustment is seen as the norm.

Using concepts from industrial organization and transaction cost economics,
regul ation-by-commission may be viewed as sSmilar in some ways to vertical integration.
The way that the regulator treats a private company has something in common with the
way that upper management treats the division of acompany: price setting by the
regulator to permit a“fair” return resembles management providing a budget sufficient for
an internal company division to realize the annual goals that have been set for it. The
economic literature that looks at conditions under which either contracting or vertical
integration is to be preferred is therefore of interest in the present context. The
transaction cost approach (see Williamson 1985; 1989) sees more of an advantage to
vertical integration (internal organization, hierarchy) when the relevant assets are highly
specific to the transaction, there is a high degree of uncertainty, and the type of transaction
islikely to be recurrent. We will return to these themes many times in the course of this

dissertation.

These two idedl types are extreme points on a continuum: actual regulatory
regimes may — and often do — fall somewhere in between. A contract concluded in a

legal environment that provides for a sophisticated monitoring and dispute resolution body

such changes when parties to the contract enjoy greater autonomy” (Williamson 1985: 347). But note
that, given the definition of contractual incompleteness that | have adopted (see Chap. 2), the regulatory
compact could be regarded instead as afairly complete contract, albeit one in which one party (the
regulator) is given full discretion to decide a wide range of issues.



whose responsibilities go far beyond the ordinary arbitration of disputes would lie
somewhere in the middle of the continuum. A further possibility for confusion isthat,
depending on the legal system, the parties may agree by means of a contract to adopt a
regime of regulation-by-commission.®> According to the definitions used here, this would

not make it “regulation-by-contract.”

It should be pointed out, also, that the term “commission” in “regulation-by-
commission” is not quite right: sometimes, asin the U.K. case, only one person occupies
the position of “regulator” for each regulatory agency (see Smith 1997b). Sinceitis
difficult to find a euphonious replacement, the term “regulation-by-commission” will be
retained for convenience. But is should be born in mind that thisis shorthand for:
regulation by an administrative body with considerable discretionary powers and,

generaly, a supporting technical staff.

Five years ago, regulation-by-contract was making a resurgence, based to some
extent on tales of its successin France and in systemsinspired by the French model. The
pendulum may now be swinging to the other side, especialy for network utilities: around
the world, development agencies and consultancy firms are working to set up
discretionary “regulatory bodies’ in conjunction with private-sector involvement in

various utilities (see Smith 1996) — thistime, in some cases inspired by the regulatory

2 Price-cap regulation may resemble regulation-by-contract more than does standard rate-of-return
regulation, but thereis till atendency towards continual (more precisely, periodic) adjustment on a partly
ex post basis (see Liston 1993).

3 But note that, contrary to what is often thought, the U.K. system does not involve a contract with the
company in the legal sense: itisa“license” or “appointment.” Thisisin effect a piece of delegated
legislation: aunilateral administrative act.



officesin the U.K. Isit true, however, that regulation-by-contract is inherently flawed?

What are its strengths and weaknesses, compared with regulation-by-commission?

3. FRANCHISE BIDDING: THE ECONOMIC LITERATURE

The current vogue for concession-type contracts for infrastructure-related services
has some of its roots in a debate beginning in the 1960s in the economic literature. It will

be useful to summarize some of these issues.

3.1 Why Regulate? Bidding for Natural Monopolies

Of al municipal services, networked services with costly, project-specific assets,
such as water and wastewater services, show the strongest natural monopoly
characteristics: with some exceptions, no combination of firms could produce the same
output at alower cost than asingle firm (i.e. there is cost subadditivity). Moreover, the
market is not contestable because of huge sunk costs. In general, therefore, the free
market would not result in the optimal provision of such services. To put things
simplistically (perhaps too smplistically), monopoly provision seemsto be the only
redlistic aternative, and some sort of regulation is therefore necessary.” The main reasons
for regulating are: to prevent economic inefficiency due to the “wrong” quantity being
produced and consumed; to maintain the optimal quality of services; to encourage least-
cost technical solutions, and to prevent excessive transfers (monopoly profits) from

consumers to the private company.®

* With respect to the water and wastewater sector, while inset and cross-border competition may be of
some value, using the network as a common carrier “is not likely to be a major feature of the water
industry in the future” (Cowan 1997: 91). But see Cowen and Cowen (1997) for aradical proposa to lift
all economic regulation from water supply in the devel oping-country context — even for the network.

® This paragraph summarizes a large corpus of applied economics.
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The need for regulation is strongest with regard to the networked parts of the
systems, where there are clear economies of density. Some competition may be possible
for the water production/treatment or wastewater processing parts of the system. My
dissertation will not deal with possibilities for introducing competition, interesting though
they may be. Instead, | will look at the problem of what to do about systems or parts of

systems that clearly must continue as monopolies.

Harold Demsetz, in response to the growing criticism of regulation as practiced by
public utility commissions, proposed in 1968 that monopoly pricing could be avoided by
requiring firms to bid for natural monopoly franchises. Permanent rate regulation would
therefore not be necessary. Demsetz’ article touched off an active debate over the issue,
involving Stigler, Posner, Telser, Williamson and others.® One branch of the debate
concerned the issue of optimal pricing; for example, it was pointed out by Telser (1969,
and later papers) that such a bidding process would not result in marginal-cost pricing. |

will not pursue this line of thought in my dissertation.

Discussion and criticism of the franchise-bidding idea has focused on two magor
areas. the bidding processitself and the conduct of the firm during the course of the
contract. A number of problems arise that suggest that it cannot be taken for granted that
initial bid selection will yield the optimal arrangement, especially when one realizes that
not only price but aso a vector-valued quality variable isinvolved in the question of what

isoptimal (see Waterson 1988).

® See Schmalensee (1979, chap. 5) for abrief review of the debate up to 1978. See also Waterson (1988,
chap. 6).



With regard to the behavior of the firm during the term of the franchise, the
criticism of franchise bidding by Williamson (1976) and Goldberg (1976), set in the
context of the idea of incomplete contracts, raised most of the issues that are still being
debated. It will be worthwhile to briefly summarize the maor points made by Williamson

(adding ideas and giving my own interpretation in some places).

3.2 Williamson and Incomplete Contracts

Williamson's (1976) argument hinges on the idea that, in the face of uncertainty
about the future, along-term franchise contract for a utility service must of necessity be
“incomplete,” in the sense that it cannot possibly deal deterministically with all the events
and conditions that might arise in the future.” This incompleteness increases the risk of
opportunism by the firm or the public authority in anumber of ways.®? Because of the
delays and expenses involved in litigation, the parties have alarge margin of play before
recourse to the courts is feasible to resolve differences. Depending on the balance of
bargaining power, one party or the other may be able to have the terms renegotiated to its

advantage.

Because an exhaustive list of contingent claim provisionsis clearly not feasible, the
contract will have to use various adjustment rules. But these will generally be complex

and so will require specialized expertise for their application. For instance, one could use

" As Schwartz (1992: 272) points out, a contract is “incomplete” either because it contains atrue “gap”
(i.e. some future state of the world is simply not covered by any of the contract provisions) or because it
partitions future states too coarsely (i.e. a contract provision comes to be seen as inappropriate in some
future state of affairs). | will refer to this distinction as that between manifest and latent incompleteness
(see Chap. 2).

8 In the work referred to, Williamson stresses opportunism by the firm, but incompl eteness can also favor
the public authority, depending on who benefits from the status quo.
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a“cost-plus’ type of formulato determine the price of the service. But then one would
need specialized auditing (and, | might add, provision for imprudent-cost disallowances)
to deal with the incentive problem created by the formula. Enforcement of quality
standards, too, would require expert monitoring and enforcement. Given the tendency of
each party to try to manipulate the data in its favor, we would be back to the need for a
highly specialized body, able to decipher the wily signals sent by the parties. A basic
message of Williamson is that contract enforcement islikely to converge with classic

regulation under these circumstances.

Williamson aso looks at problems that would arise for recurrent short-term
contracts. Thisisrelevant for the case of long-term contracts, also because a
“convenience termination” clause, permitting buy-back of facilities, is similar in effect: the
ability to buy back the facilities and rebid the franchise raises the same issues. The major
problem that Williamson cites for short-term contracts is that of equipment valuation.
Determination of the “fair value’ of the property, which, being project-specific, does not
have an independent market value, involves complicated issues of depreciation, and so on

— all very similar to rate-base valuations in the context of classic regulation.

Another issue is that of the optimal maintenance and replacement of equipment. In
the early years of afixed price long-term contract, the operator has the incentive to make
the optimal tradeoff between maintenance and replacement because both of these costs are
internalized. But astime goes on, it will be to the advantage of the operator to skimp on
maintenance and let the plant become run down — so long as the operator does not intend

to renew the contract. On the other hand, if prices are reset every few years according to



arate-of-return concept, then the operator might have an incentive to spend too much on
replacements since they enter into the rate base. In either case, it would seem inevitable
that standards will have to be specified for maintenance and replacement, and the
operator’s performance in this respect will have to be monitored. Again, this diverges
from the smple contractual ideain which one measures performance only by the output —

the quantity and quality of the goods or services provided.

Williamson concludes by suggesting that the execution of a franchise contract in
practice will converge with regulation and that, in fact, regulation could be described as a
“highly incomplete form of long-term contracting” in which the firm is assured afair rate
of return regardless of various adaptations in service provision that will need to be made

over the life of the contract.

One question suggested by Williamson's conclusion is whether it islikely that such
a“contract” could be handled in the institutional context in which contracts are normally
handled — i.e. a court system aong with the usual forms of arbitration. Would one need
amore developed regulatory apparatus, in fact if not in name? I so, regulation-by-

commission would tend to supplant regulation-by-contract.

Williamson then goes on in the same article to apply hisinsightsto a CATV
franchise in Oakland, California, in which the contract unraveled over time, and concludes
that it is not clear that franchise bidding for CATV would be superior to classic regulation

by commission. Looking at the evidence up to 1978, Schmalensee (1979: 73) concluded:

® In the context of cable television franchises: “[l]ocalities that attempt rate-base of return [sic] regulation
arerare. Most simply require cable companies to get official approval before posting arateincrease. . . .
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“franchise bidding is hardly a breakthrough in natural monopoly control technology.
Under virtually any workable arrangement, some expert agency would be required to
evaluate competing bids and to enforce the franchise contract. Further, if the franchiseis
relatively long term, detailed supervision and renegotiation of prices, more or less

resembling conventional utility regulation, would be required.”

Since one of the most common areas in which municipal utilities have been handled
asfranchisesin the U.S. isthat of CATV, one would expect this area to have been
examined by others. Zupan (1989), analyzing results from a survey of 66 cable systems
and looking at other evidence, while agreeing that renegings and opportunism are common
features of cable franchising experiences, finds that cable franchises have worked out
better than in Williamson’s example. A mgor concern of Zupan iswith pricing, and his
study concludes that franchises appear to be successful at preventing monopoly pricing.
He points out the influence of reputational concerns as afactor in restraining opportunism
on the part of firms. He also emphasizes that the city’ s monopsony power, given the
nonsalvageable investments, makes it as capable of opportunism as the firm, and this

creates a countervailing power.

An important factor in the CATV casesis certainly that market pressures are not
absent: cable television faces competition from other means of transmission, and it isnot a
necessity asiswater. The price elasticity of demand must therefore be greater than for

water supply. Moreover, sewerage service is an even more extreme case sinceit is

Relatively few cities have the time, personnel and expertise for sophisticated rate analysis’ (from an
unpublished paper, quoted in Hazlett [1986: 1346n]).
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required to be purchased. These issues are noted by Hazlett (1986) and Jacobson (1988;

1989h).

Hazlett (1986) raises another important drawback of franchising. (His purposein
the context of CATV isto argue for deregulation, but one could use the argument in the
case of water or wastewater to argue for some form of classic regulation.) There are
enormous costs involved in the bidding process: Iobbying, advertising and publicity
campaigns, post-selection haggling over contract terms, and so on. One could make the
same point for the entire term of the contract. The cost of periodic bargaining and writing

amendments to the contract or working out informal arrangements will often be very high.

3.3 Long-Term Supply Contracts

It isuseful to look also at how the economic literature has analyzed long-term
contracts in areas other than that of utility franchise bidding. In two articles, Joskow
(1985; 1990) looks at coal supply arrangements for electric utilities. Because plant design
and coa procurement strategies are closely linked and it isimportant for reasons of cost
for a mine-mouth plant to be able to rely on supply from a particular mine, complex long-
term contracts between utilities and coal suppliers are common. Joskow (1985) examines
asample of these contracts in a transaction-cost framework, inspired by the work of
Williamson and others. He catalogues and discusses a number of techniques found in the
contracts that deal with uncertainty about the future — in effect, by making the contracts
lessincomplete. These especially include various pricing formulas. One of his conclusions

is noteworthy in its smilarity to the conclusion reached by Williamson about franchise
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bidding. Joskow (1985: 73) finds that in the contracts that used cost-plus pricing

provisions:

... the utility frequently has the contractual right not only to audit the books and submit
the reasonableness of costs incurred to arbitration, but also to approve mining plans,
capital expenditures, and budgets. Indeed, the distinction between vertical integration
and “contract” in several of these cost plus contracts becomes almost a matter of
semantics rather than a sharp distinction . . .

In the 1990 article, Joskow focuses on the performance of coal-supply contracts,
not just their provisions. He looks at the mid-1980s, a period in which the nominal and
real market price of coa unexpectedly declined to an extent that was not tracked well by
most of the contracts he considered.™® He examines whether adaptations were made to the
contracts. If so, by what mechanisms? If not, what was the outcome — breach, litigation,
etc.? Hefinds that while significant contractual breakdowns were not common, there was
considerable price rigidity, increased haggling over contractual terms and renegotiation,

and increased litigation.™

It isinteresting to note the differences between the conditions underlying long-
term contracts for water and wastewater and the conditions described by Joskow —
differences that would make contracting even more difficult. At least two stand out at
first glance. First, the complexity of expected performance and the uncertainties are much
greater with a networked service: the contract involves not only production, but also

gpatially organized distribution or collection. Second, there is no clear market price for

1910 1994, it was estimated that the “stranded investment” represented by the present-value difference
between long-term contract price and estimated market price amounted to $10 billion for U.S. utilities:

“. .. utility companies will come under growing pressure to renegotiate high-priced fuel-supply contracts”
(Knutsen and Feiler 1994: 11f).

! See al'so Curtz (1995).
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the service in question that can be used as afocal point in renegotiation.” ldiosyncratic
conditions mean that even efficient production and treatment costs will vary greatly from

city to city, not to speak of the network (distribution/collection) costs.

4. THE LEGAL PERSPECTIVE

In addition to the economic literature on incomplete contracting, which is more
concerned with how actors respond in the face of the frequent impossibility of writing
complete long-term contracts, there exists an academic literature that addresses more
specifically legal aspects. The emphasis of this literature is on how the U.S. legal system

deals or should deal with the problems of long-term, “relational,” contracts.™®

This materia isimportant for a study of regulation-by-contract because, in such an
approach, it isthe legal system that stands as the ultimate adjudicator and enforcer. If itis
proposed that utilities should not be controlled by a specific regulatory commission but by
long-term contracts instead, then we must understand how ordinary contracts are
enforced. Thisinvolvestwo major topics. First, how are contracts enforced when the
contract terms themselves, with a minimum of interpretation, are sufficient to determine
the outcome? Second, what happens when there are substantial “gaps’ in the contract, i.e.

when the contract is incomplete?

12 But note how difficult it has been even in the coal-supply contracts to make sure that “market price
reopener” provisions define with sufficient precision what the appropriate market is for purposes of price
revision (see Curtz 1995).

13| am not suggesting that it is only lawyers who write about these aspects. Thereisagreat deal of
overlap and cross-referencing among the scholars in this area, whether they are lawyers or economists.
Some authors consider themselves to be in the “law and economics’ inter-disciplinary field. But note that
Schwartz (1992), alaw professor, believes that the legal and economic literatures on the subject of long-
term incomplete contracts should overlap but do not.
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4.1 The Uncertain Role of Law

Most economic literature seems to assume that a well-functioning legal system will
act to enforce contractual terms when they are clear and applicable.* Proponents of the
contract approach to infrastructure provision in developing countries speak of the need for
alegal system that “provides for clear and open enforcement of the terms of the contracts
...." (World Bank 1994. 64). Ever since Macaulay’s (1963) classic article, however, at
least legal sociologists and anthropol ogists have known that contract provisions, even
when they exist, are often not referred to at al in the adjustment of business relations or in
actual dispute resolution among firms. One of the reasons cited by Macaulay involves the
fact that the parties may be involved in a series of continuing transactions, which can
provide sufficient sanctions for good behavior, an insight that has a great deal of relevance

in the context of long-term contracts for the provision and operation of infrastructure.

If one absorbs the lessons of this branch of research, one suspects that it may not
be only the incompleteness of long-term contracts that opens the door to opportunism.
Even well-specified contract provisions may never be applied in practice — and for more
reasons than simply the cost of adjudication in the courts. | offer the following scenario as
one possibility (based on informal discussions with practicing lawyersin thisareq): asthe
years go by in along-term concession contract and conditions change, various contract
provisions are seen to become inappropriate (regardless of whether the contract is

“complete” — see Chapter 2)*° and new arrangements are worked out informally by the

14« An implicit assumption of the economic paradigm of market exchange is the presence of a government
to define property rights and enforce contracts’ (Klein and Leffler 1981: 615).

13 E.g. both parties may agree that the original contract terms were precise and unambiguous but that new
conditions have arisen which result in its being mutually beneficial to revise the terms.
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parties. Now a dispute arises over one particular provision that is perfectly clear and
apposite. But going to court would throw the whole contract into the arena: both parties
might have numerous claims against one another if the original contract provisions were
strictly applied; and the issue would arise as to whether a party’s course of performance
would imply awaiver of certain of his contractual rights. What in fact is the “agreement”
now?'® Rather than entering into this tangled mess, the parties may decide on some
modus vivendi — one that bears little relation to the written contract provision applicable
to their present dispute. Thisidea reflects the not uncommon sentiment of partiesto a
long-term concession contract of the type we are considering that the first thing you
should do after signing the contract isto put it away in the filing cabinet, leave it there,

and get down to the give and take of real business.

Thisline of thought has profound implications for the idea of replacing regulation-
by-commission by regulation-by-contract. It suggests that, regardless of whether along-
term contract is complete or incomplete, in the face of complex performance requirements
and uncertain future conditions, the outcome may be determined more by the full range of
factors that affect the bargaining power of each party over the term of the relationship
than by promises set out within the four corners of a piece of paper.”” According to this

view, the “contract” and episodes of actual or threatened litigation are just some of the

16 Macneil (1978: 874) discusses the question of whether the original arrangements or the adjusted
arrangements should govern in such acase. He concludes that no comprehensive doctrinal structure has
developed in U.S. law to answer the question.

¥ And contractual promises that would have to be enforced in the courts may be less important than
provisions that create mutual “hostages’ at the moment of contract formation by greatly increasing the
expected cost of a contract breach (see Williamson 1983) — e.g. a first-demand bank guarantee of
performance.
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many elements used in structuring the ongoing process of negotiations which never

completely cease during the life of the relationship (see Crocker and Masten 1991 72).

4.2 Long-Term Contracts

Macneil (1979) carefully analyzes contract planning and interpretation in
traditional (i.e. “classical” and “neoclassical”) U.S. contract law in the light of the tension
between the need for stability and the need to respond to change. Drafters of long-term,
“relational” contracts use a variety of processes and techniques to create flexibility instead
of ether leaving outright gaps or filling them with rigid provisions that will become
outdated. One exampleisuse of a“standard” — e.g. aprice index. Another is recourse
to arbitration to resolve certain issues in the future. Nevertheless, Macneil stresses
throughout this article the traditional reluctance of U.S. courts to enforce contractual

relations in the face of excessive indefiniteness.

Moreover, traditional contract law is premised on the idea of a discrete
transaction; it is not well-equipped to handle long-term continuing relationships. The
basic paradigm for dispute resolution is “sharp in (by commencing suit) and sharp out (by
judgment for defendant of collection of a money judgment by plaintiff)”; courts are
reluctant to grant specific performance for complex contracts. Partly because of this, the
law has seen the continuing spin-off of certain substantive areas out of ordinary contract
law: e.g. corporate law and collective bargaining (and, though Macneil does not mention

it, utility-regulation law).

Along the same lines, Scott (1987), beginning by noting that there is “widespread

judicial confusion over the proper conditions for excusing or adjusting the obligations of

17



parties to long-term contracts,” goes into detail in analyzing how U.S. courts interpret
contract provisions or fill more substantial gaps in long-term contracts, focusing especidly
onrisk alocation. “By implying preformulated [common law] terms into the basic
agreement, the law supplies useful standardized risk assignments.” For example, Scott
notes a tendency toward the use of “binary strategies — those that alocate entire risk to
one party or the other — over risk-sharing alternatives.” Binary risk allocation rules are
easier to apply by the courts and may deter evasion better. But there is a drawback:
“These customary allocations retard the parties’ ability to develop innovative risk-

distribution schemes, despite new or emerging business needs.”

The reluctance of U.S. courts to restructure long-term contracts is exemplified by
the case of Alcoa v. Essex in 1980.® Goldberg (1985: 529) refers to this as “the only
example of an American court revising the contract price in along-term supply contract”
(see also Scott 1987: 2011f.). Alcoa had a 20-year contract with Essex to process Essex’s
aluminainto auminum. The contract price consisted of afixed charge and a variable
charge. The variable charge included components that were indexed to the wage rate and
to the wholesale price index. In 1973, production costs rose dramatically because of fuel
price increases, but the contractual indexing did not track this. Alcoa attempted to
renegotiate the contract, but Essex would not agree. Finally, Alcoa refused to produce
any more, and the dispute went to trial. The court reformed the contract, rewriting the
price term to give Alcoa at |east one cent per pound “profit.” What is especially
interesting, from our perspective, is that the court had to force its rationale into the

standard categories of contract law: the price index used by the parties was a“mutual
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mistake” because it performed so poorly. But, as Goldberg (1985) notes. Are we so sure

that there was a mistake ex ante?*®

The question is quite important for our purposes. Renegotiation of pricetermsisa
major issue in many long-term utility contracts. It will often happen that the price
adjustment formula agreed on, the best one ex ante, will not track the operator’ s costs
well after many years. If itisclear that there was no mutual mistake at the inception of the
contract, will the court be willing to fix a new base price and formula if the parties cannot
agree? Many U.S. courts would consider thisto be a“nonjusticiable” issue, a question of
interest rather than of rights. In contrast, German courts, for instance, are more willing to
revise price terms and “adapt” contracts in the light of unforeseen devel opments (see
Dawson 1983).° But, even if a court were willing to decide the question, it is likely that
the issuesinvolved in rate setting are so specialized that it isnot at all efficient to give
these decisions to an ordinary judge who must educate himself about regulatory policy and

practice at the beginning of the case.

Also of interest in the Alcoa case is the fact that the parties later agreed on anew
arrangement and tossed away the judicially reformed contract (Dawson 1984: 35).
Dawson, alaw professor, is skeptical, in general, of the ability of judgesto rewrite

contracts. “Nothing in their prior training as lawyers or their experience in directing

18 Aluminum Co. of Americav. Essex Group, Inc., 499 F. Supp. 53 (W. D. Pa. 1980).

¥ |n most legal systems, including the U.S,, that is what matters — e.g. UNIDROIT Principles Art. 3.4:
“Mistake is an erroneous assumption relating to facts or to law existing when the contract was
concluded.”

% German courts felt compelled to fashion this new approach when dealing with contracts that had been
thrown completely out of balance by the hyper-inflation of the 1920s.
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litigation . . . will qualify them to invent viable new designs for disrupted enterprises. . .”
(p. 37).

One conclusion that is suggested by this strand of literature is that neither the
substantive law of contracts (in the U.S. at least) nor the ordinary court system is well-
equipped to deal with the gap-filling that needs to take place in the execution of long-term
contracts for many kinds of municipal services. The idea that these contracts can work

wdll if only the judicial system can set clear rules of the game istoo smplistic.

The question then naturally arises whether specialized mediation or arbitration
could not serve the function. One could imagine a specialized “third-party intervenor,”
operating on an ongoing basis — not just when disputes arise — authorized to investigate,
inspect, discover facts, facilitate negotiations, and finadly, if the parties cannot agree, to
issue a binding and conclusive judgment, based on a set of substantive guiding principles
included in the contract (see Scott 1987: 2049; Myers 1986). But then the question posed
at the beginning of this chapter (section 1) resurfaces: Isit feasible to expect the contract

to contain sufficient guidance for such a specialized third party?

If thisis not feasible, we might then move toward the idea of a special utility-
regulation law that would elther set up a specialized administrative body or permit the
selection by the parties of a specia third-party intervenor to serve the samerole. Inany
case, we are have come along way from a simple reliance on ordinary contract law. We

will return to these issues in Chapter 6.
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5. U.S. EXPERIENCE: 19TH AND EARLY 20TH CENTURIES
5.1 Municipal Franchises

The ideas outlined above about long-term contracting are given strong support in
U.S. history. In the nineteenth and early twentieth centuries, it was quite common for
U.S. citiesto rely on the private sector for the provision of infrastructure and municipal
utility services such as electricity, water, gas, trolleys, canals, and turnpikes by means of
long-term “franchise” contracts that resemble in some ways the concession agreements
and BOT (build-operate-transfer) contracts that are being concluded in many parts of the
world today (for water, see e.g. Blake 1956: 63ff.). Financing was a primary motive, as it
istoday. The responsihilities for investment, operation, and maintenance of the system
were given to a private company for 2040 years or more in return for the right to charge
users specified fees. This chapter in the story of economic regulation in the U.S. has just

begun to be explored (see Jacobson 1988, 1989a, 1989b; Priest 1993; Troesken 1994).

In 1890, 57% of waterworks in the U.S. (1072 out of 1878 systems) were owned
by private parties (Baker 1899). Franchises for sewer services were less common,
evidently because of greater simplicity of operation (gravity flow), the importance of
public health concerns, and the fact that free-market consumer demand for sewer services
was not great. 1n 1902, it appears that only 47 cities and towns had granted sewerage

franchises (Wilcox 1910: 451), and very little information existed about them.
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There was growing dissatisfaction with the performance of these franchisesin all
sectors,* many examples of which are found in the comprehensive treatise on the subject
of municipa franchises written by Delos Wilcox (1910; 1911), awidely respected public
utility expert of the time (see Nord 1975). For instance, according to Wilcox, the history
of the Spring Valley Water Works in San Francisco “ has been the story of one long fight”
(Wilcox 1910: 425).# And on and on. An engineer from that period wrote, after the fact:
“The past history of public franchises granted by municipalities or other public authorities
islargely a history of mistaken policy resulting in harm to one or the other party or, more

often, to both parties of the contract” (Norton 1914: 135).

In general, complaints centered on lack of coverage, high prices, price
discrimination, health aspects (water quality), and political corruption (see aso Jacobson
1989a). Growing dissatisfaction with private-sector involvement led to a widespread
municipalization of waterworks around the country. The percentage of publicly owned
waterworks went from 6% in 1800 to 53% in 1896 (Keating 1989). By 1899, only nine of
the fifty largest citiesin the U.S. were dependent on private companies (Baker 1899); and

most major cities owned and operated their water supply systems by 1915 (Baker 1915).

2 A typical example concerning water supply is found in a contemporary description of developmentsin
Duluth, Minnesota: “. . . the record of the private company was one of poor service, extortionate and
discriminating charges, an impure water supply . . . and amost corrupting influence in the political life of
the community. The fight against the unsatisfactory and predatory private interest by the patriotic and
more enlightened part of the community was along and bitter one. The plant was finally municipalized
in 1898 . .. Under the careless and insolent management of the private company, the water supply
became contaminated and a deadly menace to the public health. Epidemics of disease were directly traced
to the contaminated water supply, and this fact had much to do with the creation of the public sentiment
which finally resulted in a purchase of the plant by the municipality. When first the plant was acquired
from the private company it was in a run-down condition . . .” (Joerns 1907).

2 A detailed description of San Francisco’s experiences with water-supply franchises, with the same
finding, is given in Jacobson (1988).
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Corruption was widespread. The companies offered bribes and in some cases
controlled municipa elections. Given the continuing dependence of the private company
on the discretionary decisions of the municipality — on the outcome of bargaining — it is
easy to understand how private operators would have wanted to secure the good graces of

the municipdity by al means.®

There are many reasons why so many of these franchises worked so poorly. Itis
clear that lack of sophistication in drawing up good, far-seeing contracts was an important
reason. Citieslacked any consistent or comprehensive public policy with regard to
franchises and paid little attention to what other cities were doing (Wilcox 1910: 10). In
fact, it was common for franchise agreements to be drafted by the interested companies
themselves (Wilcox 1910: 8) — atendency seen today, e.g. in central and eastern Europe.

The companies also had better information at their disposal than did city officials.**

The very word “franchise” indicates the spirit in which these grants were made,
especiadly in the early years. the company was henceforth free to carry out its activities
(see Friedman 1985: 179). There was little recognition at first of the growing
monopolistic nature of the activities and of the abuses that this could lead to. In the early
years, for instance, piped water supply faced competition from well and cistern water,

evenin farly large cities (Wilcox 1910: 401), and coa gas from kerosene (Troesken 1994

% Thereis a“strong temptation to keep [the city’s governmental machinery] subsidized and dominated in
order to secure the numerous advantages arising from afriendly interpretation and administration of
franchise provisions’ (King 1921: 18).

24 “These public officials have shared with the great majority of the business and professional men of the
cities, profound incompetence for dealing with franchise questions from the standpoint of a consistent
public policy. The corporations asking for franchises have had all the knowledge and experience of the
business’ (Wilcox 1910: 9).
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58). Moreover, franchises were generally not exclusive in the beginning era (Behling

1938: 23).

The franchise agreements did not usually provide for supervision over accounting
and financial matters. So “municipal authorities never really knew, except in the
uncommon instances of detailed audits, whether the costs of service justified the price

demands of the companies’ (Troxel 1947: 63).

The “incomplete contracts’ paradigm seemsto fit well — even though it is not
clear how much of the incompleteness was fundamental rather than smply a function of
the times. Says a contemporaneous engineer, in criticizing these franchise agreements:
“The parties. . . attempt to foresee and provide for all possible contingencies that may
arise during the term specified in the franchise” (Norton 1914: 135). The initial terms
fixed in the franchise contract became outdated as conditions changed, and the need for
renegotiation would lead to conflict and often years of stalemate. Especially important
was the need for the extension of water distribution systems to new areas as cities grew
rapidly. Given the behavior of costsin water distribution systems, and the varying
distribution of the population in acity, the incrementa costs of new water sales were not
necessarily constant, and so extensions might well justify rate increases. But by how
much? Most franchises did not define a methodology and cost accounting system that

could give an answer to the satisfaction of both parties.® The result was often that

% Rates were specified in a number of different ways. Sometimes a simple maximum price was fixed in
the agreement; in other cases, more complicated provisions were used. In Denver the rates were to be
“equivalent to the average rate prevailing in the cities of Chicago, St. Louis and Cincinnati for the same
service” (quoted in Wilcox 1910: 442), but the company later announced that it was impossible to arrive
at such rates, and the case went to court.
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companies made the initial investment after receiving their franchise, but then were
reluctant to extend the network to new areas, with the exception of low-cost areas where

they could still make a profit.

Contracting was also more difficult because of the complexity of the desired
output. Although public health concerns made water quality an important issue, and this
would have been best protected, in the absence at that time of water-quality-testing
technology”® by control over the source and treatment process, the impression is that most
franchise contracts did not try to fine-tune the technical aspects of water supply. Going
further, one could argue that the more one departs from contracting on the basis of output

characteristics, the less advantage there is to contracting out a public service.

The output was complex in another way because of the city’s need for water to
fight fires. This requirement was often expressed in loose terms. Furthermore, it was not
realized in the beginning that this added objective would greatly increase costs for the
water company because of the high peak capacity and high pressure needed. One way
around this would have been to specify certain technical characteritics of the system —
diameter of mains, storage capacity, etc. Monitoring by looking at fina output — water
available during a fire — might give good information only when it istoo late. Another

approach, used in anumber of contracts, was to use water pressure in tertiary mainsas a

proxy.

In the perspective of later regulatory developments, price provisions such as that found in New Haven are
particularly interesting (Wilcox 1910: 415). Ratesto private consumers were to be readjusted by
arbitration once every five years so asto give an 8% return on capital. (Thisdid not keep the New Haven
franchise from being one of the most criticized.) Jacobson (1989a) comments, in general, that franchise
terms began to look more and more like rate-of-return regulation as time went on.
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One cause of the failure of this approach may have been the difficulty of digesting
all the details of awell-developed and sophisticated contract. The fate of a highly
complicated and elaborate contract proposed for the Milwaukee Electric Railway and
Light Company in 1925 illustrates thiswell. 1t was rejected by voters at a referendum
“largely because the time was too short for an adequate explanation of its termsto the
electorate. . . . [W]ith the genera atmosphere of suspicion usually aroused when
proposals of this kind come to a vote, the contract succumbed to a multiplicity of

imagined objections’ (Glaeser 1927: 732).

Another factor contributing to the long standoffs was the common problem of the

valuation of assets upon termination of the franchise. Conflicts often arose over thisissue.

The courts treated these franchises as essentially private contracts.”” It wasalong
while before they came to the view that there was sufficient public interest involved in
municipa servicesto justify public regulation outside the context of the franchise
agreement — and in away that might “impair” the contract (see King 1921: 8). Asan
example, consider the case of Columbia Railway v. City of Columbus (249 US 399),
decided in 1919. A street railway company wanted to get out of a 25-year franchise
agreement because of increased operating expenses due to the war, in particular higher
wages fixed by the War Labor Board. The Supreme Court held that there was a binding
contract between the company and the city and that there was no showing that the

contract had become impossible to perform. In this case, typical of its kind, the franchise

% See Blake 1956: 248ff.
" This goes back to the case of Trustees of Dartmouth College v. Woodward, 4 Wheaton 518 (1819).
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agreement is treated exactly the same as any contract between private persons. The public

interest in assuring city transportation services is not even mentioned in passing.

The general impression is that the courts were not capable of dealing with the
problems that arose in these franchises. Courts act only upon complaint; their proceedings
are slow and expensive; they do not have trained staffs of engineers, accountants, and
valuation experts; judges have very little training to help them deal with intricate public
utility problems; and courts are not well-suited to play a quasi-legidative rolein fixing
rates and regulations for the future — a rule-making function (paraphrased from Trachsel

1947: 73; see dlso King 1921: 21f.).

As time went on, franchises became more complete: the franchise “evolved into an
elaborate instrument designed to achieve by contract many of the ends sought today [i.e.
in 1938] by regulation under commissions (Wilson et al. 1938: 27). But, as these
commentators go on to say: “the more detailed a franchise becomes, the more fixed and
inflexible become the relations between the city and the utility . . .” The problem arises
because of the long-term nature of the contract and is similar to the problem faced by
anyone who has had experience drafting legidation. Trying to make a statute more
complete tends to make it inflexible and, given circumstances that are not foreseen now,

could well produce absurd resultsin the future. The sameistrue for along-term contract.

It still may be argued that the issue is not smply to make the contracts more
complex by piling on more minute details; the challenge is to make them more complex in
away that buildsin flexibility. For example: “diding-scale’ or “service-at-cost”

provisions began to be incorporated into franchises as means by which rates would be
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adjusted according to various characteristics of the company’ s performance — e.g. so as
to yield an agreed rate of return. But the problems involved in adding complexity
strengthen the argument for specialized regulatory institutions, given the limitations of the

ordinary judicia system.

Indeed, we begin to see the development, within the context of a franchise
agreement, of arbitration mechanisms as away to fill contractual gaps (see e.g. Jacobson
19894). The franchise contract would specify that certain issues were to be decided by
arbitrators — e.g. the fair value of the facilities, rate adjustments, whether the supplied
water was pure. This can be seen as away to escape from the increasing detail of
franchise agreements and as a transition to state-level commission regulation. Priest
(1993) makes the latter point as away of arguing against the simplistic private-interest
explanation of the ascendance of regulatory commissions. the public utility commissionis
seen as just one further development in the complex and quite genuine problem of how to

deal with natural monopolies.

Priest (1993: 321) states: “it is difficult to distinguish state regulatory
commissions established between 1907 and 1922 — for example, from the board of
arbitrators established in the 1891 New Haven water franchise . . .”, which had the task of
readjusting rates every five years so as to give an 8% return on investments.® | would
argue, however, that there is a significant difference: the New Haven arbitration board

had alimited task within the narrow context of contract interpretation; it had no

% See Wilcox (1910: 415) for afull description, and note that it appears that this was in fact the 1901
franchise, not the onein 1891.
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discretionary power, say, to disallow imprudent costs to curb the incentive of the firm to

overcapitalize or goldplate, a power that PUCs have.

5.2 The Move to Independent Regulatory Commissions

The perceived failure of the franchise approach in the U.S. led in two directions:
(2) toward municipal ownership and control and (2) toward the creation of the state-level
public utility commission (PUC). AsNord (1975) shows, at first opinion was not
unanimous that the best locus for such a PUC was at the state level; home rule proponents
argued strongly for municipal regulation, believing that those closest to the problems
would be better able and better motivated to deal with them. Advocates of the state-level
PUC believed that at that level such an agency would be less politica® and corrupt and
that administrative economies of scale would permit the development of high-level
expertise. “Across states and industries, utilities |lobbied for state regulation because they
saw it as one way to forestall the relatively hostile regulation of municipal authorities’
(Troesken 1994: 73).%* Moreover, state-level regulation could more easily ded with

services that spilled over one municipality’ s boundaries.

The first two states to adopt the PUC approach were Wisconsin and New Y ork,

both in 1907. Their statutes became models — especialy the Wisconsin act — and by

2 “\When they were regulated commonly by local governments, the utility companies often were the
‘whipping boys' of political campaigns. Candidates for local offices singled out the prospering utility
firmsfor attacks’ (Troxel 1947: 63).

% But note that at first, the companies were opposed to the idea of state regulation, which was being
promoted by known Progressive reformers. Whatever the drawbacks were of dealing with local
governments, utility companies at least had reached a certain modus vivendi. But they changed their
minds when they began to see the advantages for them of state regulation: the possibility of “escape from
the annoyance of local nagging and the immediate political pressure for lower rates’ (Wilcox 1914: 74).
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1920, more than two-thirds of the states had set up regulatory commissions (Phillips 1985:

116).%

What is especially important in the perspective of this dissertation is the conclusion
that some form of permanent, specialized regulation was necessary to replace the “old
system of haphazard regulation” by local governments under franchise contracts. If the
problem had only been one of inadequate contract specification and bargaining, one would
think that there would have been other solutions — e.g. creating a support service at the
state level that would prepare guidelines, model contracts, specialized accounting systems,
valuation methods, and provide negotiation support, etc. Or isit ssimply a historical quirk
— an artifact of Progressive thinking — that this type of solution was not widely
considered in the U.S.? For there were recognized authorities at the time, such as Delos
Wilcox, who recommended that the state commissions play no more than an advisory and

supportive role (see e.g. Wilcox 1924: 221ff.).

In the light of the theory of incomplete contracts, as outlined above and to be
discussed in further detail in Chapter 2, one can see a decided advantage to the idea of the
PUC — if not to the way that they developed as time went on. Franchises, taken as
contracts, have limited flexibility. Beyond certain bounds, changing service requirements

is difficult without renegotiating the contract. Courts are willing to fill contractual gaps

3 Once the state-level PUCs were created, in some cases it appears that even local governments were
happy to be relieved of the problem. Balthasar Meyer, who was one of the foremost proponents of state
regulation (see Nord 1975), offers an interesting reflection. According to Meyer (1911), the Wisconsin
Public Utilities Law reserved to the cities extensive powers, including the power to contract with service-
providers, subject to review by the PUC. “None of the citiesin this state manifested a disposition to
exercise these functions after the enactment of the utilitieslaw . . . Again and again, the Commission has
had occasion to suggest to municipal authorities that certain things regarding which they were
complaining lay entirely within their own jurisdiction and the remedy in their own hands.”
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only to a certain extent, because the underlying ideais that the intentions of the parties are
what govern. The PUC, in contrast, is an administrative agency — albeit quasi-legidative
and quasi-judicial — with broad discretionary authority to see that public utilities fulfill
their obligations, the mgjor ones being: (i) to serve al who apply for service; (ii) to
provide safe and adequate service; (iii) to serve all customers on equal terms; and (iv) to
charge ajust and reasonable price (Phillips 1985: 106). The task becomes deciding what
isin the balanced interest of all parties — customers, investors, the general public — as
constrained by statute and case law, rather than deciding what was or would be the
intentions of the parties, and so the problem of filling gaps disappears, though other
problems may arise. Instead of having to conclude a contract with a public body, the
privately owned company applies for a*“ certificate of public convenience and necessity.”

Instead of a contract, there is a broad “regulatory compact” (see Swartwout 1992).

Theissue is complex and deserves a comprehensive historical treatment — which
this dissertation will not provide. There are several tantalizing indications, however, that
one should not take the dramatic shift to PUCsin the U.S. as sufficient reason for a
wholesale rgection of regulation-by-contract. First, commission regulation of railroads
provided the archetype in the U.S,; in fact the influential Wisconsin Public Utility Law of
1907 acted to give the already existing Wisconsin Railroad Commission jurisdiction over
various public utilities, and the commission continued to bear this name.*®* One could

make the argument that the archetypal industry, railroads, was more in need of regulation-

3 The quotation is from Wilcox (1914: 74).

3 Asfor the other influential state PUC set up in 1907, the onein New Y ork, we note that the first item
mentioned in the section of the law that describes the sectors to be covered is railroads.
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by-commission than the typical municipal public utility — because of its sprawling,
intercity network characteristics, hard-to-predict future development, and complex rate
structures. Did the railroad model naturally but inappropriately bias the entire discussion

towards regul ation-by-commission?

Second, price inflation began to develop in the years before World War | and
picked up in intensity during the War. But the maximum prices in franchise contracts
were fixed in nominal terms; there were no automatic price escalation clauses at that
time.* Thisled to intense pressure by companies to amend the contracts: “The extreme
fluctuations in cost which resulted from the World War made the enforcement of contracts
difficult and, in some cases, impossible either with or without bankruptcy” (Wilcox 1924:
220). Since, as we have noted above (section 5.1), the courts would not give relief,
another solution had to be found — one that would protect the utilities by permitting
prices that would assure them of afair return.®® But thisis not a critique of regulation-by-
contract per se — not now that sophisticated price indexes can be used in drafting the

price termsin contracts.

5.3 Reflections on the U.S. Experience

The American experience points to an open question: Did municipa franchises
perform so poorly: (1) because of insufficient expertise on the part of local governments,
poor understanding of the interaction of technical and financial aspects and of future

contingencies, poor contracting skills, and the absence of price indexation; (2) because of

3 Some contracts, however, did set prices on the basis of an average of prices for similar services, for
example, in other citiesin the same region (see Wilcox 1910; 1911).
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an ineffective court system that did not enforce even the basic contractual rules of the
game and that was completely inept when it came to dealing with incomplete contracts
with a distinct public-policy flavor; or (3) because of a more fundamental flaw in the very
concept of regulation-by-contract? Were the contracts perhaps inevitably incomplete in
crucial ways, ways that could not be remedied by better technical knowledge and
contracting skills and more effective construction and enforcement by the courts? This

dissertation will explore these questions further in the context of two case studies.

6. THE FRENCH EXPERIENCE: A PREVIEW

It is said that over 75% of the French population receives water from private
companies and about 40% depends on sewerage services provided by private companies
(Haarmeyer 1992b). These services are supplied by means of long-term contracts of a
specia kind, notably the concession and the affermage. The French model of private-
sector participation has been widely advocated as a solution to the needs of other
countries, especially developing countries. Promotional efforts have come from
international ingtitutions, such as the World Bank, and from the handful of large private
companies that dominate the scene in France,* whose technical and managerial expertise

in water and wastewater servicesis indisputable.

The French model was first used outside France in countries such as Cote d' Ivoire,
Guinea, Macao, and Maaysia, and is now being adopted, in various modified versions, in

many other countries. It isfair to say that the French example played an important role in

% The commissions were “besieged” by the utilities to increase rates in response to the inflation that
occurred around the time of World War | (Richberg 1924: 67f.).
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convincing policy makers and advisors that long-term contracts for municipal services

could indeed work well.

Though there are a number of different forms of “delegating” local public services
to private companies in France, the two most common, for water and sewerage services at
least, are the concession (strictly speaking, “public service concession”) and the affermage
— 1 will refer to both as “ concessions” in the paragraphs that follow.*” In these contracts,
a private party takes on full responsibility for providing the municipal service in question
for anumber of years (perhaps 25-30 for the concession and 10-15 for the affermage)

and in return is allowed to charge users a specified fee.

It is generally accepted that the concession system has worked fairly well in France
to provide water and other services to many cities and towns.® Thereisno “public utility
commission” that exercises on-going regulation of public utilities. Since at first glance the
concession appears to be atype of long-term contract like the franchise in the U.S., a most
important question is why local-public-service concessions appear to have worked

reasonably well in France, while franchises worked out so poorly inthe U.S.

% Compagnie Générale des Eaux and Lyonnaise des Eaux—Dumez together account for 58% of the French
market (Haarmeyer 1992b).

3" The main difference between the two forms (for our purposes) is that in the concession, the private party
carries out the initial investments, while in the affermage the municipality takes on this responsibility.
(Descriptions and legal analyses of these forms of delegating local public services are found in Auby and
Ducos-Ader 1969, J.F. Auby 1982, Coudevylle 1983, Dufau 1990, Llorens 1992, and J.-B. Auby 1994.)
With afew exceptions, the concession and the affermage are governed by the same legal principles, and
the affermage can really be considered simply as a variant of the concession (LIorens 1992: 46).
Moreover, the distinction is becoming blurred since it has recently been accepted that the private party in
an affermage may carry out investments in the form of extensions to the network.

% But there is growing dissatisfaction with some aspects of the system. Since the 1980s, a growing
consumer movement in France has brought attention to the potential for lack of control over monopolistic
price behavior (see, e.g., J.F. Auby 1982; Malye 1994). In recent years, accusations have abounded that
the large French companies have made illegal political contributionsin order to win contracts.
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Discussions of the French concession in the U.S. non-academic professional
literature tend to treat the concession asiif it were an ordinary, private-law contract. In
fact, itisnot. Concessions fall under public or administrative law, and the concession
agreement has even been referred to as the archetype of the administrative contract in
France (Llorens 1992: 16). Thereisaspecial administrative court system, consisting of 26
adminigtrative tribunals, with the Consell d Etat at the pinnacle. A well-developed body
of law, elaborated almost entirely through jurisprudence (case law), rather than statutes,
has arisen that concernsitself in general with administrative contracts and public services

and in particular with public-service concessions.

What isimportant for our purposes is the emphasis throughout the law on the
public interest and on a recognition that the concession needs to be flexible to be able to
adapt to changing conditions. No pretense is made that the administrative judge (if the
case comes before her) is merely interpreting the intention of the parties at the time they
entered into the contract or discovering if there was some flaw in the agreement itself (cf.
Alcoa v. Essex, section 4.2, above). The remedy is admittedly “extra-contractual”: the
administrative judge “does not hesitate to go beyond the will of the partiesin the interest

of public service” (Richer 1991: 68).

The underlying objective isto keep the long-term relationship intact so that there is
no interruption in the delivery of essential public services. The overarching principleis
that many modifications can be made in the contractual terms for one reason or another so
long as the concessionaire is appropriately remunerated. Although there are of course

many differences (which will be brought out in Chapters 3 and 4), it is worth noting at
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least a superficia similarity with the description offered by Williamson (1976: 91) of the
basic regulatory compact inthe U.S.: “(1) the regulatee is assured an overall fair rate of
return, in exchange for which (2) adaptations to changing circumstances are successively
introduced without the costly haggling that attends such changes when parties to the

contract enjoy greater autonomy.”

In some ways, the system developed in France may be closer to the idea of
regul ation-by-commission than one often thinks; but the regulatory role, at least in theory,
is played more by lega rules than by the person of the administrative judge. How well
does this system perform? One of the goals of this dissertation will be to look more

carefully at both the theory and the practice.

7. FORMULATING THE ISSUES AND DEFINING THE APPROACH

The overview presented in this introductory chapter has brought out the major
issues that will be developed more fully in Chapter 2 and then explored further in the
remaining chapters. Two idea types of regulation are first defined (see section 2 of this
chapter): regulation-by-contract and regul ation-by-commission. The economic literature
(section 3), emphasizing the incomplete nature of long-term contracts, suggests that
regulation-by-contract will tend to converge with, or lead inexorably to, regulation-by-

commission.

The legd literature (section 4) has much to say about how the substantive law of
contracts and the judicia system, at least in the U.S,, areill-equipped to deal with
problems that arise in many long-term contracts. This adds to the insights from the

economic literature by suggesting that the institutional setting for the function involved in
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regul ation-by-commission (i.e. the “commission”)* is unlikely to be the ordinary judicial
system, at least not in adirect way.* Another strand of the legal literature calls our
attention to the extra-legal factors that can work to stabilize “relational” long-term
contracts; and this is also addressed by economists who have looked at the impact of

reputation in countering opportunism in a game-theoretic context.

All of these insights seem to be well-illustrated by the example of the rise and
decline of franchise contractsin the U.S. (section 5). Y et the question remains whether it
would have been possible to improve regul ation-by-contract — or, more to the point,
whether it would be possible to improve it in today’ s context — rather than discard it in
favor of the public utility commission. (In fact, we see aresurgence of regulation-by-
contract for municipal servicesinthe U.S. in thelate 1990s.) Was the approach of
regulation-by-contract inherently flawed, as some of the economic literature might

suggest?

Before we examine these issues in depth in the following chapters, certain
limitations of the approach taken in this dissertation should be mentioned. Both case
studies concern plants as opposed to networks. There are several reasons why regulation-
by-contract is not likely to work as well with networks as with plants: first, if the
concessionaire steps into an existing system, thereis likely to be greater uncertainty over
the condition of underground networks than with plants;** second, the spatial aspect

makes unpredictable changes in requirements and conditions much more likely in the

% And again, let us note that the “commission” for present purposes could consist of just one person.

“2 One could always imagine a process of judicial appeal.
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future. If we showed that regulation-by-contract does not work well even with plants, one
could reasonably infer that it would work even more poorly with networks. But if we
concluded that regulation-by-contract performs satisfactorily with respect to plants, we

may have said little about its applicability to networks.

Another limitation to my approach isthat | will not deal with problems that arise
during the bidding process — athough they are critical to the economic success of
regul ation-by-contract since the underlying theory involves competition for the market.
Onereason is simply to limit the scope of my dissertation. But another reason isthat in a
long-term contract (say, 20-30 years), events occurring over the course of the contract
will usually be more important, in the final analysis, than the initia setup in determining the

overall performance of the arrangement.

Finally, aword should be said on the approach taken in this dissertation to legal
issues. From time to time, the lega rules of particular jurisdictions will be mentioned;
French law, in particular, is discussed in some detail in Chapters 3 and 4. But, sincethisis
not a dissertation in the field of law, it will often be sufficient to refer to general legd
principles. For this purpose, | will sometimes cite the “Principles of International
Commercia Contracts’ that were issued by the Internationa Institute for the Unification
of Private Law (UNIDROIT) in 1994, drafted by a working group of scholars from all the
major legal systems of the world (see UNIDROIT 1994).* The intention of UNIDROIT was

to promulgate a set of legal principles applicable to every kind of international commercial

L Cf. Engel, et al. (1997: 5): “. .. franchising is preferred when the quality of assetsis observable at a
relatively low cost. Otherwise, aregulated utility is preferable.”
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contract, including long-term concession agreements, and there is nothing about the
Principles that prevents them from being applied to a purely domestic contract. They

therefore constitute a convenient reference point.

“2 Created in 1926 under the auspices of the League of Nations, UNIDROIT is now an independent
international institution based in Rome, with 52 state members.
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CHAPTER 2

CONCEPTUAL FRAMEWORK

1. INTRODUCTION

This chapter outlines a conceptual framework that will be used as a lens through
which the case studies in the following chapters will be viewed. Since the notion of
incomplete contracts plays such an important role in this dissertation, the chapter begins
with basic concepts and definitions concerning this topic (section 2). An overview of the

major strengths and weaknesses of regulation-by-contract then follows (section 3).

Since many of the weaknesses of regulation-by-contract flow from the incomplete
nature of the contracts, it stands to reason that finding ways to reduce, or otherwise cope
with, incompl eteness can be of great benefit. So the last magjor section (section 4)

catalogues and discusses the various ways of dealing with incompleteness in contracts.

Theideasin this chapter will be used astools to better understand and assess the

case studies that follow.

2. CONTRACTUAL INCOMPLETENESS: BAsIC CONCEPTS

2.1 Incomplete Contracts

Theissues | will deal with in this dissertation and the approach | will take fall most
closely under what has come to be known as the * new institutional economics’ or
“transaction-cost economics,” and in particular, ideas concerning incompl ete contracting,
inspired to alarge extent by the writings of Oliver Williamson. Joskow (1991: 67) goes so

far asto say:
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The evolution of the structure of the classical mid-twentieth century public utility, the
regulatory environment in which it operates, and the pressures for change that it is now
under are best understood through the lens of incomplete contracts.

Many of the problems with regulation-by-contract relate to the incompleteness of
such contracts. Long-term contracts for municipal services are almost always incomplete
in some ways — and some are inherently so. Different writers use the term in different
ways. For purposes of this dissertation, | will define contractual incompletenessin

contradistinction to the following heuristic definition of contractual completeness:

A contract may be said to be complete with respect to a particular aspect to the extent
that any competent and informed adjudicator would reach the same conclusion as to the
parties’ rights and obligations in every conceivable state of the world, the adjudicator’s
conclusion being based solely on his or her assessment of what the parties have actualy
(subjectively) agreed in the contract.”

Economists’ definitions of contracts and contractual incompl eteness generally
ignore the question of who in fact is deciding what the contract means;” thisis
understandable in stylized contracts that are expressed entirely in formal terms; for there
the meaning is slf-evident to anyone schooled in this formal language. But in generd,
language is not self-interpreting. For that reason, | have chosen a behavioral definition —

how hypothetical “competent and informed” adjudicators would behave — since my

concern is with actual, primarily verba contracts and with public policy.

Economists often use the term “incomplete contract” to refer to a contract that is

not ex ante optimal in every conceivable state of the world, even if it does clearly specify

1 A dlightly different definition would move away from subjective intent and rely instead on the
adjudicator’ s assessment of the meaning that the document would convey to a reasonable person having
all the background knowledge which would reasonably have been available to the parties at the time of the
contract. | have taken a purist stance in the definition in the text so that the adjudicator’s “regulatory
control” does not become mixed up with the determination of completeness (see section 2.3, below).
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rights and obligationsin every state. For example, the sales price may be adjusted in steps
as a particular input variable changes, rather than being optimized on a continuous basis:
the contract is said to be insufficiently state contingent and hence incomplete.® Thisis not

the way | will use the term.”

Going further, it may be that if conditions change, the parties will come to see that
both can benefit if they modify the terms of the contract. That does not mean that the
original contract was incomplete, so long as the original subjective agreement of the
parties was not explicitly or implicitly contingent on conditions not changing in that
particular way. In order to keep the contract simple (i.e. to avoid further transaction
costs), the parties may decide — in afully informed manner — to take the risk that the
genera terms will be applied in certain low-probability circumstances, even if these terms

would not be the optimal ones under those circumstances.

Given the definition | am using, different degrees of completeness are possible. It
isfair to say that it israre for a contractual aspect to be fully complete since one can

usudly imagine some state of the world in which an adjudicator would no longer be quite

2 For example: “A contract is a document that specifies the obligations of the parties, and the transfers
that must be made under different contingencies’ (Macho-Stadler and Pérez-Castrillo 1997: 20).

3 “Economics scholars . . . use the term ‘incomplete contracting’ to refer to contracts that fail to fully
realize the potential gains from trade in all states of the world” (Ayres and Gertner 1992: 730). E.g., with
respect to awage contract: “A contract is defined as ‘complete’ if the wage is contingent on the level of
profits, and ‘incomplete’ if the wage isinsensitive to this level” (Spier 1992: 433).

* | appear to bein good company. Cf. Hart (1987: 752): “. .. acomplete contract means one that
specifies each party’ s obligations in every conceivable eventuality, rather than a contract that is fully
contingent in the Arrow-Debreu sense.”
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sure what the parties had intended. Also, there may be few cases in which all competent

and informed adjudicators would agree.”

The term “adjudicator” as used in this dissertation means any third party who is
given the responsibility of filling a contractual gap or deciding a dispute or issue in away
that is binding on the parties, as opposed to smply giving recommendations that may or
may not be followed. The fact that the decision may be appealed to a higher level does
not stop the issuer of the decision from being considered an adjudicator. Both ajudge and

an arbitrator would be considered adjudicators.

There are two different kinds of incompleteness. In thefirst, which | will call
manifest incompleteness, it is quite clear that the contract does not precisely specify rights
and obligationsin all states of the world. Sometimes there is a blatant “gap.” In other
cases, the problem is that vague terms such as “reasonable,” “best efforts,” or “good faith”
are used — words with fuzzy definitional boundaries that could be interpreted in different
ways by different adjudicators. One reason for adopting a behavioral definition of
incompletenessis that such a phrase could come to have such a precise meaning as aterm
of art that any informed and competent adjudicator would in fact agree on its boundaries.
(Suppose that in a particular trade, “reasonable notice” had indisputably come to mean

“within three business days’ just by custom.)

In the second kind of incompleteness — latent incompl eteness — the contract

appears, as it is expressed, to cover al states of the world. But if conditions change

® The term “competent and informed adjudicators’ could be defined further, of course. But it suffices for
present purposes since we would surely want to aim for a dispute resolution system in which all
adjudicators are (reasonably) competent and informed.
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sufficiently, we may see that performance under such conditions was not what was
contemplated by at least one party when the contract was concluded. Suppose that
someone contracts to have a garage built on land that is located next to her house. Would
she have signed the contract if it had explicitly stated that the garage should be built even
if her house burned down first? For the homeowner, the agreement may have been
conditional on a particular set of circumstances (e.g. that the house will till be there) even
though this was not stated in the contract — and perhaps not even imagined by her when

she signed the contract.

These two kinds of incompleteness can be illustrated by the two mgjor kinds of
difficulty found in long-term contracts for municipal services. First, it may be difficult to
provide in the contract for all the possible modifications in service requirements that might
occur during the term of the concession. For example, the Lyon incineration contract
described in Chapter 4 provides that prices are open to reexamination and revision if the
plant is modified in size or quality in a“substantia” way. The contract is manifestly
incomplete in this respect because there is no precise rule in the contract that states how
to derive the new priceterms. It is aso manifestly incomplete because the word
“substantial” does not give a bright-line test for when the revision process would be

triggered.

The second example concerns the price indexation terms in the contract. 1n some
cases, no matter how carefully these terms are thought out, the price of one or more
inputs may increase in such a dramatic and unexpected way that we can no longer be sure

that performance under these conditions was what was contemplated by both parties when



the contract was concluded.® The contract may read asif the price indexation terms apply
unconditionally, no matter what happens to the actual input prices; and the incompl eteness
may therefore not be apparent. But if the partiesin fact would not have agreed that the
terms should apply in certain extreme, low-probability states of the world — if this
guestion had been posed to them in concrete terms at the time — then the contract is

latently incomplete in these respects.”

Another example of latent incompleteness was provided in the RESCO case study in
Chapter 5. There, the written contract reads as if the risk of landfill-related changesin law
is not borne by the communities and hence, by implication, must be borne by REsco. But
the perceived probability of such changesin law at the time the contract was concluded
may have been so low (or nonexistent) that the parties did not think the issue was worth

mentioning. Again, thereis a strong argument that thisis a case of latent incompl eteness.

Incompl eteness poses problems for regulation-by-contract. The presence of
substantial incompleteness means that the parties may not have allocated all important
risks through the contract. Uncertainty over how these risks will be allocated later on, by
negotiations or by the decision of athird party, may lead to behavior by the partiesthat is
not optimal ex ante.® For example, the company may put a nonoptimal emphasis on

recurrent costs rather than up-front investments to mitigate the impact of a future hold-up

® Thisis to be distinguished — it is worth pointing out again — from a situation in which performance
under those circumstances was contemplated originally and the risk assumed, but the parties now have the
opportunity for joint gain by modifying the contract.

" But note that it does not necessarily follow that courts should rewrite the contract to reflect what they
think the parties would have agreed. That is a separate question. See Charny (1991).

45



problem. Moreover, the uncertainty may be so great that the parties decide not to enter

into the contract at all — a complete forgoing of the potential gains from trade.

Furthermore, incompleteness tends to undermine one of the principal economic
justifications for regulation-by-contract: the decentralized-economic-decision model (see
section 3.1.1). Issueswill be decided and risks will be allocated in ways that cannot reflect
any bargain that the parties themselves actually concluded, since there was no subjective

agreement ex ante over the aspects in question.’

In drafting their contract, either the parties must try to make it as complete as
possible or they have to devise other ways of coping with incompleteness when it comes
into play. Ultimately, it isthe contract adjudicator (judge, arbitrator, or other third-party
intervenor) who must fill the gap. The success of regulation-by-contract hingesto alarge
extent on how the problem of incompletenessis dealt with. More will be said about thisin

section 4.

2.2 Relational Contracts

Another term, used by legal scholars, that arisesin this context is “relationa
contract.” There is no one clear meaning. Goetz and Scott (1981: 1091) state: “A
contract is relationa to the extent that the parties are incapable of reducing important

terms of the arrangement to well-defined obligations.” | prefer to modify this definition

& The economic literature on incomplete contracts shows that lack of ex ante optimality can result even if
the parties are quite sure how risks will be allocated after the contract is signed and circumstances change
(e.g. presume a 50:50 alocation of the ex post gains from trade). See, e.g., Hart (1995: 29ff.).

® Cf. Charny (1991: 1817): “It is by no means clear that individuals should be bound to hypothetical — as
contrasted to actual — contracts, or even that it is appropriate to call such hypothetical contracts
‘contracts’ at all. The autonomy- or rights-based arguments for promissory obligation do not readily
extend to merely hypothetical agreements.”
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dightly for purposes of this dissertation by adding “or choose not to reduce” after the
phrase “are incapable of reducing.” The reason for thiswill be brought out clearly in
Chapter 4, in which we see how one such contract in Lyon, France, has become less

relational astime goes on.

Schwartz (1992: 271) adds that longevity is another characteristic of arelational
contract. Moreover, there is often the idea that the parties develop particular norms and
expectations as the contract moves along and that these help direct the evolution of the

relationship (see, e.g., Macneil 1981; Schwartz 1992).

| will cdll along-term contract relational if (a) it is manifestly incomplete in ways
that affect important obligations of the parties and (b) extra-lega norms (such as
deference) and extra-legal influences (such as reputation) play an important rolein

bringing stability over the course of performance.

2.3 The Activities of the Adjudicator

It isuseful to distinguish two different activities that adjudicators engage in when
they decide the legal consequences of a contract. Thefirst is contract interpretation. In
interpreting a contract, the adjudicator attempts to discover what the parties actually
agreed, what they intended in fact. If the contract isincomplete, this will become apparent

through the process of interpretation.

Adjudicators exercise what | will call regulatory control when they use rules and
principles that go beyond what the parties have actually agreed. | will refer to the rules

they use as regulatory or extra-contractual or background rules. The whole process of
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determining the legally enforceable meaning of a contract — i.e. interpretation and

regulatory control together — may be referred to as construing the contract.™

There are two kinds of regulatory rules. default rules, which comeinto play only
if the parties have left a gap (silence, inconsistency, vagueness, etc.); and mandatory rules,
which take precedence over the agreement itself, or which can even act to create alegal
contract in the absence of an agreement in fact. It isimportant to note that an adjudicator
may exercise regulatory control even if he concludes that the contract isin fact complete.
The law might impose a mandatory rule that trumps the parties own agreement on a
particular matter. In France, for example, the basic rule for temporary cost sharing in the

event of an unforeseeable, uncontrollable event is mandatory.

There is no sharp line between interpretation and regulatory control. It is not
always clear, for example, when using one of the classical “canons of construction”
whether the adjudicator believes that thisis the best way to interpret the ordinary language
used by the parties or whether he isimposing an extra-contractual rule to achieve other
ends or simply to provide a standard treatment that will facilitate potential parties ability
to predict results — the “ coordination” function. Adjudicators often struggle to hide
regulatory control under the guise of mere interpretation.* Moreover, some
commentators (e.g. those with a postmodern bent) would argue that all interpretation

involves the socia construction of meaning. Nevertheless, there are many instancesin

19 Thjs distinction between interpretation and construction is one made by such legal scholars as Corbin
and Williston (see Farnsworth 1990: 237).

11« Although courts have sometimes endorsed this distinction [between interpretation and construction],
they have more often ignored it by characterizing the process of construction as that of ‘interpretation’ in
order to obscure the extent of their control over private agreement” (Farnsworth 1990: 237).
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which we, in amore pragmatic frame of mind, would have little doubt in concluding that

either interpretation or extra-contractual control predominates.

This distinction helps us better understand where problems might arisein
regul ation-by-contract — problems that we will explore further in the case studies. There
arein fact two distinct types of problem. First, so long as the adjudicator stays close to
the interpretive task, what is being enforced is the (presumably) bargained-for exchange of
the parties. If we criticize regulation-by-contract in these circumstances, our critique goes
straight to fundamentals. When is bargained-for exchange not the optimal way to allocate

resources?"

The second type of problem arises when regulatory control has to be exercised by
the adjudicator because of contractual incompleteness: the adjudicator has no choice but
to apply rules and principles that go beyond the parties meeting of the minds. Here the
natural question is: What is the basis of these decisions, if not in the agreement itself?
This dissertation will be concerned mainly with the second type of problem — regardiess
of the public policy importance of the first type — and we will ook more closely at the

issues in the case studies that follow.

3. STRENGTHS AND WEAKNESSES OF REGULATION-BY-CONTRACT
3.1 Strengths

The regulation-by-contract approach has a number of advantages over the typical

regul ation-by-commission solution. The mgor ones are summarized below.

12 See in genera Trebilcock (1993) for athorough discussion of this question in the context of contracting.
See also Epstein (1995: 71-90).

49



3.1.1 Decentralized, Market-Based Decision Making

In principle, a contract represents the particular preferences of the two parties. It
sums up the terms of a bargained-for exchange; the parties themselves have decided how
to allocate the various risks.. The decision-making is decentralized, rather than being the
product of acentral planner/regulator. Therefore, according to the standard theories of
neo-classical economics, thereis a greater likelihood that the arrangement will enhance
general welfare. The superior informational advantages that the company might have over
the public authority in one-to-one bargaining are counteracted by a bidding process, i.e.

competition for the market.

This aspect is particularly important in the case of local-government services.
There has been aworld-wide tendency to devolve responsibility for these services away
from the central government and to the local level. The danger of regulation-by-
commission, with the commission located naturally at the central level (or, in any event, a
more central level), isthat the central body may well have atendency to impose its own
preferences on local governments; and the advantages of decentralized decision-making
would therefore be lost.™ In deciding upon the best regulatory instrument, there is
therefore an important distinction to be made between national government services and
local government services. Regulation-by-contract has a specia advantage for the latter.

This consideration does not seem to have been sufficiently emphasized in the literature.

3 Williamson (1985: 328) aptly speaks of “the tendency for regulation, once put in place, to assert
ancillary powers, thereby to expand its jurisdiction, often with dysfunctional consequences. Indeed, |
conjecture that creeping ‘ancillariness’ is one of the more severe disabilities to which regulation is
subject.”
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3.1.2 No Need for Comprehensive Regulatory System

One of the major selling points for regulation-by-contract has been that a country
can begin to involve the private sector in infrastructure provision even before it has set up
the institutions required for comprehensive regul ation-by-commission. Although thisidea
has sometimes been carried too far — some regulatory framework is necessary, aswe
ghall see — thereisameasure of truth to it. Setting up a competent, independent

regulatory commission is not an easy matter.

3.1.3 Credible Commitment

One of the mgor challenges in inducing private companies to invest in regulated
municipa servicesisto convince them that they will not be subject to opportunistic
“creeping expropriation” resulting from the municipality’ s reneging on agreed pricing
arrangements. Provided that the country has a capable and independent judiciary and a
strong tradition of the sanctity of contract, regul ation-by-contract can increase the
credibility of the municipality’s commitment — in comparison with a yet-untested
regulatory commission with a broad mandate and highly discretionary powers.
Concessionaires want to be assured that the rules will not change in midstream. The
proviso, of course, isan important one. Moreover, the comfort applies only over those

states of the world for which the contract is complete (see section 3.2.1).

High commitment value depends to alarge extent on having resolved the
important political issues. It iswidely recognized that “economic” regulationisin fact a
highly political process, with bargaining among various “ stakeholders’ over the division of

rents being a prime concern. In regulation-by-commission, it is difficult not to let the
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political aspect permeate the entire process at each decision node. Regulation-by-
contract, in contrast, can permit a better separation of the political aspects from economic,
technical, and financial concerns. The stakeholders can fight their political battles and
reach agreement on the allocation of rents and risks at the time the contract is being
negotiated. The contract can then be permitted to run its course. In principle, this should
encourage greater economic efficiency because, before performance has started, the
parties are bargaining behind a“veil of ignorance” — to some extent at least — and

therefore they should focus more on how to increase the total size of the pie.**

Of course, the redlity of regulation-by-contract may fall short of theideal. Two
problemsin this context, are: First, will future stakeholders feel fully committed to the
agreements reached by their predecessors? Second, will present stakeholders aways
accept the outcomes that are the result of their previous commitment to allocate risksin
certain ways? At the time of contract formation, they may accept in principle that thereis
a 2% probability of a certain outcome occurring, but will they accept that outcome if it

indeed occurs? We will return to this second problem in section 3.2.4.

3.1.4 High Incentive Power

A basic tradeoff of objectives in regulatory rate-setting, under asymmetry of
information, is between productive efficiency and rent extraction.”> On the one hand, if
prices are fixed at a certain level, or adjusted according to measures beyond the control of

the firm, the firm has the optimal incentive to reduce costs because it is the residua cash-

14 The extensive literature on rules versus discretion in the context of macroeconomic policy is of
relevance here. See, in general, Dixit (1997).
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flow claimant and will retain whatever gains are realized.”® But then thereis no ex post
control over the profit that the firm will realize.’” Moreover, if the firmisrisk averse,
perceived high risk (which might well be the case especialy in new contractsin a

devel oping-country setting) will require adding arisk premium to the fixed price, thus

increasing the mean realized returns.

In contrast, rate-setting based on cost-reimbursement rules of one sort or ancther,
such as rate-of-return regulation, is able to prevent the firm from making excess profits
but does little or nothing to encourage static or dynamic productive efficiency.
Alternatively, one could base prices on some combination of the two extremes, in which
case the fraction of the excess of actual costs over target costs that is absorbed by the firm
is referred to as the “power” of the incentive scheme (see Laffont and Tirole 1993).% A
“diding scal€” regime is such an example, in which the alowable rate of return is adjusted
upwards as cost savings are realized, but by an amount sufficient to give only a part of

realized savingsto the firm.

As soon as a price schemerelies at al on cost reimbursement, the information

reguirements become much more demanding, because the firm'’s financial accounts have to

15 See Laffont and Tirole (1993) for arich elaboration of how this tradeoff playsitself out in numerous
variations.

16 But note that there may be a tendency of the firm to decrease quality if so doing would help it reduce
costs; so monitoring and enforcement of service quality and of investments needed to maintain future
quality isimportant.

" These excess profits are often referred to as “information rents”: if the regulator had the same
information as the firm, it could simply fix the price at the true minimum-cost level, there would be no
excess profits, and the first-best policy would have been achieved (first-best presuming that for one reason
or another the surplus is of greater welfare value if placed in the hands of ratepayers or taxpayers than in
the hands of the firm — e.g. because the economic opportunity cost of public fundsis greater than the
market price).
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be examined carefully (and perhaps the accounts of affiliated subcontractors, too, to avoid
deceptive transfer pricing). These information requirements and the opportunity for

mani pulation become even greater when the cost of capital is one of the costs that must be
reimbursed. Moreover, good technical judgment is necessary to decide if al costs were
appropriate or “prudent.” Specialized agencies are much better equipped to handle such
tasks. The courts, and lawyers drafting contracts, show atendency to prefer more easily
observable measures, such as price indices.”® It is easy to see how the use of
informationally demanding, not easily observable or verifiable measures would often lead
to disputes between the two parties and therefore would tend to be avoided in contract

provisions.

Regulation-by-contract therefore lends itself to an approach in which prices are
fixed ex ante (or linked to objective indexation), rather than being continually adjusted
according to a cost-of-service rule. This gives ahigh incentive for productive efficiency,
with positive benefits for general economic welfare. Competitive bidding for the selection
of the concessionaire will tend to permit the extraction of expected rents ex ante, thus

converting expected efficiency gainsinto benefits for the municipality or for consumers.

Another reason for its better efficiency effects has to do with the incremental
nature of contract adjustments. It is more consistent with a contracting approach (in

particular, a contracting approach based on atheory of party autonomy) to presume that

'8 | n this scheme, a fixed-price contract is said to have an incentive power of 1; a pure cost-reimbursement
scheme an incentive power of O.

9| n the context of retail leases, Schwartz (1992) points out: “contracts seldom condition on profits
because profits are unobservable” and the same holds true in other contexts with respect to a party’ s costs
or to the demand facing it. Gross revenue, on the other hand, is a more easily observable measure.
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the origina contract represents afair bargaining balance between the parties. Therefore, if
equipment has to be modified later for reasons beyond the company’s control, the
adjustments made to the company’ s remuneration will most naturally be determined using
an incremental, rather than global, analysis. So gains that the company has realized on the
original contract by operating more efficiently than expected will continue to be realized
even after the contract adjustment. This increases the strength of the incentives since the
ratchet effect is not present or is greatly reduced, compared with aregime involving

periodic global reviews of costs and revenues, more typical of regulation-by-commission.

3.2 Weaknesses
3.2.1 Incompleteness L eadsto Uncertainty

It was noted above (section 3.1.3) that regulation-by-contract can increase the
credibility of commitmentsinsofar as (i.e. over the range in which) the contract is
complete. But there is a sharp discontinuity when a gap in the contract appears; for here,
as we shall see more clearly in later sections of this chapter, a great deal of uncertainty
often reigns concerning how the gap will befilled. Thisisa peculiarity of regulation-by-
contract — a split-personality disorder of sorts— and is one of the principal reasons why
regul ation-by-contract lost favor in the early twentieth century in the U.S. and Canada. It

constitutes one of the strongest arguments for regul ation-by-commission.

Contractual incompleteness seems naturally to tend to lead to another, related,
problem: rent-seeking and corruption. The broader the contractual gap, when one

appears, the more the company stands to gain from trying to influence city officias to
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agree to a position favorable to the company.® Since there are no clear decision rules,
companies may see it as essential to sway city officialsto their side by effectively buying
their loyalty. Itishardly coincidental that corruption tends to follow on the heels of

regulation-by-contract at the local level, unless specia measures are taken to combat it.

3.2.2 Attemptsto Overcome Incompleteness May Limit Flexibility

One way to overcome incompletenessis to pack the contract with many state-
contingent details. But when a particular state of the world arrives, it may not be quite the
samein all important aspects as was envisaged; and the relevant contractua rights and
obligations may therefore not be appropriate. The contractual mode triesto limit
discretionary decisions; but it may be quite difficult to create a suitable flexibility of
response without giving large scope to abstract and general standards (e.g.
reasonableness, best efforts, good faith) that inevitably involve a high degree of discretion
— that is, one can push rule-based flexibility only so far. But if these general standards

are used, the incompleteness is brought back in.

3.2.3 Drawbacksof Highly Particularistic Approach

Regulation-by-contract is often highly particularistic: the parties may develop
project-specific contractual arrangements quite unlike those found in other contracts for
similar services. On the one hand, thisis a strength of regulation-by-contract, as noted
above (section 3.1.1). But it can have drawbacks also — another reason why the more
uniform and bureaucratic approach of regulation-by-commission was adopted in the U.S.

in the early 20th century, under the influence of the Progressive Movement.

2 We are not even considering here the problems of corruption in the initial awarding of the concession.
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Transaction costs can be high: it istime-consuming and costly to work out the
details of complex, idiosyncratic contracts and then to renegotiate them or adjudicate them
if the need arises. Both the Lyon and the REscoO case studies will illustrate this. In Lyon,
six months were spent in negotiating damage provisions for shortfalls in the quantity of
waste, atopic that had not been adequately covered in the initial contract, despite its
complexity. Inthe RESCO case, the pre-tria discovery process cost about $5 million for

both sides together.

Another drawback may be encountered in the initial contract negotiations. Given
the ad hoc nature of the contract, information asymmetry and the greater bargaining skills
and resources of the private company will often result in a contract biased in favor of the

company.

Given a custom-made contract, the adjudicator islikely to spend a great deal of
time smply interpreting the intentions of the parties. The more complex the contract is,
the more difficult this will often be, as we will seein the RESCO case (what did the parties
mean by “effect”? by cost minimization?). If the contract requires so much work to
extract its common meaning, it is likely that the detailed issues were not quite clear to the
parties themselves at the time of contracting. Hence, the adjudicator’ s search for the
parties common intentions can easily become a quest for awill-0’-the-wisp. But the
primacy of the parties’ intentions in regulation-by-contract compels the adjudicator to
push this effort to the extreme. In regulation-by-commission, in contrast, the legal
instrument is more often a“license” or the equivaent — a unilateral administrative act

with a uniform interpretation for all instances.
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Principal-agent problems may come to the fore in a particularized contract. There
are severa aspectsto this. To what extent can city officials who are in office for just a
few yearstruly represent the interests of the city’s residents over 2030 years? Bargained-
for exchange by autonomous subjects may be welfare-enhancing, but in this case, who is
really doing the bargaining? This may be a powerful argument in favor of regulation-by-
commission, where institutional expertise has been developed that ensures a longer-term,

policy-oriented perspective.

3.2.4 The Excess-Profit Problem

One problem that is strongly related to regulation-by-contract — but that does not
necessarily derive from the incomplete nature of the contract (that is, not as | have defined
incompl eteness) — involves the variability of the private company’s economic profits
under afixed-price regime. Regulation-by-contract lends itself to such regimes because of
its tendency towards bright-line criteria and ex ante agreement on price terms.
Traditionally, the adjudicator is an expert in the law of contracts but not in technical or
financial matters. Aswe will seein the RESCO case, determining in a court of law what
costs are justifiable in a contract of this kind is not an easy matter; and courts — and
hence lawyers who advise on and draft contracts — tend, if at all possible, to shy away
from questions that would require considerable expert testimony to resolve. A sales price

iseadsly verifiable in most instances; an underlying cost of production is not.

So with prices fixed in the contract (or rigidly linked to objective indices), the
company’s profits could vary enormously, depending on the underlying behavior of costs

and revenue. The fact that the ex ante best-estimate expected level of profits for the
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contract in question (or even the ex post mean value for the set of all contracts of this sort,
if one could discover this) was normal does not speak to the issue of perceived fairness.
Moreover, unanticipated productivity increases over the life of the concession may result
in windfall gains to the concessionaire in afixed-price contract. City residents may well
object if they learn that the company is making what they consider to be excess profits at
their expense — especidly if thereisthe dightest deficiency in service quality. And

opposition paliticians can have a field day with such information.

The possibility that “excessive” profits will be generated creates arisk that city
officialswill fall under political pressure to renege on their commitment and decrease
tariffs— or employ other measures similar in effect, such as awindfall profitstax (cf. the
Labour government’ s recent decision in the U.K.). This problem recurs again and again in

the history of early municipal franchisesin the U.S. and Canada

Economists tend to separate efficiency effects from distributiona effects and
maintain, in the case of contracts, that distributional issues can be dealt with through the
price mechanism (i.e. bargaining in the market) rather than by regulatory interventionin
the contract. Two complications are introduced in the case of long-term concession-type
contracts. First, because of risk, even if the price mechanism in competitive bidding can
operate to achieve an acceptable distribution of rent in terms of expected values, the
stochastic aspect will result in there being some cases in which actual quasi-rents are

excessive and some in which they are insufficient.

Second, in a dynamic perspective, distributional issues cannot be so easily

separated from efficiency ones. If rents are perceived by city officials or resdents to be
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excessive, the risk of contract rupture increases. Companies know this, and if thisrisk
appears to them to be too great ex ante, they smply will not invest. If the city facesan
investment constraint and will therefore not be able to provide needed services, we can
see, in adynamic perspective, that the distributional issue can have important indirect
welfare consequences. So perceived fairness can affect the general welfare even if we use

the Kaldor-Hicks efficiency criterion.

One can think of a number of ways to include a profit-sharing mechanism in the
original contract — such as “diding scale’” arrangements — but these will require an
expert analysis of accounting information to prevent the opportunistic manipulation of
financial results by the company. And, no matter how one tries to develop a manual of
completely objective rules to govern the preparation of the financial statements, it may be
impossible to eiminate the need for ongoing discretionary judgments by an expert. As
soon as the city isreceiving a share of profits on aregular basis, there will be pressure by
the city to increase its scrutiny to cover other accounting issues, such as reserve accounts,
depreciation, and the distinction between maintenance and renewal. Finally, the city will
have to look at the reasonableness of costs since the company will no longer have an
incentive to make expenditures that are optimal from ajoint perspective. Before long, we
are approaching regulation-by-commission. The history of regulation-by-contract in the
U.S. and Canada shows this pattern again and again (see e.g. Wilcox 1910, 1911,

Jacobson 1988; Baldwin 1989).
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4. METHODS FOR COPING WITH CONTRACTUAL INCOMPLETENESS
Since contractual incompleteness underlies many of the potential weaknesses of
regulation-by-contract, it will be useful to look more closely at the types of methods used

to deal with incompleteness before moving on to the case studies.

There are many ways to categorize these methods. The scheme that will be used

here is the following:

1. Expressing the company’s performance obligations in terms of clear, easily
verifiable outputs

2. Making the contract more specific and detailed — i.e. more complete

3. Useof an objective standard or reference procedure

4. Renegotiation (both partiesjointly fill gap)

5. One party fills gap

6. Third-party fills gap

4.1 Use of Output-Related Obligations

The public authority and users are ultimately interested in the service that the
company will provide. For reasons of productive efficiency, therefore, the public authority
in principle should not interfere on the input side (this means fewer constraints on the
company’ s optimizing behavior) and should let the company produce the required service
in any way that it seesfit. There are also good reasons for this policy recommendation
from the perspective of incomplete contracting. For many types of service, changesin
output requirements are likely to be less frequent and less extreme than changes in input

requirements would be.
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For awater supply system, for example, output requirements can be expressed by
a handful of criteriaz minimum water quality, pressure, and quality, and availability and
continuity of service for al residents within the given geographical service area. There
may be changes over time, of course — e.g. the national government may change the
water quality standards. But one would expect many more changes in any set of input
requirements that one could draw up at any given point in time — the layout of water
mains, the capacity of treatment plants, the nature of the treatment process, the need for

pressure boosters, etc.

As obvious as this principle might seem, for many reasons local authorities often
insist on writing into such contracts various input characteristics that later have to be
renegotiated. Sometimes it is the companies that press for input specifications that take
precedence over service requirements — e.g. afive-year investment program that is the
primary contractual obligation, regardless of what effect it has on service characteristics.
This helps them reduce risk since they can more easily put afirm price on their obligations
that way; but it opens the door to more frequent renegotiations. A cursory look at early
contractsin the U.S. and Canada suggests that in many cases insufficient attention was
given to the clear, precise definition of output requirements — e.g. adequacy of water

pressure for fire-fighting. Measurement difficulties compounded the problems.

4.2 Greater Contractual Specificity

The most obvious way to reduce contractua incompletenessisto write more
detailed, specific contracts. The historical record shows that a major weakness of

regulation-by-contract in the U.S. in the early 20th century was that the contracts were
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too smple: they were “relational” in ways that they did not need to be. Thisisa
promising approach, but, as we shall see — immediately below and in the case studies —

there will amost aways remain a residue of incompleteness.

4.2.1 Adding State-Contingent Provisions

There are anumber of different ways to write contracts that are more compl ete.
One obvious way is to describe different sets of obligations and rights that are contingent
on certain states of the world. For example, with respect to service modifications imposed
by the municipality, one could try to specify in advance the likely modifications and set out
the conditional rights and obligations of the parties that would take effect if a particular

modification were required.

To be more specific, suppose that the parties to a wastewater treatment plant
concession are unsure of how much wastewater there will be because of uncertainty over
industrial growth and future industrial wastewater generation. The parties might have
little difficulty in arriving at an acceptable pricing formula so long as there is no need to
expand the capacity of the plant. Beyond that point, it would probably be to the benefit of
both parties to account for capacity expansions in a special way. One could, for instance,
provide a schedule specifying the incremental capacity charge to be paid for every 5%
increase in capacity above the base level. Or, if it isaquestion of relatively smooth
increases in scale, one could agree that the engineers would build up the incremental
capacity charge by multiplying the quantities of material needed to expand the plant by the
unit material prices given in the contract (appropriately indexed), and then one would use

a specified capital recovery factor to arrive at a periodic increment in the service fee.
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There are limits to this approach, however. First, the problem of transaction costs
means that it will not be realistic to think of describing the consequences of contingencies
unless the probability of their occurring is perceived to be great enough. One can get
around this problem in some cases by describing obligations (e.g. payment obligations) in
continuous, rather than discrete, terms by using a continuous mathematical function. A
good general strategy would be to estimate the probabilities of different classes of events
and to develop different contracting techniques for contingencies having different levels of

probability.

Second, athough this kind of differentiation does add flexibility, it isahighly
constrained sort of flexibility — a mechanical flexibility: one can only sketch out the
criteriathat will trigger a particular set of contingent obligations; but in the actual changed
state of the world, there might be unexpected developments that call into question the
appropriateness of the contingent rules. There is a potential mismatch between an
enormous number of continuous variablesin the real world interacting in complex, and
often nonlinear, ways and a contractual agorithm made of a handful of relatively smple

rules interacting in relatively smple ways.

Drafters of legidation face this problem all the time and therefore often eschew
highly specific statements in favor of more general ones. Thereisacertain sense in which
adding complexity to a contract in away that increases appropriate flexibility ultimately
requires provision for adiscretionary judgment. Thisis a problem for regulation-by-
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Moreover, the criteriafor triggering the contingent rule may well be latently
incomplete themselves. The RESCO case (Chapter 5) illustrates this particular point well.
The contract is made more complete by describing what will happen if achangein law
occurs that requires the modification of the facilities (early U.S. contracts would probably
not have even addressed this issue); but the triggering criteria themselves turn out to be

latently incomplete (do they include a landfill-related change in law?).

Third, as contractual complexity increases — e.g. if a series of detailed formulas
have been used — the problem of bounded rationality is such that the parties may not fully
grasp all the interrelations of terms and al their consequences. We will see an example of
thisin the RESCO case: it isunlikely that the parties had worked through all the
implications of the tipping fee formulas. If the parties do not fully understand al the
consequences, then in afundamental sense the incompl eteness of the contract has
increased — since the meaning of a contract depends on what was in the parties' minds,

not just what has been written down on a piece of paper.

4.2.2 Reducing Vaguenessin Conditions

A term is vague insofar as the boundaries of its application are not clear. “Within
five caendar days after the event” isfairly precise; “within a reasonable time after the
event” isvague. Good contract drafting tries to reduce vague terms as much as possible,
although there is often no realistic way to eliminate them completely from long-term

contracts of the sort we have been considering.

A common problem arises when the vague terms used are those that belong

particularly to the world of legal discourse. The contract for a wastewater treatment plant
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in Auburn, Alabama, provides that the service charge “shall be increased, on afar and
reasonable basis . . . to equitably reflect the design and construction of the expansion or
modification [of the facility] and the increased services. ..” Thisprovideslittle practica

guidance, and the legal-sounding jargon makes it an open invitation to litigation.

4.3 Objective Standard or Reference Procedure

Another way to make a contract more complete is to refer to an objective standard
— even if the particular value is not known when the contract is concluded. The prime
example in the contracts we have been considering is the use of indexation formulas that
automatically adjust prices over time. Another good example — to be found in both the
Lyon and RESCO cases — is areference cost of capital to be used to determine how the
investment cost of equipment modifications will be trandated into a tariff increase. Inthe
RESCO case, hot only was areference interest rate given, but a stipulated repayment

schedule was provided as well.

A more complicated way of completing state-contingent terms in a contract isto
specify a procedure that, when followed, will yield a unique value that will then be treated
asif it were part of the contract. For example, the parties can specify that, whenever a
modification of the facilitiesis requested by the municipality, the concessionaire will use a
certain procedure involving open competitive bidding to select a contractor and fix the

price for the required investment works.

Such provisions are sometimes found in long-term contracts, and they can be quite

advantageous, but they rarely eliminate incompleteness atogether since the reference
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procedure can rarely be described in away that obviates the need for discretionary

judgment.

4.4 Renegotiation (Both Parties Jointly Fill Gap)
4.4.1 Overview

In this section and in section 4.5, the parties themselves fill contractual gaps when

they appear: either both parties or just one.

The most unconstrained form of joint gap-filling would consist of a description of
the criteria that would trigger the process (e.g. arelevant change in law that requires
additional investments) and then an adjuration along the lines that the parties should
“negotiate in good faith to revise the terms of the contract.” The UNIDROIT Principles
(Art. 6.2.3(2)), for example, provide: “In case of hardship the disadvantaged party is
entitled to request renegotiations.” “Hardship,” asdefined in Art. 6.2.2, exists when “the
occurrence of events fundamentally aters the equilibrium of the contract either because
the cost of a party’ s performance has increased or because the value of the performance a
party receives has diminished, and . . .” (several restrictive conditions follow).” The
implication is that the goal of the renegotiations isto restore the “equilibrium” of the

contract.

Hardship clauses such as this are not uncommon in long-term contracts for the sale
of goods. Thisismore or less Williamson's * genera-clause” solution to the problem, and
as he points out, it would be satisfactory in the absence of either opportunism or asset

specificity, or both (Williamson 1985: 66). In many long-term contracts for the sale of
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goods that can be traded on the market, there are no transaction-specific assets to speak
of. In the case of hardship that triggers a renegotiation clause, contract repudiation pure
and smpleisusualy an aternative worth considering, and therefore the current market
price of the good plays alarge role in determining the reservation price of both partiesin

thelr renegotiations.

Thereis asaient difference, however, in the type of contract we are considering;
and this relates to the relationship-specific nature of the assets. Where massive, sunk,
project-specific assets are involved, the contract-repudiation alternative may not be
feasible for at least one of the parties over a broad range of prices — and such athreat
would therefore not be credible. This means that recourse to the adjudicator is the only
realistic solution in the case of a stalemate; and if the costs of litigation are high and there
is considerable uncertainty about the outcome, a huge wedge may be driven between the

reservation prices of the two parties in the bargaining.

The crux of the matter consists in the quasi-rents that the company is receiving:
the city can erode them by lowering the tariff, and it will still be to the company’s net
benefit to keep operating the facility because the opportunity cost of the assets to the
company iszero. Thisisavariant of the classic hold-up problem — the most glaring
reason why regulation-by-contract (or any regulatory regime, for that matter) can make

private companies nervous in the face of massive relationship-specific assets.

% Note al'so that negotiations in good faith are implied by the UNIDROIT Principles, since Art. 1.7 imposes,
as amandatory rule, ageneral duty of good faith and fair dealing throughout the life of the contract.
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4.4.2 An lllustrative Modd

The problem of renegotiation in along-term concession-type contract is so
important that it will be worthwhile exploring thisin more detail by the use of asmple

mode!.

First, we look at the case of along-term sales contract, assumed to be governed by
the UNIDROIT Principles, for the supply of a good in which there are no relationship-
specific assets. Suppose that prices (and underlying costs) change to the seller’s
disadvantage to such an extent that there is no doubt that the court would find that
“hardship” has indeed occurred, given al the circumstances.?? So the only question is how
to modify the contract “with a view to restoring its equilibrium.” The parties would prefer
to resolve the issue without going to court. There are two possibilities for how their
bargaining range will be determined: the contract-repudiation alternative or the litigation
alternative. These may be shown as follows, where values increase moving aong the line

totheright and Rs and Rs are the reservation prices of seller and buyer:

Contract-repudiation alter native

Litigation alternative

| |
Rs Re

This represents only one possible scenario, but it isalikely one. The contract-

repudiation alternative is based on the current price for the good (spot or, more likely,
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long-term contract price). If buyer and seller dropped the present contract and went their

own way, they would face the market price — plus some transaction costs.

The court also islikely to look to the market price in adapting the contract to
relieve the hardship. Legal fees (and other costs) and some uncertainty over the court’s
decision create the larger wedge between the reservation prices in the litigation alternative.
(We presume here that the two parties have the same information and beliefs and that they
arerisk averse.) Given these two aternatives, what will be the effective bargaining range?
Since each party would be better off repudiating the contract than going to court, the
contract-repudiation aternative is the only one worth considering, and this determines the

23,24

effective bargaining range (shown shaded).

The picture is quite different when we turn to the case of atypical public service
concession with massive sunk costs and assets that are of no use to the concessionaire
outside its relationship with the city. Suppose that, some time after the contract has been
signed, new environmental laws require the plant (say, a wastewater treatment plant or a
solid waste incinerator) to be upgraded. Suppose also that the contract is quite clear that

the municipality must bear the burden of these “change-in-law” costs. The only question

2Z«|f .. . the performances are capable of precise measurement in monetary terms, an alteration
amounting to 50% or more of the cost or the value of the performanceislikely to amount to a
‘fundamental’ alteration” (UNIDROIT Principles, Comment to Art. 6.2.2).

% The analysis would of course be more complicated if it was not certain that the court would find that
“hardship” existed. Then it might well turn out that the effective bargaining range would be determined
by the litigation alternative.

2 This statement presumes that each party is a fully autonomous actor. Principal-agent issues may
complicate matters considerably. E.g. aregulated utility might go to court in such circumstances so that
the regulator could not accuse it of having bargained imprudently (the underlying issue here being one of
unobservable effort). Thiswas one reason why U.S. electric utilities began to take their complaints
against long-term coal suppliersto court rather than attempt to resolve them at the bargaining table (see
Curtz 1995: 159).
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is how to decide on the value of these recoverable costs and how they are to be passed on
in the adjusted service fee. (Thisissueissmilar to that faced in the RESCO case study in

Chapter 5.)

The notation to be used is as follows. All values are in common terms with respect

totime: i.e al present values or al annualized values.

Sunk investment cost expended by company at start of contract (net of
economic depreciation)

C Avoidable recurrent cost of company (O& M, etc.), given original contract
Po Service fee paid to company by municipality under the original contract.
P, =1+ C (roughly speaking — and not necessarily defined this way in the

contract)

M Incremental cost of plant modification required by new environmental laws
(investments and O& M)

B Rebidding costs that would be incurred by municipality

Ls Legal fees (and other costs) that would be paid by company (“seller”) if it went
to court

Ls Lega fees (and other costs) that would be paid by municipaity (“buyer”) if it
went to court

Ds Difference between (i) 1+C+M and (ii) the certainty equivalent to the
company of what the company would receive as a service fee if the case were
decided by the court

Ds Difference between (i) certainty equivalent to the municipality of what the
municipality would pay as a service fee if the case were decided by the court

and (ii) 1+C+M
Rs Company’s reservation price in bargaining over the contract revision
Rs Municipality’s reservation price in bargaining over the contract revision

In many incomplete contracting models, the “hold-up problem” arises because

either certain investments made by the vulnerable party or the quality of the product (or
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some other critical aspect) is not contractible — i.e. not verifiable by the court.”® So let
us start by looking at the contract-repudiation scenario. To simplify the story, we assume
that the municipality haslegal title to all the assets and that the concessionaire has only a

contractual right of use for the duration of the concession.

Under these circumstances — and presuming that recourse to the courtsis not an
option — the concessionaire would be willing to make the modification to the plant and
continue operating it so long as the city pays it anything morethan C+ M asarevised
fee—thisisits avoided cost if it walked away from the deal, leaving the assets in the
municipality’s hands. The city’s reservation priceis C+ M + B .%* The hold-up problem
emerges clearly in the contract-repudiation scenario: the city has completely expropriated

the quasi-rents, | .

This scenario is unredistic, however: the courts do matter. Let us presume that
there are a number of ways that the court might approach the question of how to “adapt
the contract with aview to restoring its equilibrium” (UNIDROIT Principles Art. 6.2.3) and
that there is further uncertainty about the court’ s assessment of any values (especialy if
the approach it takes involves something other than the unquestioning reimbursement of
actual costs). Presume also that the two parties, both of them risk averse, have the same

information and (probabilistic) beliefs about how the court will rule?” and that the

% These models often produce their impact by setting up a situation in which one party does not receive
the full return on its investment because it is sunk and not contractible and therefore will not be not
considered in the ex post bargaining over the total surplus.

% This assumes, for simplicity, that the municipality believes that a new concessionaire would have the
same operating costs as the old one.

' |n fact, the parties are likely to have differing perceptions about how the court will rule — and this
might well drive them to take their case to court. See e.g. Miceli (1997: 157ff.).
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expected value of the court’s assessmentis | + C+ M . This situation could be

represented as follows:

Contract-repudiation alter native

C+M C+M+B

Litigation alternative

[+ C+M—-Ls—Ds 1+C+M |+C+M+Lg+Dg

Because hold-up of the concessionaire would occur in the contract-repudiation
aternative, the concessionaire would prefer to take its case to court. Thus the effective
bargaining range is determined by the litigation aternative. Thisisthe most striking
difference between this scenario and the case of the ssmple long-term supply contract
without relationship-specific sunk costs. The effective bargaining range here (shown

shaded) is broader because the contract-repudiation aternative is out of the question.

The bargaining range of the litigation alternative is likely to be broader for further
reasons also0.”® First, thereis not likely to be any clear market price to serve as areference
value for the court; hence there is more uncertainty over how it will decide, and this
increases Ds and Dg. Second, cases of this sort can be extremely complex and hence

costly to litigate: thisincreases Ls and Lg.

Finally, we turn briefly to consider the effect of “convenience termination” or
“buy-out” provisions. A potentially important consideration in determining the bargaining

power of partiesto along-term contract is the power of one or the other to terminate the
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contract at will and the conditions for such atermination. If the municipality can
terminate at any time by paying an agreed sum and then grant the concession to another
company, competition is introduced once again, and the current concessionaire will take
account of this possibility in deciding how far it can go in trying to benefit from a price

renegotiation.

More specifically, if the termination price that must be paid to the company by the
municipality is fully determinable by the terms of the contract — e.g. it might even be set
out as a schedule, year by year® — in principle, this should narrow the bargaining range
and help the parties reach a negotiated solution since it provides a clear reservation value
for that component and makes the market the relevant reference point for the costs of

operation and maintenance, renewals, etc.

There are anumber of potential problems, however, that prevent the buy-out
approach from being the complete solution to our problem. First, it adds asymmetric risk
for the concessionaire, and this will increase the service price: the municipality is much
more likely to exercise the option to terminate when the concessionaire is making a
surplus than when it is doing less well than it expected. Second, if in order to increase
predictability, the termination price is calculated without regard to the condition of the
assets, some target level of good maintenance must still be included as a condition, and

this could easily lead to prolonged and contentious disputes and possibly monetary

% Again, for simplicity, | continue to assume that the two parties share the same information and beliefs.
Whatever asymmetry of information exists is between the parties, on the one hand, and the court, on the
other.
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damages® — and so this works against the narrowing of the bargaining range.
Nevertheless, there is much to be said for including good convenience termination
provisions in these contracts as a way to narrow the bargaining range in future

renegotiations.

4.4.3 TheBargaining Range

When a contract isincomplete in the presence of asset-specificity and opportunism
and the parties sit down to fill in amissing term, what matters, then, is the ex post
bargaining power of the parties. This depends on the particular circumstances of the case.
If the company complains that the city is not respecting the inflation-indexing of the tariff,
the city has the advantage of the status quo. But if the city needs to have the company
implement a modification of equipment to meet new national service standards, for which

the city is responsible, the tables may be turned if the city is up against atight deadline.

This broad negotiating range and the fact that the ultimate outcome is determined
by aplay of bargaining forces that may very well be unrelated to any ideas of economic
efficiency or basic fairness constitute a severe critique of regulation-by-contract asit has
traditionally been practiced. The way such contracts are typically drafted often seemsto

completely ignore this crucia problem.

% Or there could be an algorithm that applies a particular economic depreciation rate to each capital
expenditure made by the concessionaire throughout the term of the concession, until termination, and then
sums the undepreciated values.

% E.g. poor preventive maintenance by the concessionaire would shift future replacement investments
closer to the present, and in principle the increase in the present value of these costs should be deducted
from the termination price that the municipality pays to the concessionaire. But there would be a great
deal of uncertainty in determining this value.
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The picture may be somewhat different if negotiations are not completely
unconstrained but instead some decision criteria are given in the contract — criteria that
could be used by the adjudicator if the issue were to end up at that level for resolution.
Loose criteria, such asthe typical French-style ones, could be that the parties should strive
to reestablish the contractua “balance” or “equilibrium” originally contemplated by the
parties. This does not give much help for the adjudicator, though.** We will seethat in
the Lyon contract (Chapter 4), there were many points at which price terms could be
renegotiated, but little in the way of guidelines were provided: reopeners are broad and

vague.

Aswe will see when we examine the French system (Chapter 3), decision criteria
can effectively be written into the contract by background rules supplied by the lega
system. This can reduce the transaction costs for the parties (or their lawyers) that would

have to be expended in developing a comprehensive sets of rules themselves.

4.4.4 Constraining the Renegotiations

Guidelines for negotiations can be provided, and the criteria can be made more and
more specific — and this is no doubt something to be recommended — but as long as
meaningful negotiation is contemplated, contractual incompleteness will remain and this
will trandate itself into the need for discretion if the issue comes before the adjudicator.

(It would be pointless, in other words, to speak of a need for renegotiation if the revison

3 And, when a modification to the project is required, a deeper issue is whether the attributes of “financial
balance” (e.g. rate of return) in the original contract are the appropriate ones to use for the modification.
(Thisissue will be discussed at some length in Chapter 3: Should one apply a general standard or a
contract-specific standard?)
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of contract terms operated deterministically — asin the application of a price indexation

formula.)

As an example, consider some terms from a recent water/wastewater concession
contract involving an international operator.®® The contract contains atypical clause
stating, in effect, that if unforeseeable, uncontrollable circumstances arise that have a
materia adverse impact on one of the parties (the actua definition is somewhat more
extended), then “the parties shall as soon as practicable enter into negotiations in good
faith and in a spirit of mutual understanding and co-operation to deal with those
circumstances’ — a Williamsonian “general clause.” The contract then goes on to give
severa principles to be taken into account in these negotiations “to the extent necessary to
deal with the circumstances.” Three of them are as follows, somewhat smplified in

formulation:

1. The price should be adjusted in the same way asit would be if the service were

supplied by “other operators. . . in afree market and competitive situation.”

2. Any adjustment in the price must not adversely affect the company’s ability to repay

its loans or to meet the minimum debt service cover ratio set for it.

3. Subject to efficient operation and management, the company is entitled to receive a
reasonable rate of return on itsinvestment, “having regard to current market

conditions and the additional risks, if any, being undertaken.”

Although these principles would give more guidance to an adjudicator than if

nothing were said at all, their interpretation and interaction would not be straightforward.
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Interpreting what is meant by “market prices,” for instance, has proved to be enormously
difficult even in relatively smpler long-term contracts for the supply of goods. For
example, litigation over renegotiation clauses in long-term coal-supply contractsin the
U.S. hasraised difficult questions about whether and how to adjust for non-pricetermsin
contracts in the current “market” (using the spot price would not be an appropriate
comparison), problems of possibly biased results from market surveys, and so on. And the
interaction of the specific price reopener terms with broader hardship provisions
sometimes found in these contracts has created additional headaches. (For several cases

and discussion, see Curtz 1995.)

Since so much depends on bargaining forces, the extra-contractual environment is
just as important — if not more so — than the contract itself. Comparative competition,
reputational influences, pressure from influential third-parties, the taking of “hostages,”
attempts to increase power through better information — all these are of prime
importance, as we will seein the two case studies. Thisisone of the key conclusions,

also, of the legal literature on relational contracts.

4.5 One Party Fills Gap

For certain contingencies, it can be specified in the contract that one of the parties
has absolute or substantial discretion to determine the parties’ obligations and rights.
Such an arrangement immediately raises the question of opportunism: Why should one
party trust the other? There are a number of possible answers. Thefirst isincentive

compatibility: the incentivesin the contract can sometimes be structured so that the party

% These terms were given to me in confidence, and the identity of the contract cannot be disclosed.
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with the right to decide will take decisions that will benefit both parties. One can view
“ownership” rights along these lines: giving residua rights of control over an asset to one
party in acontract eliminates incompleteness with respect to a potentially large set of
decisions not otherwise dealt with in the contract (see Hart and Holmstrom 1987). For
example, making a private service provider the residual cash flow clamant givesit the
incentive for optimal maintenance of the plant if it is aso given full control over operation,
maintenance, and replacement of the assets. A whole class of decisions (how often to
carry out different kinds of maintenance in different sorts of conditions, etc.) can be placed
in the operator’ s hands and a significant source of contractual incompleteness can be

eliminated.

Another answer to the problem of opportunism is trust supported by factors
outside the contract itself. AsKreps (1990: 113) putsit in the context of answering the
guestion what makes up a corporate culture: “trust can encompass transactions that are
hierarchical, where one party grantsto the other the right the specify ex post just what the
contract in fact calls for (always within limitations).” We are now in the realm of

relational contracts.

Letting one party have substantial decision-making power over one aspect of the
arrangement may not fully complete the contract, however, if the parties explicitly or
tacitly agree that the party with discretion will refrain from using it in an egregiously
unreasonable manner. In the most extreme form of cost-of-service contract, for example,
in which the company substantiates its costs with proper invoices and the municipality is

obligated to accept this as the new price, the company’ s discretion over expenditures may
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appear to be absolute. We move away from this extreme — and the incompleteness
reappears — to the extent that the municipality has the right to challenge the presented
costs, e.g. by claiming that they were not reasonable and not prudently incurred. And
even if the parties did not have any such common ideain mind, the adjudicator will
generaly read in (as a default or even a mandatory rule) an implicit duty of good faith or
reasonableness. The UNDROIT Principles (Art. 5.7(2)), for example, state: “Where the
priceis to be determined by one party and that determination is manifestly unreasonable, a

reasonable price shall be substituted notwithstanding any contract term to the contrary.”

The general solution of unilateral gap filling will often involve a more complex
interaction between the parties. Cost-based remuneration — e.g. cost-plus pricing — isa
good example. There are severa steps, with a different party taking the lead in each.

First, the public authority unilaterally specifies the change in service required or the
modification of equipment called for. Then the company presents its costs, substantiated
by appropriate supporting documents. The great advantage of this approach isthat it
creates a seamlessly complete contract with respect to the pricing terms. whatever
happens, the concessionaire is compensated for the costsit incursin providing the
specified service. Thistakes care at the same time of the problems of price adjustment and

service modification, the two critical problemsin the kind of contracts we are considering.

The severe drawback is that such an arrangement provides no incentives for
economic efficiency in production. So the condition is generally added (explicitly or
implicitly) that the presented costs must be reasonable or must have been prudently

incurred — or something along these lines. And these inevitably vague terms once again
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add a measure of incompleteness. The condition that RESCO “agrees that it will useits
best efforts to minimize the total cost” of the required technical modification isin the same
vein and led to years of wrangling and ultimately the need for resolution by arbitration, as

we shall see in Chapter 5.

4.6 Third Party Fills Gap

The final means of dealing with contractual incompleteness isto designate a third
party who will fill a specified class of contractual gaps when the need arises. From the
legal point of view, there is generally a difference between (a) someone who acts on behalf
of the parties and in effect ssimply is permitted to write a new term into the contract and
(b) an officialy recognized adjudicator (judge or arbitrator) who has the state-sanctioned
authority to resolve a dispute between the parties, which may involve filling a contractual
gap — inlegal terms, “adapting” the contract. This difference — important though it may

bein actual legal practice — will be ignored in most of this dissertation.

The importance of third-party intervention cannot be underestimated. Aswe have
seen above, every other method, no matter how well it works, tends to leave aresidue of
incompleteness that ultimately ends up before the contract adjudicator. The important
guestion then becomes. How should the adjudicator fill the gap? This must involve some
discretion of course, since, if it were simply a question of applying a deterministic rule that

isin the contract, there would be no incompleteness to begin with.*

It seems, then — and thisis the main conclusion of this chapter — that the

weaknesses of regulation-by-contract that derive from contractual incompleteness cannot
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be fully resolved unless one chooses the right kind of third-party intervenor: all the other

solutions are partial. We will return to this point in Chapter 6.

% Note that the adjudicator may have other roles to perform also — e.g. ascertaining factual matters.
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CHAPTER 3

A SELECTIVE INTRODUCTION TO THE DELEGATION OF
L OCAL PUBLIC SERVICESTO THE PRIVATE SECTOR
IN FRANCE

1. INTRODUCTION

The French system of “delegation” of local public services is worth studying
because of the important role that regul ation-by-contract has played for over a century. In
addition, in the next chapter, a case study of one such contract is presented: a
“concession” contract for amunicipal waste incineration plant in Lyon. The present

chapter provides an essential background for understanding the case study.

Local government unitsin France are free to enter into long-term “concession”
contracts (or similar kinds of contracts) for awide range of public services — essentially
all those of acommercia or industrial nature and, in addition, some considered to be of an
administrative or institutional nature. Alternatively, they may carry out these services on
their own, without recourse to the private sector. To set the context, the following table
illustrates the importance of the private provision of urban services in France, though it
should be noted that data on the volume of local services provided by private companiesis

not very reliable (Raymundie 1995: 28).
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Mode of Provision of Urban Servicesin France (1993)
(Covering communes with pop. greater than 2,000)

Service Measure Public Private
operators  operators
Water supply: treatment and distribution Pop.served 15% 85%
Wastewater collection and treatment Pop.served 55% 45%
Solid waste collection Num. of operators 45% 55%
Solid waste disposd Num. of operators 10% 90%
District heating Installed power 10% 90%
Urban public transport Num. of networks 28% 72%

Note: For district heating and public transport, “public” includes public-private joint ventures
Source: Ministére de I’ Equipement, des Transports et du Tourisme, Chiffres-Clés, March 1995

This chapter begins with a survey of those features of the French system of
regulating municipa services that are most relevant to this dissertation, then turnsto a
deeper analysis of certain key issues, and finally concludes with a series of explanatory
speculations. The French system has developed over many years and is quite complex. It
has been necessary to greatly simplify the presentation of certain issues, especialy legal
issues. the presentation below by no means presents a comprehensive picture of French

law relating to local public services. That is not its purpose.

2. FORMAL INSTITUTIONAL AND LEGAL FRAMEWORK
2.1 Origins

The modern public service concession hasits originsin the public works
concession, which existed under one name or another in France as early as the 16th
century.” The State would allow a private party to construct public infrastructure —

canal, bridge, agueduct, etc. — and in return would give it the right to charge users. The



property was often given as afief, but to al intents and purposesit was like the transfer of

full property rights. “Concession” came close to meaning “cession.”?

Making use of the
infrastructure after construction was seen as aright more than aduty. The definition of

the public works concession given in 1834 by Delalleau is worth quoting:®

.. . acontract by which one or severa persons obligate themselves vis-a-vis the
administration to carry out at their own expense and risk [a leurs frais, risques et périls|
certain public works, in exchange for the enjoyment of atoll or other benefits specified in
the concession act. [quoted in Blondeau (1933: 23f.)]

With various modifications, this definition was used again and again over the years

and is close to standard definitions of the concession quoted even today.

Around the middle of the 19th century, the railroad had become the archetypal
concession, and the emphasis began to shift to operation as well as construction. (What
“operation” was really required for, e.g., abridge?) With the completion of the major
raillway investments by the 1880s, the operation of a public service become the main
objective of the concession, and the strong property right of the concessionaire evolved
into a mere temporary right of possession. With the service itself taking on major
importance, public authorities were no longer content to throw all risk onto
concessionaires’ shoulders. During this period we see various mechanisms develop for the
sharing of risk — e.g. loan guarantees by public authorities and various public subsidies.
Curioudly, the idea that the concessionaire bears the entire risk, deriving from the
definition of the old public works concession, where it made good sense, has survived as a

ritual incantation in modern definitions of the public service concession. For example:

! The following brief historical sketch is based mainly on Blondeau (1933: 4-88).

2 Compare “franchise” and “free” in U.S. law (see Chap. 1).
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“. .. to manage and operate a public service at its expense and risk [a ses frais et risques]
... (Auby and Ducos-Ader 1969: 230); “. . . operates apublic service at itsown risk [a

sesrisques et périlg] . . .” (Dufau 1990: 4). We will return to this point later on.

Public works and then public service concessions took on importance in the 19th
and early 20th centuries aso for awide variety of municipal services. electricity, gas,
public lighting, water supply, tramways, etc. They were effectively promoted by the
principles of economic liberalism that characterized central government policy, which
discouraged municipalities from carrying out activities of acommercia sort that private

enterprises were capable of doing (see Auby 1982: 10ff.).

2.2 Public Service Concession
2.2.1 Administrative Law, Jurisprudence, and Doctrine

Contracts between public authorities and private-sector entities for the provision of
public services fall under the rubric of administrative contracts, a distinct part of French
administrative law. The French lega system is unusual, even among civil law countries, in

the degree to which administrative contracts have a special status of their own.

Given the general reliance of Continental legal systems on written codes, it is
worthy of note that almost the entire legal edifice relating to the private provision of local
public services in France until very recently has been based on case law — the

jurisprudence of the Conseil d’ Etat.** French jurisprudence has developed and elaborated

3 All translations from French in this chapter are my own, unless otherwise indicated.

* In this dissertation, | will use the term “jurisprudence” according to French (and, in general, civil law)
usage, meaning case law, rather than according to normal Anglo-American usage, meaning a
philosophical approach to the study of law.

86



three core principles of public service law: continuity of service, equality of users
(nondiscrimination), and continuing adaptation to circumstances (the latter following from

the principle of continuity).

The Conseil d’ Etat functions, among other things,® as the supreme court of
administrative law. The normal judiciary in France has been forbidden since 1790 to have
jurisdiction over the government administration at any level — the French notion of the
separation of executive and judicial powers. To control against the abuse of executive
power, however, an organ of the executive itself — the Conseil d’ Etat — functions asif it
were a court of law (Nicholas 1992: 24f.; Brown and Garner 1983: 27ff.). Itisalarge
body, not at all like the U.S. Supreme Court. In 1992 the Conseil d’ Etat had 301

members, 197 of them active (Costa 1993: 71).

In addition to the Consell d' Etat at the pinnacle, there are 26 administrative
tribunals (excluding overseas jurisdictions), which serve as the first-level courtsin the

system, and since 1987, five administrative courts of appeal.

There are two other influences on administrative law, besides jurisprudence and
the occasiona pieces of relevant legislation — the latter having become more frequent in
recent years. Thefirstis“doctrine,” the writings of legal scholars and specidists; the
second consists of the various circulars issued by national government departments (in
French parlance, by the “Administration”). Since the decisions of the Consell d’ Etat —

like those of the other French courts — are extremely terse, give little or no reasoning

® The picture has changed dramatically in the last few years with the passage of seven laws from 1992
through 1995 touching on this area (see Fatbme 1996: 577).

87



behind the decisions, and do not refer to past cases, doctrine plays an important role in
helping practitioners make sense out of the judgments, even though it must be said that the
Conseil d' Etat is more pragmatic and less theoretical than the authors of doctrine

(Robineau and Truchet 1994: 108).

2.2.2 Characteristics of the Public Service Concession

In the archetypal public service contract, the concession, a public authority enters
into along-term contract with another legal person, often a private-sector company, to
carry out apublic service. The concessionaireis responsible for the initia investment as
well as for operation, maintenance, and asset renewal over the term of the contract. The
concessionaire receives a remuneration that is established in the contract and that is not
based on its actual (ex post) costs. The concessionaire is therefore the residual cash-flow
clamant. In principle (in agtatic analysis), such an arrangement gives it the full incentive
to reach the optimal level of technical efficiency since it can keep any savings it makes by
such efficiency increases (see e.g. Laffont and Tirole 1993). Asdiscussed in more detail
below, a necessary legal condition for a concession to exist is that the principa part of the
concessionaire' s remuneration come from the fees that the concessionaire collects from

users of the public service.

A variant of the concession is the affermage, in which the private company is not
responsible for the initial investments in the physical system; either the assets already exist
or the municipality undertakes these works. The private operator (fermier) isresponsible

for operation, maintenance, and renewal of certain categories of assets. In addition to its

® Only one of the five sections of the Conseil d Etat has ajudicial function (the section du contentieux):;
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own remuneration, the operator collects a surcharge from users that it remits to the public
authority and that servesto pay for the investments that the public authority has
undertaken. The affermage became more popular for many local authorities after World
War |1 and until the 1980s as the need for mgjor new investments was reduced and as the

State system of subsidized credit for municipalities took on importance.

A commonly used English trandation of affermage is*“lease contract.” This usage
may be misleading and will not be followed here. In French law, the affermage does not
consist of the actual leasing (bail, location, etc.) of the infrastructure coupled with a
contract setting forth how the infrastructure is to be used in the public interest, though this
isindeed one way that a synthetic equivalent might be constructed in other legal systems,’
and in fact such a combination is also used in France in some circumstances. The fermier
has an intangible personal property right, similar to a patent or copyright (cf. CNC 1994:
17) and not the real property right of aleasehold. The closest equivalent in the U.S. legal

system would be a franchise — more precisaly, an “operating franchise.”

The basic legal principles governing the affermage are the same as those of the
public service concession, and in recent years “hybrid” contracts have become more
popular, in which the private company, though it does not carry out the initial investment,
is made responsible for certain later investments. These days, both jurisprudence and
doctrine are little concerned with distinguishing between concessions and affer mages.
One mgor concessionaire company writes. “[C]ontracts amost aways have a mixed

nature in practice, part affermage and part concession” (Lyonnaise des Eaux 1994 845).

the others play an administrative and advisory role.
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In fact the Consell d’ Etat on occasion has referred to what is strictly speaking afermier as
a“concessionaire.” | will follow this example. The terms “concession” and
“concessionaire” as used in this and the next chapter will include the affermage and

fermier unless there is a special reason for making a distinction.

In addition, to simplify the presentation, “public service concession” will usually be
shortened to just “concession,” and “municipality” will usually be used loosely to refer to

any local public authority.

2.2.3 Related Typesof Contract

Although in the water supply and wastewater subsectors, the concession and
affermage remain the most popular forms of private-sector involvement in public service
provision, a number of other contractual forms exist, the most important being the régie
intéressée, gérance, and the METP. The METP is exactly like a concession except that
the concessionaire is remunerated directly by the municipality instead of by user fees; it
will be considered in more detail in section 2.4.2. The régie intéressée and gérance both
differ from the concession in that the operator is not the residual cash-flow claimant: both
are forms of what we in the U.S. might call management or full service contractsin which
the costs of the service itself are paid by the public authority and the operator receives a
separate fee. In the régie intéressée, the operator’ s net compensation is based on a
percentage of sales revenue with various incentive payments and possibly some profit

sharing. Inthe gérance, the operator is paid a fixed periodic payment or perhaps a two-

" It isindeed the method used at present in the Czech Republic, for example.
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part payment (one fixed and the other variable based on quantity); it may also include a

productivity bonus of some kind.

2.3 Contract Classification
2.3.1 Genera

In studying the French approach, the Anglo-American lawyer is struck by what
may seem to be a French obsession with trying to classify the various public service
contracts into neat categories. Thisis an aspect of French legal theory that appliesto al
kinds of contract and hasits roots in Roman law. The French judge and the Anglo-
American judge will approach a contract very differently. For the French judge, the first
task isto look for the telltale traits that will enable her to classify (qualifier) the contract
into one of the conventional categories, the type of contract then brings with it a baggage
of legally implied rules (both mandatory and non-mandatory).? The Anglo-American
judge, after making sure that there isindeed a valid contract, will tend to proceed right
away in amore anaytical way — sorting out what each party’ s rights and obligations are

and how they interact, examining the various contractual conditions, and so on.’

Though it is indisputable that this preoccupation with contract classification can
easly degenerate in doctrinal writings into an exasperating form of scholasticism, the
approach has interesting consegquences from the perspective of the theory of incomplete

contracts. It permits contractual gaps to be filled by background rules that are specific to

8 In U.S. law, some kinds of contracts have been given a special statusin asimilar way — e.g. marriage,
employment, or insurance contracts. But thisis the exception.

° But, in the area of municipal public service contracts, changes are taking place in France, and more and
more “only the precise analysis of the detailed provisions [of the contract] permits an appreciation of the
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the particular type of contract. It will therefore be worth looking at this approach more

closdly.

2.3.2 Delegation of Public Services

In French law, the most important categorization of contracts relating to local
public services involves deciding whether the contract is a true public service delegation
or merely the procurement of a service. Thisisacritical question because the selection of
the private company in atrue-del egation contract does not have to comply with the public
procurement code. In fact, before 1993, a municipality had no obligation to use any kind
of competitive bidding or comparative shopping in its choice of a private partner in atrue-
delegation contract (see section 2.4.1). Since 1993, the distinction between the

requirements for delegation and procurement is less important, but it still exists.

2.4 Selection of Concessionaire
2.4.1 Traditional Rule

The traditional rule was that no competition or objective evaluation at al is
required when a municipality entersinto a public service concession agreement —
encapsulated by the principles of “intuitus personae” (literaly, looking at the person —
i.e. itisthe qualities of the service provider that matter) and freedom of choice
(Raymundie 1995: 230ff.) The present-day rationale for these principlesis not entirely

clear, or more accurately, many different reasons are cited by commentators.

The reasons — at least some of them — are connected with an important criterion

used for classifying a contract as a concession: namely, whether most of the remuneration

nature of the relations between the delegating community and the delegatee” (Limouzin-Lamothe 1996:
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of the private company comes from user fees. According to the jurisprudence of the
Consell d'Etat, thisis a necessary requirement for there to be a concession (or
affermage).’® Moreover, the fact that the private company earnsits revenue from the
collection of user fees creates a strong presumption that the usual public procurement
rules do not apply and that the municipality isfree to grant the contract to the company it
wishes — subject, after 1993 to the requirements of the Loi Sapin and related regulation

(see section 2.4.4).

Why should this feature matter so much, and why should normal procurement

rules not apply? Some possible reasons are as follows:

1. Onereason cited isthat it is not money from the public purse that is at stake, but
payments from users (Raymundie 1995: 231). This reason might have merit if
consumers could easily substitute other goods and services, i.e. if the price elasticity
of demand were relatively high — high enough so that the opportunity for
monopoly pricing were low. Then the market would regulate prices and quality.

But thisis not generally the case today.

There may be some historical truth, however, to this explanation; for most of the
services started out in amore competitive environment.** So at the start, the fact

that the concessionaire had to charge users for the service would have subjected the

576).

10 See. most recently, the case of Préfets des Bouches-du-Rhdne, CE 15 April 1996. See also Delvolvé
(1996: 681ff.).

" The early years of the Paris Water Company, founded in 1778, were difficult ones because “competition
from the water carriers remained very strong”; “. . . in Paris of that time there were many sources of water
for domestic use” (Goubert 1989: 173).
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concessionaire to price control by the competitive market and would therefore have

reduced the need for public procurement rules to prevent overcharging.

Apart from that possibility, it is difficult from a public policy perspective to see why
amayor should be more careful when he is using funds from the general budget

than when he is committing consumers to pay user fees.

. Another reason cited is that the very idea of a public service means that careful
attention should be devoted to the choice of a concessionaire having the right
qualifications to carry out this special mission (see e.g. Loosdregt 1990: 776ff.).
One can think of many counterexamples, however; in fact, any servicein ahighly
contestable market is a good example because, if the present concessionaire
defaults, the municipality will suffer no great lossin having to find a new
concessionaire to carry on the service, presuming that the contract has been drafted

wdll.

But perhaps this explanation begins to move in theright direction. Let ustake it
further. Although the French literature does not look at the question in this way,
one could assimilate this argument with the idea of incomplete contracting as
follows: itisnot just the terms of the present contract that count, but good
judgment as to how the concessionaire will respond when various contingencies
arise and the contract “opensup.” Subjective judgment in the choice of a

concessionaire isimportant here.

Even admitting the existence of this problem, however, it may be that there are

other means that could be used to achieve the desired goals — for example, a two-
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4.

5.

stage bidding process involving the selection of a short-list of reliable companies by

pre-qualification.

One of the reasons given isthat greater care should be taken as to the choice of a
particular concessionaire when it is compensated from fees that it collects from
users because in these conditions it bears more risk, especialy demand risk, and has
direct contact with consumers. It is hard to see good economic reasoning behind

this.*?

A purely historical explanation is that, at the origin (i.e. in a public works
concession), concessionaires were free to exploit the works and charge whatever
the market would bear. In that case, bidding for the concession right would not
make much sense, at least not in the absence of an initial concession fee to be paid

by the winning bidder.

A related historical explanation starts with the fact that originally only “industria
and commercial,” as opposed to administrative, services could be delegated to
concessionaires by public authorities. A common characteristic of such servicesis
the fact that users pay for them; in economic terms, such services are private goods.
Hence the requirement that a concession must involve user fees: thisindicates that

the service in question is indeed a commercial-type service (see Faisandier 1992).

12 First, the issue of the concessionaire’s ability to bear various kinds of risk could well be dealt with in
the pre-qualification procedures and in the evaluation of proposals. Second, the mode of remuneration
has no necessary bearing on risk: there are concessions in which the municipality reduces the
concessionaire s risk by giving subsidies; and there are METPs in which the municipality pays afixed
price for each unit of service (e.g. for each ton of waste incinerated), like the “ shadow tolls” in some U.K.
roads projects, thus mimicking the receipts that the company would earn if it could bill users directly.
(The same general point is emphatically made by Faisandier (1992), one of the only writers on the subject
| have read who discusses in any concrete detail what the actual risks are that the concessionaire bears.)
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Some authors are blunt enough to suggest that history is the only reason that
remuneration from user feesis a necessary condition for a concession (see those cited in
Raymundie 1995: 86). It isaso interesting that concessionaire companies prefer to be
paid directly from user fees.® It isintriguing to note that the large concessionaire
companies have been among those arguing against expanding the definition of delegated
public services to include contracts in which municipality pays the company directly
(METP contracts — see next section).** One must also note, however, that politicians
also often like it when the concessionaire bills and collects from users; that way, they can

distance themselves from potentially unpopular price increases.

2.4.2 The Case of the METP and the Danger s of L egalism

The importance of the mode of remuneration is highlighted in the recent and
ongoing debate in France over the public service contract known as the METP — literdly,
“public-works-enterprise procurement” (marché d’ entreprise de travaux publics). In
functiona termsthe METP is exactly like a concession except that the company is paid
directly by the municipality rather than by collecting user fees. The Conseil d’ Etat coined
the term in 1963," but it is only in the 1990s that the METP has become somewhat of a

vogue. Municipalities have found many situations in which they would benefit from

13 First, payment may be more secure if it does not depend on appropriations from the municipal budget.
Second, payment from users favors a fixed unit tariff, rather than the combination of a capacity charge
and a variable charge that becomes more feasible if it is one entity — the municipality — that makes the
payment. Thistransfers commercial risk to the concessionaire, which, if managed properly by the
concessionaire, is attractive because of its upside income potential. Third, billing and collection of users
gives municipal service companies valuable access to a customer base which they can use for other
municipal services (e.g. cabletelevision).

14« water supply concessionaires, which do not want the traditional concession polluted with uncertain

concepts, argue that the METP should not be assimilated with the delegation of a public service. . .”
(Bernard and Wahl 1994: 22).
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private financing and from dealings with a single private company in an integrated build-
operate-maintain arrangement, but for which the collection of user fees by the company is
considered not to be feasible or appropriate — e.g. prisons, public hospitals, school
building rehabilitation, sports centers, street repair, wastewater treatment (see Raymundie

1995: 116).

There are three reasons for looking at the METP in the present context. The first
isto illustrate how French jurisprudence regarding local public service delegation is caught
in amorass of legalism and finds itself being overtaken by events. The second reasonis
that the Lyon case study in the next chapter involves an METP masguerading as a
concession. Finaly, the debate illustrates the weak influence of economic ideas on French
jurisprudence and doctrine, due in part to the much tighter boundaries that exist in France

between different academic disciplines.

French law needs to classify the METP properly to see whether the normal public
procurement rules should apply. The Administration (Ministry of Interior) has made it
clear that the METP isaform of public procurement and as such is subject to the public
procurement code. The position of the Conseil d’ Etat has been more ambiguous, a fact
that has generated pages of commentary. It is generally accepted, however, that
jurisprudence supports the Administration’s view. The deciding factor is that the company
ispaid a*“price” (prix) by the public authority; and this triggers the application of the

public procurement code.*®*’

3 Ville de Colombes, CE 11 December 1963, Rec. p. 612.
16 See e.g. SA SOBEA, CE 14 October 1988, Req. no. 68.583-68.789.
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Doctrine also generally appears to share the opinion that the METP should be
considered aform of public procurement rather than public service delegation (Aguila
1995h: 44). Some writers, such as Raymundie (1995: 120-27), are disturbed by the
complex and hybrid nature of the contract: the METP isreally a public works
construction contract joined to a service contract, and since it would be possible to
conclude two separate contracts, there is “an absence of homogeneity.” Such concerns
may seem strange to the Anglo-American lawyer not familiar with the French legal custom

that always strivesto classify contracts into distinct categories.

Other scholars and practitioners, however, have difficulty hiding their astonishment
that the Consell d’ Etat can make so much of a smple difference in the way the company is
compensated.”® What is the real difference between the concession and the METP?
“[N]othing or ailmost nothing,” replies Professor Llorens (1992: 53) provocatively. Going
even further, prominent lawyer Marie-Thérese Sur (1992: 62) writes: “[t]he collection of

fees directly from usersis an outmoded criterion [for the concession].”**

7 |n the régie intéressée and the gérance, which are not subject to the public procurement code, the
company is paid by the municipality. The payment, however, is not technically a“price” sinceit is not
intended to cover the cost of the service, which is borne directly by the municipality. (See Auby and
Maugiié 1994: 116; Aguila 1995b: 41.)

18 See, e.g., Terneyre (1996: 595f.), who points out also how this distinction fliesin the face of the
direction taken by EU law.

¥ The Administration is in the process of preparing alaw that would clarify the status of the METP,
among other things. It is expected to take inspiration from the recommendations made by Bernard and
Wahl (1994) in areport published by the Ministry of the Economy. They recommend treating that class
of METPs that involve construction and then the full operation of a service (e.g. wastewater treatment
plants, collection or disposal of solid waste) as a true public service delegation and hence not subject to the
normal public procurement code. In contrast, those METPs that involve only construction and
maintenance would be treated as a form of public procurement (pp. 22f.)

In afamous opinion (not part of ajudgment) of the Conseil d’Etat in 1991, the same distinction was
suggested — without stating however what conseguences might follow — which hasled to the current
habit of referring to “true METPS’ and “false METPs.” The Conseil d Etat was referring to a series of
ostensible METP contracts between the Region of Ile de France (in which Paris is located) and a number
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The traditional contract categories are no longer being respected by partiesin the
field. Complex contractual constructions have begun to be crafted to meet specific needs,
often involving more innovative financing mechanisms (see Limouzin-L amothe 1996).%
The response of jurisprudence has been mainly to retrench itself into a narrow legalistic
view. “[T]he METP symbolizes the unfitness of the law of local public servicesto
respond to the different concrete situations encountered by local municipalities’ (Peyrica
1993: 46). This has a bearing on what elements of French law and practice one might

consider transferring to other countries. We will return to this point later.

2.4.3 French Private-Sector Municipal Service Companies

To put the question of the choice of a concessionaire in context, we will now take
abrief detour and look at the companies that actually serve the market for municipal
servicesin France. The market is structured as a highly concentrated oligopoly —
practically a duopoly. The two lead players are the Compagnie Générale des Eaux (CGE),
said to have about half of the private water market, and Lyonnaise des Eaux (LdE), with
about athird. The third in rank isthe Société d’ Aménagement Urbain et Rural (SAUR), a

subsidiary of the huge construction company Bouygues. All three are among the very

of companies, involving the obligation to finance and undertake the rehabilitation of high school buildings
and their subsequent maintenance during a ten-year period, in exchange for periodic payments over these
ten years. The Conseil d' Etat stated tersely — and rather cryptically — that these were not METP
contracts after al. Doctrine has tended to interpret this opinion as meaning that building maintenance is
only ancillary to the true public service, which is the teaching of students. In other words, there is no true
delegation of a public service. (See Raymundie 1995: 119f.; Aguila 1995a.)

% During the 1960s and 1970s, municipalities relied heavily for credit on the state development bank
Caisse des Dépbts et Consignations (CDC) and itslocal branches, which provided loans at below-market
rates. This made borrowing from private banks unnecessary. As CDC funds began to become more
limited for municipal service projects for a number of reasons, including their preferred employment in
social housing projects, municipalities have started shopping for credit, even making use of formal
invitations to bid. This has led to an increasing sophistication of financial instruments. (See Masse
1990.)
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largest private French companies, CGE is the third largest in terms of salesrevenue. In
1993, CGE'stotal consolidated sales revenue was 148 billion francs and LdE’ s was 94

billion francs.

CGE was founded in 1853, inspired by the examples of private enterprises of the
kind already in operation in Britain and the U.S. (Goubert 1986: 176); its first project was
the water supply system in the city of Lyon, which went into operation as a concessionin
1856.”* CGE went on to expand its operations in other areas, developing its network in
the Paris region during 1860-1914. LdE was established in 1880 and began to develop its
own activities throughout France and, to some extent, abroad (e.g. Barcelona). In the
early years of this century, the two large companies shared the market with many local and
regional companies (Goubert 1986: 181); these were to disappear or be absorbed into the
two giants as the years went by. Asfor SAUR, established in the 1930s, it had to
concentrate mainly on the more rural areas since the urbanized parts of the country had

aready been developed (Lorrain 1986: 101).

It isinteresting to note that the success of the private companies’ involvement in
municipal servicesisduein part to central government policies that attempted to hold the
power of local authoritiesin check: “The liberal context of weak local public intervention
is particularly clear in France. Municipalism was largely kept under control by the Consall
d Etat, protector of private initiative; public management infringed upon competition,

distorted the laws of the market and, by principle, it fell to the private enterprises to

2 Despite the similarity of names, there is no connection between “Lyonnaise” in Lyonnaise des Eaux and
the city of Lyon: The origin of LdE’s name results from its having been founded by the bank Crédit
Lyonnais.
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intervene” (Raymundie 1995: 19; see also Schmidt 1990: 191f.). Moreover, local
authorities were constrained to rely on the experts of the field services of the State and
their corps of engineers (Barragué 1990: 11). It istrue that municipal sociaism enjoyed
considerable support in France in the late 19th and early 20th centuries, but it never got
very far. InBritain, in contrast, the private water companies declined in importance in the
second half of the 19th century under the influence of the municipal socialism movement
(Goubert 1986: 180). Such analyses are intriguing because they suggest that private
involvement in municipal servicesin France might well be viewed in terms of central-local
power relations as well as, or perhaps even more than, in terms of the private-public

dimension — especially given the central-level locus of the dominant companies.

The two giants, CGE and LdE, have diversified over time into other areas of
municipa services — wastewater collection and treatment, solid waste management,
district heating, public parking facilities, funeral parlors, etc. — anatura evolution in view
of their strong presence at the local level and their direct relations with city officials and
users, giving them political support and a ready-made customer base. They have adso
diversified through networks of subsidiaries into closely and not so closely related areas,
such as construction, civil engineering, equipment supply, energy, communications, red
estate development, and so on. LdE, in particular, has also actively moved into foreign
markets, including the U.S. market: in 1994, 43% of the LdE group’s consolidated

revenue came from foreign operations.

Given the strongly oligopolistic nature of the market, one may well wonder what

kind of competition actually takes place anong these mastodons. What kind of choiceis
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truly possible for municipalities? Surprisingly, the scholarly and professional literaturein
France pays scant attention to thisissue. An exception, Jean-Frangois Auby (1982: 49),
states that competition in this market is “frequently illusory” and goes even further to
assert that the compani es have understandings between them to restrain competition.
Suffice it to say that, given everything we know about oligopolies, it would be straining
the imagination to believe that the two principal companies habitually engage in cut-throat

competition with each other.

During the last few years, the companies have been under increasing attack in the
press and in the courts for having made illegal payments — e.g. illegal campaign
contributions — to local politicians in order to obtain contracts. A prominent case is that
of Alain Carignon, former mayor of Grenoble, who was sentenced in 1995 to three years
injail for having accepted gifts from LdE in return for awarding them a water-supply
contract. Similar incidents have taken place concerning CGE. For lack of solid evidence,
no position is taken in this dissertation as to whether these are just isolated incidents or
whether they represent the normal practice of the French municipal service companies.
One could easily link this phenomenon to the problems of incomplete contracting by
noting that, ethics aside, buying the loyalty of local decision makers would be an excellent
way to ensure that the parties will be able to fill contractual gaps smoothly when the need
arises, in the absence of higher-level stabilizing regulation. Thisline of thought, however,

will not be pursued any further in this chapter.
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2.4.4 Loi Sapin

In 1992, a government commission set up to look into the problem of political
corruption issued two reports (“Bouchery Reports’). One clear finding was the pernicious
effect of the opaque procedures used at the local level for the selection of concessionaires.
“This situation can lead the municipality to conclude an economically unbalanced contract:
excessive duration assuring the delegatee monopoly rents [une rente de situation],
privileged attribution of works to the concessionaire or to the companies that control it;
abnormal transfers of costs to the detriment of the user and the municipality” (Raymundie

(1995: 247), quoting M. Durand summarizing the conclusions of the Bouchery Reports).

Shortly thereafter, new legidation was passed in France that substantially redefined
the concept of intuitus personae as it appliesto public service contracts. The keystoneis
the law of 29 January 1993, known as the “ Anti-Corruption Law” or “Loi Sapin,” after
the Minister of Economy who introduced the legislation. Several decrees and laws have

followed, further developing the core provisions.?

The Loi Sapin appliesto “delegations’ of public service — we will encounter this
word again and again — without defining in any way what this means, perhaps implicitly
relying on jurisprudence to supply an operative definition, which it has not done yet (see
Terneyre 1996: 588). The law now requires municipalities to follow a multi-step

procedure in their selection of a concessionaire.”®** The basic procedure has similarities

22 One should not minimize the influence of the European Union (EU) on this growing tendency in France
to open up the procedures for the selection of concessionaires. In keeping with the objective of promoting
free movement of resources among member countries, an important goal of the EU law has been to
encourage competition in place of state (and local government) protection of monopolies.

% Both “municipality” and “concessionaire” will be used in aloose, informal sense in the following
paragraphs, with “concessionaire” meaning any kind of delegatee.
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with a two-stage request-for-proposal process, with afirst stage being used to select a
short-list of qualified firms that are then permitted to submit detailed offers. Without
entering into details — which involve a bid evaluation commission, deliberation by the
municipa assembly at various stages, required waiting periods, etc. — we should note the
emphasis placed in these procedures on openness (the municipality must publish a notice
of itsintention to delegate a public service and then review the qualifications of the
respondents in order to select a short-list), competition (presentation of fully devel oped
proposals by more than one firm), and transparency (presentation of various reports to the

municipa assembly explaining the conclusions reached).

Y et the law is careful to preserve the core of the principle of intuitus personae.
After examination of the offers, the executive officer or body is empowered to freely
negotiate with one or more of the firms having made an offer and then to select the
concessionaire. It appears that this freedom implies absolute discretion. One piece of
evidence for thisis that both legidative history and subsequent jurisprudence make it clear
that the municipality is not under any obligation to explain to losing firms the reasons for
their being rejected, even at the pre-qualification stage (Bernard and Wahl 1994: 11). The
principle of free choice therefore seems to go beyond what is found in the restricted
request-for-proposal's process (appel d’ offres restreint) of the French public procurement

code.”> What acts as arestraining force is an interesting twist with regard to transparency:

24 The following discussion of the new procedures is taken largely from the Loi Sapin itself, Troger (1995:
24ff.), Raymundie (1995: 246ff.), Guibal and Rapp (1995: 322ff.), and Bernard and Wahl (1994: 2ff.).

% Guibal and Rapp (1995: 323) are of the opinion that the new procedure is essentially an appel d’ offre
restreint, but in any appel d’ offre under the public procurement code, losing bidders have the right to be
informed of the reasons for their rejection (see Guibal and Rapp 1995: 205), which suggests less than
absolute discretion in the matter of choice. Note also that the public procurement code states that
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the executive authority must transmit to the municipa assembly both (i) an account of its
reasons for selecting its preferred firm and an explanation of the “economy of the
contract” and (ii) the earlier report of the official evaluation commission (made up largely
of elected officias), containing its recommendations. It isthen for the assembly to ratify

or reject the executive authority’ s decision.

In short, it is apparent that the old-fashioned notion of intuitus personae had
become an invitation for abuse, though to what extent is perhaps not clear. There are now

new rules of the game.

2.5 Role of State Administration
2.5.1 Standard Contracts and Model Contracts

Central government departments (the “ Administration”) have traditionally had two
way's to influence the regulation of municipa services by contract. Thefirst isby issuing
standard contracts for various sectors; these were prepared by the Ministry of the Interior.
In fact, a“concession act” strictly speaking consists of two parts. a convention de
concession, which is a brief statement of the agreement of the two parties concerning the
concession, and a detailed cahier des charges, attached to the convention, which sets out
most of the rights, duties, and conditions. The standard instruments issued by the Ministry
of Interior are actually standard cahiers des charges, but in this dissertation the term
“concession contract” will generally be used loosely to mean either the full concession act

or just the cahier des charges.

selection of the “most interesting offer” is to be made “taking into account various data, notably the
professional and financial guarantees [qualifications, really] offered by each of the candidates and the
implementation time.” No such language is found in the Loi Sapin. One could argue that the very fact
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The first standard contract (cahier des charges type) for amunicipal concession
was issued in 1947 for water supply. Otherswere issued in the years that followed. They
were developed in consultation with concerned parties. The force of the standard contract
came from the approval power of the central government: before 1982, if aloca public
service contract was not in conformity with the relevant standard contract (providing one
existed), the proposed contract would have to be approved by the Ministry of Interior
before it could take effect (Auby 1982: 21), an understandably long procedure to be
avoided if possible. With the decentraization of powersto the local level in 1982, these
standard contracts were declared to be merely indicative models, to be followed or not, as
the local authorities wish. They no longer have any obligatory force. It should be noted,
however, that they continue to have a great deal of influence on the contracts proposed by

either companies or municipalities.

2.5.2 Roleof Prefect and Field Services

The second form of regulation was by the approval power of the prefect. There
are three mgjor territorial levels of administration in France below the central level: région
(of which 22), département (96), and commune (36,500) The prefect isthe central
government’ s representative at the level of the département.?® Until 1982, the prefect
exercised the tutelle administrative, the power of ex ante approval over many decisions
taken by the commune. Of interest to the present subject, the mayor of the commune was
obligated to send every proposed concession contract and amendment to the prefect, and

the contract would be valid only after the prefect’s approval.

that the decision in the case of an appel d’ offre must take into account anything at all moves it away from
one of absolute discretion.
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The prefect was advised by the field services of central government ministries at
the leve of the département. Of particular relevance in the present context are the
Direction départementale d’ équipement, DDE (departmental infrastructure services) and
the Direction départementale d’ agriculture, DDA (departmental agriculture services).

These field services would aso give direct technical assistance to local government bodies.

It would be interesting to know to what extent this arrangement helped
municipalities in their negotiations and renegotiations with concessionaires. In interviews
with avariety of participants and observers no consistent picture emerges, however, asto
the actual impact of this system of ex ante prefectoral approval and field service advice. It
may be that the characteristics varied considerably from place to place. Nevertheless, one
may hazard two tentative conclusions. First (and thisis more in the way of a hypothesis),
the arrangement, together with the required use of standard contracts, created institutional
constraints that acted as a moderating influence and helped prevent outrageous behavior
on the part of concessionaires (compare contracting-out in the U.S. in the early 20th
century — see Chapter 1). Second, given the makeup of the personnel of the relevant
field services, the problemsto be dealt with were seen primarily as technical, engineering

questions. Economic and financia questions were not given much importance.?’

2.5.3 Decentralization

France undertook aradical decentralization of administrative functions beginning

with aframework law in 1982 (see in general Schmidt 1990). Most important for our

% Strictly speaking, préfet de département, since the regions have prefects also.
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purposes is to note that the prefects ex ante tutelle over the mayors was eliminated and
was replaced by an ex post review of local government actions whose objective is smply

to ensure conformity with the law.

As noted above, the standard contracts were made non-mandatory as part of the
decentralization of responsibilities. The term “standard contract” will usually be used in
this dissertation when reference is being made to the obligatory contracts up to 1982 and

“model contract” for the contracts as they are now used in a non-mandatory way.

Along with local officials greater power has come an increasing sense of
accountability: they can no longer use the prefect as the scapegoat for their own
decisons. They see themselves more and more as managers, making use of new
administrative and financing techniques, hiring better qualified personnel, and looking with
interest at management methods used in the private sector (Schmidt 1990: 344, 371f.). As
we will seein the Lyon case study (Chapter 4), this has begun to change the way they

relate to their concessionaires.

3. COPING WITH CONTRACTUAL INCOMPLETENESS

3.1 Introduction

Unless the public service in question is extremely smple, it isunlikely that a
service contract can be implemented over the long term by referring solely to its explicit
terms and the context of contract formation that indicates the parties’ intentions. This

dissertation argues that in a system of long-term municipal service contracting, what is just

27 Part of this probably has to do, historically, with the low price of water and other municipal services.
Much more attention was given to economic analysis and tariff structures with regard to, e.g., electricity,
for which France's contribution is well-known (see Lyonnaise des Eaux 1994: 984).
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as important as the terms of the contract are the methods used to deal with potential

contractual incompleteness.

The following discussion will follow the taxonomy of methods outlined in Chapter
2 — highlighting the ones that seem most critical in this context. We begin by looking at
an important way to make the contract more fully state-contingent: indexation of the
price terms. We then move to the question of negotiations. Finaly, we look at how the

ultimate third party, the judge, analyzes the issues and takes decisions.

3.2 Background Rules

In Chapter 2 it was pointed out that adjudicators can exercise extra-contractual or
regulatory control to fill “gaps’ in contracts by using decision rules created by the law —
statutory or case law, depending on the legal system and the circumstances. French law in

the area of local public service delegation is replete with such background rules.

In particular, French administrative law has developed specia rules to deal with

three kinds of situations that often arise in long-term public service contracts:

1. Fait du prince — an action taken by the public authority (contracting party) that
makes performance by the concessionaire more costly. A common exampleisthe
municipality’s requirement that the concessionaire modify the plant or equipment in
some way, for instance in response to a growth in demand or a changein

environmental standards.

2. Qujétions imprévues — material conditions that the concessionaire encounters that

make performance more costly. The standard example is that of unexpected

ground conditions in construction work. (Of course, the parties may have specified
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in the contract who should bear the risk in such circumstances; in that case, the

contractual terms would control.)

3. Imprévision — temporary difficulties typically brought on by an increase in the
price of an input that clearly exceeds anything the parties expected at the time the
contract was concluded and that is not adequately taken care of by the price

indexation in the contract.

In the sections that follow, we will see what role is played by these background

rules, especialy (1) and (3).

3.3 Greater Contractual Specificity
3.3.1 Pricelndexation
a) French Practice

Before considering mechanisms for dealing after the fact with contractual
incompleteness, we will look at one important method for avoiding it: the indexation of
pricesin the contract. Genera inflation and differential price movements pose a great
threat to the financial viability of along-term contract, as early concessionaires learned to
their chagrin in both France and the U.S. Asaresult of continuing expectations of

inflation, systems of price indexation became more widespread.

Long-term contracts in the U.S. for municipal services (e.g. for wastewater
treatment or solid waste incineration) generally make use of the consumer price index as
the principal index for periodic price adjustments; energy or fuel price indices may also be
included as factors. In Great Britain, there were discussions just before the setting up of

Ofwat about whether it would be best to use tail or-made composite indices based on
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industry costs or to adopt the retail price index for al firms. Theretail price index was
chosen because it was not as subject to influence by companies and because it is more

easly understood by users and investors (Littlechild 1986; Armstrong et al. 1994: 168).

In France, in contrat, it is conventional to use composite indices built up from
basic indices published by government organizations (INSEE in the Ministry of Finance,
and the Ministry of Public Works) and industry associations (e.g. Nationa Public Works
Federation), some of which are themselves composite indices. In fact, French law
expressly forbids the linking of any contract price to the consumer price index, to “the
general level of prices or salaries,” or to “prices of goods or services having no relation to
the objective of [the contract] or to the activity of one of the parties.”?® The legidature's
intention appears to be to discourage the widespread and indiscriminate use of price
indexation in contracts, which, through circular referencing, could lead to a spiraling
inflation. Anindex must therefore be tailored to the particular situation, a solution that

prevents the routine use of a standard formula.

The choice of particular indices in French public service contracts often seemsto
the uninitiated to be based on an arcane science. The basic method used, entirely
reasonable, isto look at the cost structure of the concession and then to try to match it
with appropriate indices and coefficients. But custom is said to enter into the picture also,

as we shall seein the Lyon case study (Chapter 4).

The general model for the indexation used (my formulation) is:

% Ministry of Finance decree no. 58-1374 of 30 December 1958, article 79.
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P isacomponent of the remuneration to be paid to the concessionaire; |; isa
price index of some sort (where thereare n such indices); wy and w areweights. The
subscript o indicates the value at a base point in time (a“base value’) and the subscript t

indicatesavalueat time t .

Itistraditiona and was formerly required by the Administration that local public

service indexation formulas include a constant term in the formula ( w, in the formula

given above), having aweight of, say, 10-15%. Municipalities are now freeto use
whatever formulathey wish, but this practice has continued. Assuming a constant term of

15%, we then have, in genera terms:
Price Adjustment Factor = 0.15 + (0.85"° Weighted Price Indices),

where “Weighted Price Indices’ is assumed to have a base value equal to 1 in this
smplified formula. One reason commonly given for this practice — by the Administration
among others — is that it accounts for and encourages productivity gains (see Troger
1995: 144), in asimilar way asthe “ X” eement in the well-known British formula “ RPI
— X", where RPI istheretail priceindex. Thefunctional forms are different, but they are
close approximations over a 30-year period for an inflation rate of, say, 3% per year. The
15% constant term (as shown above), given a 3% rate of inflation, is roughly equivalent to
an X vaue equa to 0.32% in the British formula— i.e. to the assumption of a

productivity gain of about 0.3% per year.
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Another reason sometimes cited is that such a practice helps hold down general
inflation. Regardless of the validity of this macroeconomic assertion, one could validly
argue that it might be politically appealing to have local public service pricesrise a arate

that isless than general price inflation.

One should be skeptical about a justification based on incentives for efficiency.
Thiswould make sense if the contract were of indefinite duration (asin the U.K., in effect)
or if prices were set at the beginning or reset periodically on the basis of current costs.

But with a concession of definite duration or one in which prices are renegotiated
periodically without close reference to actual costs, the concessionaire can smply make
sure each time that the base price (before indexation) is high enough to cover the erosion
that is expected to occur over time due to the constant term in the indexation formula. In
fact, the concessionaire must do thisin the case of greenfield projects with well-defined
technologies in which there is little room for productivity increases once the project-
specific fixed investment is put in place. For example: Would it be reasonable to count on
computerization further reducing the labor required for a brand-new incineration plant,
which is already equipped at start-up with a computerized control system covering all

major variables?

The thorniest problem is with unanticipated productivity increases that give a
windfall gain to the concessionaire; and we will return to thisin Chapter 6. Nevertheless,
if productivity increases are expected in a particular sector or project, it is true that the
constant term or the “—X” term can help ensure a better match between the profile of the

concessionaire' s revenues and costs, and this would normally benefit both parties.
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b) Effectiveness of I ndexation

It is an interesting question whether companies use the indexation provisions
strategically and not just as away to track their costs as closely as possible. Ginglinger
(1990) found in a sample of concession contracts in the Paris region that the labor
component was overrepresented in the formulas used. Given that labor costs increase
faster than general inflation, this might show an attempt to squeeze the most out of the
formula. On the basis of her analysis, Ginglinger surmised, however, that the companies
might ssimply be trying to compensate for the dampening effect of the constant term (see
above). Theissueisfurther complicated since the concession’s cost category “saaries’
may not fully capture labor costs: there may be other labor components hidden in service
purchases or subcontracts (e.g. transport) that are not accounted for by other elements of

the indexation formula.

Another important question is how well the formulas hold up over time.
Discussions with knowledgeable participants do not give a clear idea whether one would
expect the price terms of a contract of, say, 20 years duration to remain in effect over the
entire period with typical indexation. Isthisarisk that operators are prepared to bear, or
do they count on periodic revisions of one sort or another, beyond the automatic

adjustments of the indexation formula? It is difficult to find a good answer.

It should be noted, in any event, that the model contracts implicitly acknowledge
that price indexation will not always track actual costs closely. Aswe will see below, a
typical escape clause permits either party to ask for renegotiation of the price termsif the

adjusted price diverges too far from the base value.
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We will look in more detail at how some of the common indices perform in the

Lyon case study (Chapter 4).

c) National Price Controls

A final note on the subject of indexation calls attention to the impact of central
government intervention. Central government price controls were widespread in France
during a period of fifty years: 19361986 (see Dumez and Jeunemaitre 1989; Franck
1957). If the final price of the public service to the user was set below the contractually
agreed level, the concessionaire could always claim an indemnity from the municipality
according to the legal theory of imprévision (see section 3.3.2). But price controls could
work in another way also: the Administration had the power to fix the values of price
indices used in the automatic price adjustment formulas in contracts, irrespective of the
actual prices of the goods and services in the baskets on which the particular indices were
based (de Laubadére et al. 1984: 364). Since the remuneration of the concessionaire
continue to be based on user fees duly adjusted by the price indexation formula, there
would be no legal grounds for complaint. The increases in the values of the indices
commonly used were decided after discussions between the Administration and the

concerned companiesin Paris.

The upshot of this development is that, although we think of the “regulation” of
local public service contracts as alargely local affair, the central government played a
significant indirect role in price regulation during alarge part of this century through its

setting of the indices underlying tariff increases. Once again, the central government is
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seen to have more regulatory importance than one might first think. Thisissue is passed

over lightly in this dissertation, but it certainly merits further study.

3.3.2 Temporary Difficulties: L'Imprévision

One highly original feature of French administrative law is the theory of
imprévision. It ishighly developed and there are many nuances; this section will give only
abrief overview (see e.g. de Laubadeére et al. 1984: 596ff.; Coudevylle 1983: 130ff.;

Richer 1991: 66ff.).

In effect, the background legal rules concerning imprévision make the contract
more specific about what to do when the concessionaire faces severe but temporary
difficulties, typically, but not necessarily, when there has been a dramatic, unforeseeable,
and uncontrollable price increase in one of itsinputs. Thisisthe kind of contingency that
the parties themselves may tend to neglect when writing a contract — especidly if their

lawyers do not play alargerole.

The famous case that lies at the origin of the rule, Gaz de Bordeaux in 1916,
involved a gas distribution concessionaire that faced an enormous increase in the price of
coal — fourfold in twenty months (Nicholas 1992: 209) — resulting from conditions
during the First World War. Another application has been on the revenue side when
national price controls have prevented user fees from being set at the contractual level (see

section 3.3.1¢)).

Since the parties would expect many prices to fluctuate or even to increase
gradually over time, the resulting increase in the price of one of the concessionaire’ s inputs

must clearly exceed the maximum limit (prix-limite) that would reasonably have been
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envisaged by the parties when they concluded the contract, and the “economy” of the
contract must be profoundly disturbed by the events. A period during which such a

condition occurs is referred to as an “extra-contractual” period.

In such a case, the judge can require the public authority to assist the
concessionaire financially during the period in order to prevent a breakdown in the public
service. It isimportant to note, however, that this does not necessarily mean fully
reestablishing the financia balance of the contract during this period. If the temporary

period becomes permanent, the parties must either renegotiate the contract or terminate it.

The method of calculating the required indemnity has several interesting features
(see de Laubadere et al. 1994: 615-23), and they are worth noting as away of illustrating
the level of detall found in the French background rules. Firgt, the financia statement
(relating only to activities covered by the contract) for the extra-contractual period must
show an accounting loss — and thisis the starting point in calculating the required
indemnity — but if there was already aloss before the extra-contractual period began,
then this must be deducted from the extra-contractual deficit to arrive at the needed
compensation. The incremental/global issue (see section 3.4.53)) is handled in a complex
way: there must be an accounting loss — i.e. absolutely, not just relative to conditionsin
the previous accounting period — but the actual compensation is determined relative to
any preexisting loss. Second, the “limit-price” that sets the threshold is used only to
determine when the extra-contractual period begins and ends; the deficit is not calculated

relative to the limit-price. Third, jurisprudence firmly holds that the concessionaire must
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always bear some part of the extra-contractual “cost.” This share is determined by the

judge if the parties do not agree, and it is generally around 10%.

The concept of imprévision in French administrative law is noteworthy as an effort
to provide a solution to atypical problem of incompleteness that could easily arisein a
long-term public service contract.?® It has served as inspiration for legal reformerslooking
for a more nuanced mechanism than the traditional impossibility or force majeure
concepts, which act to entirely excuse performance (see e.g. CECL 1995: 114). Note that
in French law, imprévision comes into play even if the parties have included a hardship
clause in their contract that contains other conditions; and leading doctrine is of the
opinion that a party cannot waive this right in the contract — i.e. it is not a default rule but
an imperative, immutable rule (de Laubadere et al. 1984: 600). It is quite clear that the
judge is going beyond the contract and possibly beyond the intentions of the parties. The

judge actsin afully regulatory role.

% There are many important issues that | have ignored in this discussion. (1) Given that we all know that
prices fluctuate and respond often dramatically to conditions of supply and demand, wouldn’t the
concessionaire have based its offer on subjective probabilistic distributions for all input prices, among
other things, and wouldn’t those distributions contain probabilities corresponding even to extreme events
— i.e. wouldn't they havetails? So perhaps the contract is complete after all, and in that case, why
should the judge interfere with the parties’ intentions, with their own bargained risk allocation? (Cf.
Gillette 1985.) (2) Even if one party fully and explicitly understands and accepts that it would be
responsible for contract performance no matter what the price of its inputs turned out to be, might there be
sound economic reasons for giving relief? 1f the municipality would have to deal with a contract default
and then go out and search for a new concessionaire — which would face these same increased input
prices and would therefore have to charge the municipality a higher service fee — it could avoid
substantial transaction costs by simply increasing the price paid to the present concessionaire. These
transaction costs might not be aloss to the municipality, depending on what it could claim as damages
from the defaulting concessionaire, but they would be aloss from the economic point of view. Should the
court perhaps intervene, especially when third-party beneficiaries — service users — are involved?
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Presuming that the case can be made for judicial (or at least, third-party)
intervention in cases like this,* there are at |east three questions involved in such
intervention. First, what is the price limit for the input beyond which it can be said that
there was no meeting of the minds? Narasimhan (1986) takes the position that thisis a
matter of determining the parties’ intentions. | would argue that in most cases one will
find contractual incompleteness even as to the definition of these boundaries. so this
would require an extra-contractual judicia intervention also. Second, thereisthe question
of how to calculate the burden in monetary terms. Third, there is the question of how to

divide the burden between the parties.

The second question raises the issue of how suitable ajudicia body isfor thiskind
of task. The French approach involves looking at the concessionaire s financia situation
because it wants to give relief only in cases of absolute hardship, not just when a shortfall
occurs relative to what the concessionaire might otherwise have gained. U.S. courts do
not like to involve themselvesin an examination of costs.®* The French administrative
courts have one advantage in this respect. Their methods are more inquisitoria than
adversary (though opposing positions are presented). The U.S. court would have to try to
make sense of the two sides' tendentious expert opinions; the French court can order an

expertise to be carried out for itself — thisisless usual for the Conseil d’ Etat, but quite

% Taking the opposite position, one could argue that in some cases greater economic efficiency would be
achieved by strictly enforcing the terms of the contract in order to induce the concessionaire to put the
issue on the negotiating table at the start so that the parties could work out a solution themselves that is
more optimal. (Ayres and Gertner (1989: 91) refer to thisas a*“ penalty” default rule.)) On the other hand,
“experience suggests that frequently the parties are not sufficiently sophisticated, or are too careless of
their own interests, to do this; or they can insert clauses which do not cover every eventuality” (CECL
1995: 113).
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common for the first-level court, the administrative tribunal (Brown and Garner 1983: 61).

This makesits regulatory task easier by far.

3.4 Contract Renegotiation

In Chapter 2 it was pointed out that one of the most common — and problematic
— ways for parties to deal with contractual incompletenessis to renegotiate their
contract. It was aso noted that background rules in the legal system or provisionsin the
contract itself can act to constrain the renegotiations. The French system provides a good

example of both of these techniques.

3.4.1 Public Authority’s Power of Unilateral Modification

According to the basic regulatory principles of public service provision, the
concessionaire has an obligation to continue to provide the public service in question and
to adapt equipment and infrastructure to meet changing needs. Given its appreciation of
these needs, the municipality has the right to impose on the concessionaire new service
obligations. Thisisamandatory lega rule and cannot be overridden by the explicit terms
of the contract. Such alegal rule takes care of one side of the problem of contractual
incompleteness. The contract may not say anything about what should happen to a
wastewater treatment plant if the city population increases by 20%. No matter: the
municipality has the power to require the concessionaire to expand the plant capacity.
This element of the law shows clearly that the so-called public service contract goes

beyond the nature of a pure contract: the law isnot at all concerned here with whether

3 «|_itigating cost accountings is difficult and expensive’; “. . . courts are unlikely to be good forums for
the resolution of disputes about whether the costs of a particular business are or are not excessive”
(Narasimhan 1986: 1164, 1149).
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the concessionaire agreed that it would make whatever reasonable modifications are
requested by the municipality.® (In practice, the concessionaire understands this well

enough, and so this assumption does indeed form part of the contract per se.)

This solution, however, does not respond to the other side of the question: How
should the concessionaire’ s remuneration be adjusted in response to a change in service

requirements? It isto this question, among other issues, that we now turn.

3.4.2 Renegotiation Clauses

The standard contracts issued by the Ministry of Interior and since 1982
considered only as non-mandatory models, recognize the incompleteness of contractual
terms and include broad clauses that permit renegotiation of the price terms of the
contract. The clauses typically contain conditions that permit either or one of the parties
to call for renegotiation if the nature of the service changes substantiadly: if thereisa
substantial modification of the physical works or the technical processes; if the quantity of,
say, wastewater varies by more than 20% from the base quantity; if the population varies

by more than a certain amount; and so forth.

Looking in particular at the standard contracts for a water supply concession
(issued in 1947), water supply affermage (1980), and sewerage system affermage (1981),
we note that in addition to conditions relating to changes in the service or in specified cost
elements, there are two very broad conditions that can trigger renegotiation: first,

whenever the application of the tariff indexation formularesults in atariff that diverges by

32 French contract law is based squarely on the theory that contracts are binding because they are the
expression of the autonomous wills of the parties (Nicholas 1992: 32) — i.e. contract as promise (seein
general Fried 1981).
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more than 50% from the base tariff (or the tariff at the last revision); second, after the first
fiveyears. (Inthe 1947 standard contract, the conditions are the same but the two values

are |eft blank, to be agreed by the parties.)

The interesting thing about these renegotiation clauses is their cost-of-service
flavor. Ingenerd, in acontract that contains atypical hardship clause, the parties remain
locked into the agreed prices unless unforeseeable and unavoidable events occur that
greatly perturb the financial consequences of the contract. It is considered good
international practice to draft such clauses narrowly to prevent destabilizing the contract.®
In the clauses found in the standard contracts mentioned above, the conditions referring to
substantial changes in the service, etc., may meet this requirement. But the provision for
renegotiation after five yearsis smply atariff review, pure and smple; the aim is not
necessarily to compensate for uncontrollable, unforeseeable changes. We note that the

renegotiation clause begins as follows (in the two affermage standard contracts™):

In order to take into account any changes [I’ évolution] in economic and technical
conditions and to ensure that the indexation formula represents actual costs well, the
tariff level, on the one hand, and the composition of the adjustment formula.. . ., on the
other, shall be submitted to a review upon production by the [company] of necessary
supporting documents, notably operating accounts, in the following cases: . . . [after
which follow the various conditions].

Given this language, it is difficult to know how one would proceed in the five-year
review except through akind of global look at properly substantiated costs. thereisno
clear indication that one should make a distinction between cost changes within the

company’ s control and those beyond it or of how one might go about separating these

3 See e.g. Bell (1989: 205); CECL (1995: 112); Ghestin and Billiau (1990: 136); UNCITRAL (1988:
244): Y ates (1990: 207).
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elementsif indeed such a distinction were to be made. In the case of a modification in the
physical plant or in technical processes, it seems clear that the review should look at the
company’s costs, but would this review consider narrowly just the incremental impact of

the modification, or would it, too, be a global cost review? Thisisnot entirely clear.

It isno longer obligatory after 1982 for municipalities to use these standard
contracts, but they continue to serve as models.® It isinteresting also to look at a general
contractual scheme for a concession proposed by Bureau Francis Lefebvre, one of the
leading law firms in the area of local government contracts and publisher of the standard
practitioners’ guide on the subject, commonly used by local governments. The contractual
scheme they suggest for the concession leaves no doubt about the cost-of-service

orientation:

Notwithstanding application of the indexation formula, the [municipality] shal seeto it
that tariff increases permit the [financial] balance of the concessionaire’ s operationsto be
ensured in an effective manner, notably as a function of the evolution of operating costs
and of therate of service utilization. [Guibal and Rapp 1995: 586, clause 40.2]

They dso include an additional condition in their suggested renegotiation clause:
the “entirety of financial conditions’ should be reviewed adso “. . . in any other case of a
kind that profoundly upsets [boulverser] the general economy of the contract” (Guibal and

Rapp 1995: 574ff., article 43). Thisisatrue hardship clause, and an extremely broad

3 Article 40 in the water supply contract and Article 38 in the sewerage system contract.

% One interesting question is whether the rule in the non-mandatory model contract should necessarily be
the same as the rule in the previous mandatory contract. One could argue that concessionaires
knowledge and sophistication in general being much greater than that of municipalities, the model
contract should be designed to force concessionaires to propose and negotiate such tariff reviews if they
really need them. Why give this to them at the outset? Moreover, the way that the concessionaire tries to
negotiate around a model contract clause can reveal useful information about it to the municipality — i.e.
in game-theoretic parlance, it can lead to a separating equilibrium rather than a pooling equilibrium.
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one.®* French local public service contracts therefore appear to be quite susceptible to
renegotiation — and in particular, renegotiation on a cost-of-service basis. Thisisone
way to deal with contractual incompleteness and it has a number of advantages, but it
brings with it a new concern: opportunism on the part of the party with the stronger

bargaining power. We will return to thisissue.

It is aso worth considering the condition according to which arevision can take
placeif the tariff indexation formula results in an adjusted tariff that diverges by more than
50% from the base tariff. Suppose that the formulais tracking costs perfectly, and that
total costs areincreasing at about the same rate as genera inflation. At 3% per year, a
tariff revison would be permissible after 14 years; at 2.5% after 17 years. Thisgivesa
fine opportunity for a cost-of-service readjustment part-way into the concession, and in
preparation for it the savvy concessionaire might make sure that reported costs are made

to look as high as accounting rules and custom will allow — the classic ratchet effect.

An important question is what should be done if the parties cannot reach
agreement on a price revision in such circumstances. In all three of the standard contracts
mentioned above, as well as in the contractual scheme suggested by Bureau Francis
Lefebvre, the solution is to submit the issue to a three-member commission, one member
being chosen by each party and the third member by the other two members. According

to jurisprudence and doctrine, the conclusion of such a commission has no binding and

% | awyers dealing with ordinary contracts generally recommend against such broad hardship clauses:
“The use of open-ended and vague criteria (e.g., ‘changed circumstances', ‘ upsetting the initial
equilibrium of the contract’, and * causing serious economic consegquences’) to determine the application of
the clauseisto be avoided” (UNCITRAL 1988: 244).

124



final effect on the parties (de Laubadére et al. 1984: 929f.)*” — and thisis clearly stated in
the Bureau Francis Lefebvre contractual scheme. Moreover, public bodies in France are
not permitted to resolve a dispute by arbitration in the absence of specific legidation to
this effect (p. 950). But the idea of having a neutra third party make a recommendation is
still a valuable technique for two reasons: first, regardless of the judge’s later attitude
towards the commission’s conclusion, the existence of an apparently neutral solution will
often encourage parties to reach agreement; second, the judge might be expected to give
credence to such a conclusion in the absence of good reasons not to do so (e.g. manifest

error).

Despite the popularity of such expert-determination clauses in French local public

service contracts, it appears that very few municipalities use them.

3.4.3 Regulatory Power of Public Authority

Given the principle of continuity of service, it is reasonable to think that some
mechanism will be provided to decide the issue in the event that the two parties cannot
reach agreement on anew price. In an ordinary, private contract the normal responsein
such asituation, if continuation of contractua performance according to the existing terms
appears too onerous to one party, would be for that party to repudiate the contract and

seek damages or try to excuse its nonperformance in a number of ways depending on the

37 For example, an administrative tribunal rejected the conclusion of such a three-party commission after
ordering an expert determination to verify itsfindings. The contract in question had contained provisions
for price revisions stating that prices should be “in harmony” with the costs of the enterprise (the cost-of-
service principle could hardly be made clearer here). New wastewater installations had been progressively
put into service over the period 1979-1982. But the three-member commission looked only at costs
incurred in 1982 in reaching its conclusion as to the revised price for the entire period. The expert
appointed by the administrative tribunal found that the 1982 costs overstated annual costs over the whole

125



legal system (e.g. frustration, impossibility, force maeure). Thiswill not do in along-term
public services contract, unless the obstacle istruly extreme and lasting. There must be

some way for the contract to be adapted to new circumstances.

Given regulatory policy asit has evolved in the U.S., and more recently in the
U.K., one question one might ask is whether the public authority in France has the power
to readjust the contract price unilaterally; for thisis the approach taken in the U.S. and the
U.K. in regulation-by-commission (though not, as arule, in regulation-by-contract).®® If
the answer is yes, the next question is what criterion of reasonableness should be applied
by the public authority, if any. If the answer is no, the question becomes whether the
judge can fix the price in the absence of the parties agreement, and in that case the issue
of acriterion applies aswell. Note that these two possibilities are not equivaent even if
the standard ultimately used isthe same. A unilateral right of action by the municipality
putsit in a much stronger position — the ball is always thrown into the concessionaire’ s

court.

Over the years, there has been a doctrinal debate over what aspects of a
concession contract are truly contractual and what aspects are regulatory in nature.
Suffice it here to say that the consensus is that the concession contract has indeed a mixed
nature but that jurisprudence considers tariffs to be afully contractual matter as between

municipality and concessionaire (Richer 1991: 74).

four-year period. (Cour administrative d appel de Bordeaux. Compagnie des eaux et de |’ozone. 19
September 1989. No. 89BX00049.)

% One should not be misled by the requirement in the U.K. that the “Director” (i.e. the regulator) is able
to modify the terms of the license only if the license holder consents. Thisis an administrative procedure,
not the result of any contractual rights possessed by the license holder. At the next administrative level,
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So we are left with the idea that the two parties must somehow agree on a new
price — or one or the other will have to bring the case before the administrative judge.

What are the factors that might push them to some agreement?

3.4.4 Bargaining Power of Parties

Two parties that are bargaining over a price in a competitive market can look to
market prices as abenchmark. Asdiscussed in Chapter 2, asset specificity, idiosyncratic
investment needs, and opportunism by the parties make this process more difficult for the

services we are considering: the bargaining range in renegotiations may be quite wide.*

As noted above, scholarsin the 1930s seemed quite concerned about the potential
for monopoly abuse in relations between municipalities and concessionaires. It istrue that
French contract law is based on the idea of an autonomy of wills (Nicholas 1992: 32). But
problems of differential bargaining power are readily discussed in France in connection

with private-law contracts. Moreover, in discussions by private-law scholars about the

the Monopolies and Mergers Commission can indeed order the Director to make modifications to the
license.

% Note further that competitive influences in renegotiations may be diminished because French law places
certain restrictions on the ability of a municipality to terminate a concession contract at will. Concession
contracts often contain clauses stating the right of the municipality to repurchase the concession and
setting forth in detail the calculation of the repurchase price; and even if they are silent on this point, it is
generally recognized that the public authority has this right (Coudevylle 1983: 148; Richer 1996: 648).
Usually the contract does not specify the reasons for which the municipality may terminate the concession,
and while some authors (e.g. Jeze) believe that in such a case the municipality’s power is absolute, the
general view seems to be that the municipality cannot terminate the concession for any reason whatsoever
if thisis not expressly stated in the contract (see de Laubadére et al. 1984: 717). Repurchase must be for
motives of the public interest, for example a reorganization of the particular service that involves plans for
the municipality to take over provision itself.

Unacceptable reasons for termination include purely financial motives — e.g. the municipality’s desire to
deprive the concessionaire of a lucrative operation (Coudevylle 1983: 147; Raymundie 1995: 300) or to
substitute a new concessionaire for the current one (de Laubadére et al. 1984: 718). | could find no
reference in jurisprudence or doctrine regarding a municipality that might decide to exercise its right to
repurchase because it believed (and, let us add, had good reason to believe) that a concessionaire was
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problems involved when a price term is not defined in an ordinary contract or when a
long-term contract contains an open-ended hardship clause, one frequently sees references
to therisk of stalemate and the danger that one party will be able to impose its will on the
other. For example: “The amicable procedure of renegotiation risks degenerating
immediately into a dispute” — referring to the disadvantages of hardship clauses (Ghestin

and Billiau 1990: 137).

The picture is different when we turn to administrative contracts. In present-day
doctrine — and implicitly in jurisprudence — one finds a peculiar silence on this subject.
The issue of an imbalance in bargaining sometimes arises in discussions of the adhesion-
contract nature of the concession agreement (before 1982), given the mandatory standard
contracts, but here it often seems that the concessionaire might be the disadvantaged
party. Can members of the Conseil d’Etat and scholars be blind to the power of the giant
companies vis-avis local public authorities? It israre to find acomment such as that
made by Coudevylle (1983: 26) in noting how just afew companies, national in scope,
have the entire market for water supply: “Most of the time contractual equality is
therefore broken, al to the advantage of these companies, especially when the public

authority isarural town that does not have at its disposal the same means of negotiation.”

One possibility is that the jurists conclude that this danger is not real since a
municipality, if it cannot reach agreement in a renegotiation, can always bring the case
before the judge; and the administrative court system will then impose an equitable

solution on the parties. Moreover, the way that the court is likely to dispose of acaseis

making unreasonable demands during price renegotiations. | do not know whether municipalities ever
subtly or openly threaten termination as a way to control concessionaires behavior during renegotiations.
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one of the influences that determine the outcome of bargaining. We therefore turn to what

the administrative judge would do if such a case comes before him.

3.45 TheCriterion: “Financial Balance of the Contract”
a) Ultimate Power of the Administrative Court to Decide

If the parties cannot reach agreement in renegotiating the price terms of the
concession contract, the judge has the power to readjust the concessionaire’s

remuneration.*°

Looking at how the law would decide an issue is important even if the parties
never go to court: if the parties knew with certainty what the judicial outcome would be
and this were common knowledge between them, they would settle ahead of time to avoid
litigation costs. As the degree of certainty diminishes, this statement becomes less

absolute, but the tendency remains.

b) Possible Approachesin Applying the Criterion

Given the principle of continuity of the public service, one would expect the law to
formulate a set of criteriato determine what is an acceptable adjustment to the
concessionaire' s remuneration in the event of a contract modification: the question must
surely arise if the parties themselves cannot agree. Jurisprudence has come up with a
general rule, namely, that the “financia balance of the contract” (équilibre financier du

contrat or équation financiére du contrat) should be preserved. This principle applies

“° To be more precise, it should be noted that the judge may not be able to readjust the user tariff; this may
be the prerogative of the local authority. There appear to be differences in doctrine on this point: see de
Laubadére et al. (1984: 361) (judge can readjust tariff); Coudevylle (1983: 76) (judge cannot). But in any
case the judge has the power to require the municipality to pay an indemnity out of its budget to the
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whenever a permanent adjustment to the contract is called for as aresult of, say, a
technical modification required by the municipality, unexpected material conditions, or,
under some circumstances, along-term change in costs. The term “financia balance of the
contract” is often used in jurisprudence and doctrine without much or any further

explanation, and it will take some digging to discover what it actually implies.

Before looking at what is meant by the term, we note three conceivable
approaches (and there are certainly more) — not just in France but anywhere. In the
discussion that follows, we focus mainly on the reestablishing of financial balance after a
physical modification, but the general ideas have broader application, as noted at the end

of the discussion.

Apl A genera standard applied globally to the contract. In this approach, an
absolute standard of when a contract isin “financial balance” — possibly based
on a specified rate of return — is applied to the whole contract, including the
new modification. Thisisin effect what U.S. rate-of-return regulation
accomplishes. One consequence isthat if the concessionaireis currently
receiving too great a compensation (according to the genera standard), it may
receive very little extra, or none at all, for the modification. One would also
want to distinguish between an ex ante evaluation, based on what could
reasonably have been expected when the contract was concluded, and an ex post
evaluation, in which actual costs are taken into consideration. U.S. regulation

takes the ex post approach.

concessionaire to arrive at a fitting compensation to the concessionaire; and thisis all that matters for
present purposes.
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Ap2 A genera standard applied incrementally to the contract. Here, the existing
contract effectively is disregarded, and the general standard is applied just to the
incremental changes. For example, suppose that a higher smokestack is needed
for awaste incinerator because of new environmental regulations. In
determining the needed additional remuneration for the concessionaire, one
would look only at the new investment and associated operating and
maintenance costs; and one would apply the genera standard (e.g. normal rate
of return) just to these. The ex ante and ex post distinction would apply to this

approach, also.

Ap3 A contract-specific standard. In this approach, one would look at the financial

picture implicit in the origina contract, seen from the perspective of the parties
reasonabl e expectations when the contract was concluded, and then one would
apply this derived standard to the contract modification.** Note that the
global/incremental distinction is irrelevant since both would yield the same result

for this approach. Also, this approach is by nature ex ante.

Note that both Ap2 and Ap3 are more straightforward if the only additional costs
to be considered are recurrent. All one needs to do in that case is some simple arithmetic.
(But the question remains. Who determines what costs are reasonable?) The main

difficulty comes when there is aneed to spread out investment costs over time.

! This immediately raises the question of what standard one uses if the parties’ expectations differed at
the moment of contract conclusion; but | will ignore this problem here.
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¢) The French Approach

In atheory based on contract as a bargain between two autonomous persons, Ap3
might seem most appropriate. But we have seen how concession contracts admit of both
contractual and regulatory aspects. So what is the French approach? In earlier years
some noted scholars strongly opted for something that was closer to Apl. Gaston Jéze,
whose treatise on administrative contracts in the 1930s was the first grand synthesis of the
subject, showed an acute sense of the potential for monopoly pricing, warned against it
continually, and resorted to language rare to find in modern doctrine: e.g. “users cannot
put themselves at the mercy of the concessionaire” (1936: 545); if the public authority
does not have the power to set tariffs, there will be a*“subordination of the general interest
of the country to the private interest of the concessionaire and even to its caprice” (p.
553). (Note that most of his examples were based on railroad concessions, then extremely
important.) Profits must be limited, and the concessionaire’ s remuneration must be
reasonable and normal (p. 546). What is highly interesting is the great smilarity of tone
with writings in the U.S. during the early years of this century — which refer also to

railroads.

Thisidea goes hand in hand with giving the public authority a regulatory power
over tariffs; and Jeze was firm in declaring that this was not a contractual issue: tariffs
“are not a bilateral manifestation of the wills of the administration and the concessionaire”
(p. 550); “the tariff is essentially a unilateral act of the administration” (p. 554). Again,
note the common spirit with the Granger Casesin the U.S,, notably Munn v. Illinoisin
1877, where the Supreme Court held that states have the authority to regulate railroad

rates unilaterally, presumably in disregard of the terms of the state charters.
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But there must be a standard of some sort; the public authority cannot have the
discretion to set the remuneration (i.e. tariffs plus any indemnity) so low that it ruins the
concessionaire. The standard advocated by Jeze involved assuring the concessionaire “the
normal profit that had been envisaged [by the parties] at the moment of granting the
concession” (p. 561): “. .. at the moment of [granting] the concession, the grantor [i.e.
the public authority] formally promised the concessionaire a remuneration calculated in
such away asto give it anormal profit” (emphasisin origina) (p. 560) Since Jéze has
asserted that this is not a contractual issue, it is not clear why he refersto a*“promise”; and
thisis certainly not meant to be taken as requiring such apromise in fact. Itismore a
construction of law: he appears to be saying that, given the public-service context, the
concessionaire has no legitimate reason to expect more than a normal profit from the

contract.

This identifies Jeze as adhering to Apl: agenera standard (namely, “normal
profit,” whatever that may mean) applied globally to the contract. Moreover, it seems that
he would adopt the ex post variant: he states that the public authority can reduce the tariff
without providing any indemnity to the concessionaire if the tariff reduction acts only to

lower an excessive profit being earned by the concessionaire (p. 560).

We appear not to be far from aregime of rate-of-return regulation. In contrast,
however, to the enormous literature in the U.S. in these same years on how to calculate
what a“normal profit” (or in U.S. terms, “fair return”) consists of, Jeze does not even

bring up the issue of calculation.
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For one reason or another, this path was not followed by French jurisprudence. As
the result of a series of cases decided by the Consell d’ Etat culminating in the 1940s, it is
now accepted that the tariff is a contractual element of the concession: “Between the
municipality and the concessionaire . . . the tariff therefore has a completely contractua
character.” (Richer 1991: 74).** Concerns about the great risk of monopoly abuse seem
to have vanished into the air: the parties become the theoretical equal and autonomous

entities idealized in French contract theory.

One might think that, as befitting a contractual context, the standard might now be
seen in purely consensua terms. What did the parties have in mind? In the case of a
contract that needs to be revised because of a new technical modification, we can
conclude first of al that the financial balance of the existing contract should not be
touched since agreement already exists on this— it is presumed to be in balance.”® So
Apliseiminated. But what standard isto be applied to the incremental project? The
problem with Ap3, a contract-specific approach, is that while the parties certainly had a
price in mind, when they negotiated the original contract they may have had no meeting of
the minds at all on the question of the overall balance of the concessionaire’s costs and
benefits. One could imagine stories like this: the municipaity might have been willing for
the concessionaire to make a large profit on the initial deal because the price was still less

than the avoided cost of the next-best aternative for the municipality; but this does not

“2 De Laubadére et al. (1984: 330f.) state that while most authors (i.e. doctrine) still characterize the tariff
as aregulatory element, jurisprudence in effect disagrees, holding that the public authority cannot
unilaterally modify the tariff. See also Dufau (1990); Auby and Ducos-Ader (1969: 260).

3 «[T]he theory of the autonomy of the will postulates . . . that a contract necessarily achieves a fair

balance of the parties’ interests . . .” (Nicholas 1992: 34). “[T]he financial balance of the contract is
always deemed to exist at the beginning [of the contract]” (Fourcand 1983: 11).
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necessarily mean that the municipality would envisage agreeing to a similar level of profit
for later capital improvements. In any case, doctrine does not appear to have declared
itself in favor of something like Ap3. In fact, the whole issue is generally passed over
quickly in doctrine and jurisprudence with aritualistic reference to “the financial balance

of the contract.”

Nevertheless, let us search further for clarification. De Laubadére et al. (1983:
717) define financia balance as “the approximate relation, the *just equivalence
[éguivalence honnéte],” between costs and benefits that the concessionaire took into
consideration . . . at the moment of contract conclusion . ..” But this certainly begsthe
guestion: for how do we know that the concessionaire had in mind any kind of “just
equivalence’ between costs and benefits? 1t may well have hoped to reap an enormous
profit. Sowhat do we have? A general standard or, in the aternative, some reference to
what one or the other of the parties had in mind or should reasonably have had in mind?
The locus classicus for the concept of the financial balance of the contract is a statement
made by Léon Blum, the commissaire du governement speaking on behdf of the public
interest, in the case of Compagnie générale francaise des tramways in 1910, and it is till
quoted and cited with approval (see de Laubadére 1993: 716f.).** It is worth quoting at
length, and it should be noted that the context shows that Blum is making a prescriptive

rather than a purely descriptive statement:

It is of the very essence of every concession contract to search for and redlize, asfar as
possible, an equality between the benefits that are accorded to the concessionaire and the
costs that are imposed on it. . .. The benefits and costs must balance so asto form the

“4 Given the laconic and not very informative style of the Conseil d’ Etat’s decisions, the conclusions of the
commissaire du gouvernement are often regarded as important expositions of the law (Brown and Garner
1983: 68).

135



counterpart of the probable profits and the foreseen losses. In every concession contract
isimplied, like acalculation, the just equivaence between what is accorded to the
concessionaire and what isrequired of it. . .. It iswhat one callsfinancial and
commercia equivalence, the financial equation of the concession contract.

This passage does not even hint at what the parties may have had in mind when the
contract was concluded. Asfar as| can tell, therefore, the French approach in the case of
atechnical modification should be closest to Ap2: a general standard applied to the
incremental project.” Thisisa presumably default rule. If the parties cannot agree on
additional remuneration, the judge would use a general standard of reasonableness — an

“equitable solution” as de Laubadere et al. put it (1993: 718).

What if, instead, the contract needs readjusting because, for example, the price of
an important input has become greatly out of line with expectations in away that the
indexation formula cannot compensate for, and the parties cannot agree on a solution?
What is the financial balance in that case? A narrowly incrementa approach, one that
compensates smply for the increase in that one input price, might be rejected because it
ignores the stochastic play of other input prices, some of which may have varied in away
that is favorable to the concessionaire. Compensation only for the increase in an input
price that goes beyond some reasonably expected range of variation may help resolve this
problem with the incrementa approach. But then what if two or more input prices are

especidly high but each does not quite exceed the agreed limit?

A global approach raises other questions. Should it take into account how much

profit the concessionaire is making at that time due to all factors — both those within and

“ Blum himself may have subscribed to Ap1, but we are concerned with the role played by Blum's
statement in current French law; and the presumption of an initial financial balance between autonomous
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outside the concessionaire' s control? The profit that, ex ante, one would have reasonably
expected the concessionaire to be making? Should it use a genera or contract-specific
standard as to what constitutes the financial balance? The answer is not easy to discover.

French doctrine does not appear to analyze these issues in any detall.

A final issue is whether the allocation of additional costs should be different
depending on whether thisis the result of an act of the municipality (e.g. instructions to
expand a plant to meet increased needs) or the result of unforeseeable and unavoidable
circumstances independent of both parties. Thereis atendency in the context of private
law contracts to advocate the sharing in some way of onerous costs caused by force
majeure-type events. “a balanced contract [contrat équilibré] is one in which each party
bears the consequences of its own nonperformance and in which the risks external to each
party are equally divided . . .” (Ledouble 1980: 75). Or as Fried (1981: 70ff.) putsit: the
sharing principle is particularly appropriate “to picking up after contractual accidents.” As
we will see below, French law does use a sharing rule for temporary difficulties not caused
by either party. But it is not known whether this principle should extend to the
contractual balance reestablished on a permanent basis if such temporary difficulties

continue.

d) Depreciation Rules

Apart from the question of what costs to use, the actual calculation of financia
balance should pose no fundamental problem unless fixed costs are involved. When there

are investment costs that must be taken into consideration, the French approach relies on

contractual parties is so unshakable that we are forced to impose an incrementalist interpretation: we are

137



depreciation defined by accounting rules as away of alocating these costs to particular
time periods. This poses little problem because of the official nature of these accounting
rules. One important difference between accounting standardsin France and inthe U.S. is
the central place that the government holds in defining these standards in France (Pham
1995: 7ff.). The general accounting scheme is established by the National Accounting
Council (Conseil national de la comptabilité) and is approved by the Ministry of Finance.
In the U.S., companies use different depreciation rules for different purposes, and no one
pretends that the rules required by the IRS for tax purposes reflect underlying economic
values. In France, in contrast, a company may in many circumstances lose tax advantages
if it does not use the same, required depreciation rules in both its normal accounting

statements and its tax statements.

Depreciation is a non-cash expense and we usually think that its only effect on cash
flow is by way of incometax. But in the case of aregulated company, depreciation can
have another sort of cash flow effect if prices, as fixed by the regulator, are based on the

results of accounting statements.

A specia accounting regime for depreciation applies to public service
concessionaire enterprises. The rules have been defined mainly by the general accounting
scheme (plan comptable général) and administrative circulars (instructions) issued by the
Ministry of Finance. The rules are complicated, but one basic objectiveisclear: the
concessionaire should be able to expense over the period of the concession al its
expenditures on fixed assets, both initia investments and renewals. Thisis accomplished

by the action of three kinds of expenses — and al three can be, and usually are, used in

therefore left with Ap2.
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the context of a single concession contract: (1) depreciation of the initial investments
(amortissement de caducité); (2) depreciation in advance of expected plant and equipment
renewals, based on original cost (amortissement technique); and (3) a provision (provision
de renouvellement) calculated to make up, over time, the difference between the total
amount expensed through the amortissement technique and the forecast replacement cost.
The concessionaire must calculate (2) based on normal depreciation rules, but it isfree as
to how it will allocate (1) over time, provided that the total value is expensed during the
term of the concession. The concessionaire may use the straight-line method, a schedule
that is closeto its loan principal repayment schedule, a gradually increasing profile to

match expected increasing revenues, or whatever it likes.

Now even if the entire pattern of its depreciation expenses were rigidly prescribed,
it would still seem difficult to talk about “financial balance” by looking at just one year.
Given that it has the freedom to decide how it will allocate the total amortissement de
caducité to each year, the remark is even more pertinent. So how should the judge take
the time pattern of financial results into consideration in determining the financial balance?

| have not seen this discussed in doctrine.

€e) The Question of Profit

The remaining question is how to deal with profit. Jurisprudence and doctrine
appear to give very little thought to this, casually referring to “normal” or “legitimate”

profit — seen in terms of a profit margin, not an accounting return on investment or
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equity.”® To the reader familiar with utility regulation in the U.S. (and now in the U.K.),
this apparent nonchalance is startling. If an important goal of the concessionaire is to
make profit — and this is not doubted — then one would think that it would be quite
important to develop guidelines for determining a reasonable level of profit. We will

return to this puzzle later in the chapter.

One question that we touched on in discussing depreciation policiesis whether the
financial balance of the contract is to be determined in a multi-year perspective or by
looking at just one year’s financial statements. The answer is not apparent from my
reading of doctrine. Given the opinion of de Laubadére et al. (1983: 717), already
guoted, that the financial balance consists of “the approximate relation . . . between costs
and benefits that the concessionaire took into consideration . . . at the moment of contract
conclusion . . .,” itisinteresting to see what a major concessionaire company has to say
about the issue. In amanua published by Lyonnaise des Eaux (1994: 967), one finds the

following statement:

Thefinancia balance of awater service isto be validly judged over a period of severa
years (e.g. the duration of an affermage contract), the costs at the beginning of the period
being in general heavier (initial investments, need for working capital and start-up funds,
small number of customers) and leading to a balance only with the growth in customers
and of quantities sold. The analysis of cumulative annual net cash flows (discounted)
over this multi-year period will lead to a “ net present value” that will be representative
of the financial balance. [emphasis added]

Language like thisis foreign to the way that the French legal system and

Administration conceptualize the issue. The terms “net present value” or “internal rate of

“6 Prof. J.-B. Auby, one of the foremost juristsin this area, has told me (discussion in Paris, July 1994)
that heis not aware of any jurisprudence that links I’ équilibre financier with notions of financial rate of
return in any way.
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return” are used rarely, if at al, in the legal literature on this subject.*” Y et interviews with
officials of Lyonnaise des Eaux confirm that the passage above indeed reflects how they
approach the problem in their in-house analyses — in complete agreement with modern
capital budgeting theory. If jurisprudence and doctrine were to be consistent with the
statement in de Laubadere, shouldn’t they, too, begin to look at the problem from this

perspective?

4. INFORMAL INSTITUTIONAL AND CULTURAL SETTING
4.1 The Concession in Practice
4.1.1 Price Setting and Revision

The foreign observer who studies the practice of French local public service
concessions — at least before the late 1980s — with ideas of public procurement
procedures and natural monopoly regulation in her mind will be confused at every turn.
The proper frame of reference is instead closer to a private home owner who decides to
have a new roof put on and haggles for a while with the contractor before agreeing on a
price. After years during which public services were outside consideration of the
consumer movement in France (see Auby 1982: 114), French consumers are coming
round to a position that this might not be the most appropriate way for mayors to proceed,
given that it is consumers money that is at stake. But at least this perspective permits an

understanding of why the actors behave as they do.

“" Note that in the contractual scheme suggested by Bureau Francis Lefebvre for a concession, one possible
method for determining the repurchase price that must be paid in a convenience termination by the
municipality consists in determining “the present value of annuities calculated according to the formula
mentioned in [acertain] annex . . .” (Guibal and Rapp 1995: 597, clause 65.2).
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It is of great interest to know exactly what happens during negotiations or
renegotiations over the tariff level. With respect to the initial investment, avoided cost
appearsto play alargerole: Can the concessionaire carry out the work and run the
service for less than it would cost the municipality? Discussions with industry and
municipal officials indicate that it was rare until recently for a municipality to carry out a
developed cost-benefit analysisin preparation for negotiations with a concessionaire
(perhaps excluding the larger cities). The process was often an informal and simple one,
consisting of some rough calculations. In effect, the concessionaire s sales pitch for a
water supply project might go along these lines. “If you were to do this yourself, your
investment costs would be X and your loan terms from the national bank would be Y.
Add on operating costs, divide by quantity, and this works out to acost of C per cubic

meter of water. Now we can do it for you for alower price P per cubic meter.”

With respect to price revisions during contract performance, it is said that these
have very much of a cost-plus flavor: the concessionaire sets out what it will cost it to
carry out the technical modification and then adds overhead and a profit margin. This

serves as the starting point for discussions.

There can be no doubt that great disparities exist in the cost information at the
disposal of the concessionaire company and the municipality. It issimply unredlistic to
imagine that they are equal in any rea sense at the negotiating table, unless the
municipality has hired specialist consultants — and even then, it isa commonplace in the

trade that atrue operator has a much better sense of what an efficiently run plant costs to
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build and run than even the best engineering consultant. Given the informational

asymmetries, one might expect many disputes.”® Has this occurred?

4.1.2 Recent Criticism

Criticism of French concession companies and arrangements has stepped up in
recent years, and consumer groups have begun to go on the offensive. In areport on
water and wastewater services issued by the French Auditor’ s Office (Cours des Comptes)
in January 1997 (Cours des Comptes 1997), the Auditor notes that abuses are common in
concession and affermage arrangements. Some of the common problems are: lack of
clarity in the contracts concluded; unbalanced contracts to the detriment of the
municipality; unreasonable price adjustment formulas; insufficient preliminary studies and
deficient knowledge by the municipality of the physical system before signing the contract;
dlack or nonexistent auditing and monitoring of the private operator’ s activities by the
municipality; uninformative reporting by operators; and lack of good information about
ongoing costs, which puts municipalities at a disadvantage in negotiating contract

amendments.

In general, the Auditor found a striking lack of transparency throughout the
industry and concluded that in many cases it appears that private-sector participation
actually prevents good information from reaching elected officials and consumers. The

report concludes that municipalities need assistance to help them negotiate sound deals

“8 Suppose even that municipalities makes unbiased estimates of the concessionaire’s costs (including
normal profit). Then, in one-half of the cases they will find that concessionaires will refuse to come down
to what the municipalitiesinitially think is the right price (unless a concessionaire is willing to take aloss
for one reason or another).
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with the mammoth French utility companies, which are in a much stronger bargaining

position.

4.1.3 ThePuzzle

At this point, we are left with a puzzle. One might think that these contracts
would break down frequently — that municipaities would feel at a disadvantage and that
it would be difficult for the parties to reach agreement. Consider the following:
information asymmetries are gredt, in part because market signals are weak owing to the
idiosyncratic nature of investments; in addition, municipalities traditionally do not use
outside consultants to help them in negotiations with concessionaires; with regard to
technical modifications, it is often the municipality that needs these with some urgency,
which puts it at a bargaining disadvantage; and finally, neither the contracts nor the law
gives clear rules asto how to determine anew price. Yet, according to interviews,
revisions are often requested by concessionaires and agreed by municipalities.
Municipalities rarely think of challenging a concessionaire before an administrative
tribunal, and use of a three-member price-revision commission is a method seldom

resorted to.*°

Moreover, two pieces of evidence from the law itself suggest that the periodic
process of contractual adaptation in general goes smoothly (at least until the present wave
of dissatisfaction began). First, according to aview broadly in harmony with the “new

ingtitutional economics,” it is reasonable to think that the complexity of law in a particular

“9 Again, it needs to be stressed that the situation has begun to change dramatically in the last five years,
under pressure from consumer groups.
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domain develops in response to demand.™® We noted the high level of detail in the theory
of imprévision. It seems reasonable to surmise that temporary difficulties of an extreme
kind and consequent requests for relief from concessionaires are likely to provoke
disagreements between the parties that would push concessionaires to complain formally.
It is understandable that a mass of legal rules would be developed as aresult. But asfor
how to reestablish the financial balance of the contract on a permanent basis after a
technical modification or a continuing cost increase takes place, the law consists only of a

few general maxims.

Compare for amoment the elaborate development of the rules of rate of return
regulation in the U.S. Anintriguing question is why the criteria for the “financia balance’
of the enterprise have been regarded so casually in France and, in contrast, elaborated with
such obsession in the U.S. Since there are many differences between the two situations —
including acomplex of historical and cultural differences — it isrisky to single out only
one factor. The historical record in the U.S. shows clearly, however, that the elaboration
of the rate of return doctrine arose in response to a heated and lengthy dispute between
state and local public authorities, on the one hand, and companies, on the other, over the
level and structure of public servicerates. It istherefore quite reasonable to suppose that
one answer to the question of why the issue is hardly considered in France, why the law
seems to brush the issue aside with afew maxims, is that the parties rarely have had

disputes about it; and for the answer to why not? we may have to look beyond the law.

0 Cf. Libecap (1996), showing that mineral rightsin the U.S. West became more precisely defined as the
value of the resources increased.
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The second piece of evidence from the law that supports this tentative conclusion
consists in the renegotiation clauses that exist in the standard contracts. These are much
broader than what most lawyers would feel comfortable with in private-law long-term
contracts, even between reasonably equal parties. It is hardly likely that such open-ended
clauses would have remained in the standard and model contracts for so long if the
Administration saw that they destabilized the contracts — a point similar to that made by

Joskow in the context of coal-supply contracts.>

To unravel the puzzle of what keeps the contracts together, we will take a detour
and look at the peculiar way that these contracts are regarded in France — the underlying
contractual culture. First however, we will explore an aternative explanation that depends

on the influence of reputation.

4.1.4 Reputational Concerns

It seems clear that reputational concerns play an important role in moderating the
concessionaire' s final negotiating position in France. Word travels fast, and if a company
IS seen to be making outrageous demands, this will not encourage other municipalities to
contract with it. The fact that the playersin France are restricted to a handful of
companies whose activities are national in scope — the most important by far being only
two in number — may go far in explaining the greater moderation exhibited by the French

companies compared with the U.S. companies at the turn of the century.

But the impact of reputational concerns must be seen in connection with the

asymmetry of information between municipality and concessionaire. The concessionaire’s

L «[A long-term] coal contract would not contain a scheduled reopener provision if holdups associated
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reputation will be harmed only if it is perceived as gouging the municipality. Thereisa
broad price range for which observers on the outside may reasonably differ as to whether
aprice lying within the rangeis “fair” or not. Reputational concerns may set an upper
limit to a price, but that limit will depend aso on the readiness of the municipality to

believe that a price proposed by the concessionaire is “unfair.”>

The influence of reputation could be a sufficient solution to the puzzle noted above
— why these contracts have not broken down more often. But there is another, more

Speculative, explanation worth exploring, to which we will now turn.

4.2 Modes of Governance
4.2.1 Roleof Contracts

Written documents called “contracts’ may serve different purposes. One
influential theory of contracts stresses the idea that a contract involves a commitment.
Not all written expressions of planned arrangements between two parties are contractsin
this sense. People often draw up lists of things they have agreed upon simply as away of
making sure that there are no misunderstandings between them; they may have no
intention of ever seeking to enforce such alist asif it were a contract. Two friends, for
example, may write down the day and time they have agreed to go to a movie together,
with the tacit understanding that either one can call it off or propose a change at any time.
Such a memo, taken alone, would probably not be held to constitute a contract. But some

purported contracts share many features with a simple writing like this. Consider a note

with sunk relationship-specific investments were thought to be severe” (Joskow 1990: 264).

*2 |n an article on commercial franchising in the U.S., Hadfield (1990: 978) notes the information
problems in drawing an inference of opportunism. She points out the “great difficulties distinguishing
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that states. “The priceisto be P, but if either one of us proposes a change in the price,
we will then agree on anew price.” If, for whatever reason, the two parties are convinced
that they will have no problem in agreeing on anew price, they may not consider the note
to be abinding promise at all asto price; they may treat it simply as an aide-mémoire. The
promise, if any, isto continue transacting. If it turns out that they cannot agree and one
party takes the other to court, the law may consider the note to be a contract and impose a
duty of good faith bargaining or an implied condition that the new price would be
“reasonable,” depending on the legal system. Or it may find that there was no contract at

al.

The “note” quoted above makes fine sense so long as there is some extra-legal set
of influences that make it likely that the two parties will indeed have no trouble
maintaining their continuing agreement as to the price without actually fixing a specific
price as a binding commitment. It is only when the extra-legal set of influences breaks
down and the parties cannot agree that the statement may be thrown into the arena of the
law and the statement that the parties made may possibly be construed as a contract. And
it isat that point, once it isin the arena of the law, that the statement appears so
inadequate as a contract that one wonders how the parties could possibly have agreed to

it. But it may simply be a particular legal perspective that makes it seem that way.

My hypothesisis therefore that French local public service concession contracts
participate strongly in what one might call the aide-mémoire notion of a contract. Itis

clear that there is an agreement as to continuity of service. But asto particular terms, the

opportunistic behavior from the plausible justifications franchisors can offer.” “Terminations [by
franchisors] rarely result without hint of cause, pretext, or otherwise.”
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writing is seen more as areminder of an agreement valid for the moment than as an
instrument that creates along-term commitment. This may be to state the distinction in
terms that are too strong, but such aformulation has merit as away to shift our

perspective.

It is difficult to escape the conclusion that forces outside the law work to hold
these contracts together: the contracts are highly “relational” in the sense used in Chapter
2. Thisleadsthen to the next question: what are these other cultural and institutional
forces — outside the law — that are less obvious but that have a powerful effect in
maintaining the stability of the concession contracts? It is not the purpose of this
dissertation to offer afully substantiated answer. But it is worth hazarding a guess as to
what these factors might be. The rest of this chapter is presented with the caveat that

what is set forth are only conjectures.

4.2.2 Governance Cultures

A study by the French engineer-sociologist Philippe d’ Iribarne (1989) sheds an
important light on the issue a hand. D’ Iribarne examines how cultural traits affect
management styles by carefully analyzing the relations he finds among management and
personnel in three factories: onein France, onein the U.S., and the last in the
Netherlands. Modeling his approach on Montesquieu’ s effort to seek out the “ spirit of the
laws’ animating three basic types of political structure, he identifies a central principle that
underlies the management style in each factory and, presumably, in each country: for

Franceit is honor; for the U.S. contract; and for the Netherlands consensus.
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In France, according to d’ Iribarne, every hierarchical relation is colored by the idea
of the nobility of the superior relative to the subordinate. We can identify several

interrelated clusters of values:

1. Professionals, e.g. engineers, have their own interna system of values and sense of
duty, associated with membership in their professional group. “This sense of duty
is not to be viewed as part of a perspective of contractual relations. It isaquestion
rather of accomplishing duties that custom attaches to the particular category to
which one belongs (the duties of one's estate)” (p. 27). Once good relations are
established, people are ready even to go beyond the terms of their job descriptions
if duty calls (p. 53). Moreover, if professionals and leaders are obeyed, it is not so
much that they have rights by virtue of a contract, but that their station gives them

a status that inspires deference.

2. People prefer to deal with differences by means of informal adjustments and tacit
arrangements; and direct personal relations are the preferred means of achieving a

harmony of interests.

3. Thereisa“duty of moderation, that allows people to work together, even if they
are far from getting along well”; “a great sense of limits that should not be
exceeded” (p. 31). D’lribarne goes so far asto say that “the principle of
moderation . . . appears to be one of the great regulators of French society . ..” (p.

19).
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4. One should be alowed autonomy in one’ swork: “To monitor and oversee
[contréler>] testifies to an offensive lack of confidence towards someone that one
judges to be incapable on his own of fulfilling the duties of his‘estate’” (p. 46). A
wall of opacity around activities helps shield against meddlesome supervision from
outside. The U.S. ideathat one sees one'srole as being “accountable to” and

“reporting to” another is not the French approach.

5. Regulating human relations by means of a detailed codification of rights and duties
is viewed with repugnance; it smacks of the ignoble mentality of the trader. “The
contractual approach models hierarchical relations on the relations between a client
and asupplier” (p. 95); and this signals a servile attitude. Pursuing one's

contractual rights to the very limit, splitting hairs and quibbling, appears vulgar.>

Might these ideas be of help in understanding the relations between municipalities
and concessionaires in France? Let us start by trying to tell the basic story within

d'Iribarne s framework of ideas.

A municipality delegates the execution of a particular public service to a concessionaire,
setting out the basic performance goals. The concessionaire views itself as having been
entrusted with a“noble” mission that it will accomplish in accordance with its sense of
professional pride and duty. Too close afocus on the details of the written contract
would be viewed as forcing the relation into that of a mere “client and a supplier.”
Monitoring the concessionaire too closely would be to subject it to a servile status.

3 «Controler” is one of those ambiguous words (with close variants in many European languages) that
give headaches to translators of laws and contracts. The traditional meaning in French is close to ex post
verification and does not imply any idea of directing the course of activities ex ante. But the latter
meaning creeps in from time to time.

> To French scholar Lorrain (1993: 34), the detailed set of regulations and close supervision that typify
Anglo-Saxon regulatory practice are a product of “a culture of distrust, of a negative relationship between
the two parties.” But this may not be the way it appears to Anglo-American actors themselves. They may
feel more secure with the structure given to the relationship by the complex of rules.
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At least at the level of ideology, the fit is quite good. Let us now look more
closely at the two fundamental and reciprocal parts of the process: first, deference toward
concessionaires on the part of the municipalities; second, a certain measure of self-control
on the part of the concessionaires, without which the first part would lead to egregious
abuse. Again, the reader should bear in mind that the following sections are in the nature

of educated speculation.

4.2.3 Delegation and Deference
a) French Preoccupation with “ Delegation”

Writers take pains to point out that the genius of the French method is that it
involves the delegation of aloca public service. “One cannot assimilate the
concessionaire to an ordinary service provider, . . . itsresponsibilities are broader. . . . It
isthe extent of its mission that explains the peculiarity of its status’ (Loosdregt 1990:
777). And again: “. .. theideaof public service delegation that is at the heart of the

singular notion of the concession that we know” (Auby 1992: 101).

The term “delegation” of public service began to be used in the 1980s in doctrine
and administrative texts. It was expressed in legidation for the first timein 1992 and,
more well known, in the Lol Sapinin 1993. The Conseil d Etat picked it upin 1994. Itis
clear, however, that the concept itself goes back along way in French thinking on the

subject.”

But what exactly does the delegation of alocal public service mean? So far, no

law or jurisprudence sets forth the exact criteria that would give an answer, and doctrinal

*® See, in general, Limouzin-Lamothe (1996: 572), Terneyre (1996: 588), and Delvolvé (1996: 675).
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writings on the subject in the past few years give quite varied interpretations.®® There
seems to be a common opinion that there is indeed something quite special to the idea of
“delegation,” and that it is different from simply purchasing a service, but the essence of

the term is hard to capture, and at times one feels that it might well be metaphysical.

Nevertheless, one can discern two broad aspects. Near the end of hisreview of

the issue, Raymundie (1995: 79f.) concludes:

The true delegatee in the final analysis is one who has freedom of initiative and maneuver
for the entirety of the decisions needed for the functioning of the public service.

One aspect, then — the first part of the sentence above — focuses on the extent to
which the public authority allows the company freedom of action, on the degree of
autonomy of the company. A public authority must specify the objectives of the public
service; but thereisagreat deal of variation in principle as to what kind of constraints, if
any, it places on the means used by the company. The French idea of delegation therefore
stresses that very few constraints are placed on the means. the contract is performance

oriented.

Of course thisis amatter of degree. The archetype of delegated local public
service is the concession contract. Looking at the standard contract for water distribution
(1961 version), we see indeed that the concessionaire’ s obligations stress output: the
guantity, quality, and pressure of the water to be supplied and maintenance of the system
in good working order. But the concessionaire is not given complete freedom to choose

the investments that it needs to be able to meet the output requirements: it is obligated to

% See, for example, Auby and Maugiié (1994: 117); Guibal and Rapp (1995: 329); Terneyre (1996); Rapp
(1996: 624ff).; Delvolvé (1996: 691).
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construct the physical works in accordance with a project scheme attached to the contract
that must “ define and justify with precision the composition and layout of the different
works, the nature, the quality of material to be used as well as the conditions for
implementation of these works.” So the contract must specify very important aspects of
the means to be used by the concessionaire to achieve the output goals. “Delegation” is

certainly a matter of degree.

Linked to the emphasis on ends rather than means is the idea that the delegatee
carries out its activities for its own account and therefore bears alarge part of the risk —
i.e. itistheresdua clamant. Though the exact rationale is generaly not made clear in
doctrine, the idea does make good economic sense. Making the company the long-term
residual claimant givesit an incentive to choose the best means to accomplish the
objectives set for it. So the municipality can focus on the objectives and let the company

choose the optimal means to achieve them.>’

The second aspect that one can see in the sentence quoted above from Raymundie
(1995) (“entirety of the decisions needed”) is the idea that the contract in question must
encompass all aspects of the public service: it must be broad in scope. The Consell d' Etat
certainly had something like thisin mind in its opinion (avis) of 7 April 1987 (quoted in

Raymundie 1995: 122): a contract by which an entrepreneur is given responsibility for

> One difficulty with this approach to “delegation” is that it would exclude two types of contract that are
traditionally considered to be varieties of delegated public service: the régie intéressée and the gérance
(cf. Auby and Maugtié 1994: 118) because they are cost-of-service in nature. In these contracts, expenses
are paid from the municipality’ s budget and so the municipality would normally want to retain much more
control over the company’s activities. Guibal and Rapp (1995: 332) try to get around this evident problem
by creating two categories out of the group that is not subject to the usual public procurement code: a
public service contract, involving true delegation; and public service procurement, the latter comprising
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“the performance itself [exécution méme] of a public service is not a public procurement
[marché] and, in consequence, is not subject to the public procurement code.”*® For
example (my examples, not those of the Conseil d Etat), a contract that involved only
maintenance of awater pipe network or only meter reading would not qualify as a public
service delegation: it would be asimple service contract. The ideain doctrine that
delegation involves or tends to involve direct contract with users and the collection of fees
from them could be seen as linked to this aspect — i.e. vertical integration all the way to

the user.

The disadvantage of this approach is that it leads to inextricable semantic
problems. Just what is an entire public service? s solid waste handling one single service
consisting of two parts, waste collection and waste disposal (not to speak of the possibly
intermediate activity of waste processing)? Or isit really two public services? Isbulk
water supply and distribution only half a public service or awhole public service all by

itsdl 7>

Scholars recognize that this state of affairsis not satisfactory, but the discussion

continues to remain at an abstract level making it quite difficult to reach any resolution.

the régie intéressée and the gérance. This approach does not seem to have been followed by others,
however.

%8 Frankart (1990: 764) explains this sentence as follows: “. . . the contract must effectively delegate to
the company the entirety of the tasks that make up the performance of the service and not just some of
them.” Note, however, that this opinion of the Conseil d’ Etat does not have the force of a published
judgment (arrét) in a case (see Llorens 1992: 55).

% One advantage of this approach, however, isthat it could account for the régie intéressée and the
gérance.
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The issue of “delegation” has also figured in the confrontation between the efforts
of the European Union (EU)® to introduce more competition into the public procurement
of goods and services and the traditional French notion of intuitus personae.®* Beginning
in the 1970s, the EU Council of Ministers has issued severa directives on public
procurement, drafted by the European Commission. These directives require varying
degrees of publication, openness, and competition in procurement procedures (above
certain monetary thresholds) — open, restricted, or negotiated procurement — even at the
local-government level. They are first required to be implemented by the laws of member
countries, though the degree to which this has happened in a manner true to the letter and

spirit of the directives leaves much to be desired (Adler 1994).

A lively debate took place over the topic of public services, beginning in 1988.
There was strong resistance on the part of some countries and organizations, including
France, against the application of the EU Services Directive to the delegation of public
services. One can understand this, given the French insistence that the delegation of a
public service is something quite different from its mere procurement. But one has the
impression that the European Commission simply does not see any difference in essence

between the two.®

% For simplicity, the abbreviation “EU” will be used here even with reference to the period of the
European Community before the signing of the Maastricht Treaty in 1993.

®! See, e.g., Troger (1995: 118-33), Raymundie (1995: 192—229), Auby (1992), Folsom (1995: 184-190),
and Adler (1994).

62 Beyond the questions of definition and principle in the debate on this issue lies a matter of practical
consequence: the problem of effective reciprocity. The EU directives do not obligate alocal government
to go the private route. So if local public service concessions were opened up to intraEU competition,
those countries that do have a strong tradition of private-sector involvement in local public services, such
as France, would face competition from foreign companies; whereas countries in which local public
services are handled for the most part by local public entities, e.g. Sadtwerke in Germany, would in this
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After the regjection of a number of drafts of a clause that would include public
service concessions in the Services Directive, the effort was abandoned in 1991, and the
Directive was issued in 1992 with no mention of public service concessions (see
Arrowsmith 1996: 366). Instead, it was agreed to set up a “observation” group that
would examine the issue and report back by the end of 1995. By September 1997, the
group had not yet been set up, and no new drafts concerning concessions were under
consideration. The issue thus rests unresolved in EU law and is likely to do so for some
time.®® Asfor France, happily “. . . French law has been able to adapt itself and has
‘resisted’ the temptation to confuse genres between public procurement contracts and

contracts of public service delegation” (Raymundie 1995: 229).

b) Incomplete Contracting Perspective on Delegation

In the preceding section, we have looked at how important it is to the French that
aconcession involves a delegation rather than just the provision of a public service. When
we view the question from the perspective of complete contracts, it is hard to see what al
the fussis about. The issue seems to boil down to the difference between a contract to
supply a specified service and a contract to perform a specified activity. Sincein the

contracts we are looking at the activity in question resultsin, and is judged by, the supply

way be able to exclude foreign competition. This asymmetry of effect is the motivation for much of the
debate on the French side, to such an extent that it is not clear how serioudly, in this context, we should
take some of the theoretical discussions that aim to distinguish delegation from procurement.

8 A concession in which the facilities constructed by the concessionaire are to be returned to the
municipality at the end of the term (asin most of the local public service concessions we are considering)
might be considered by EU law to be a* public works concession” rather than a public service concession,
and in that case, award of the concession would be covered by the Works Directive of 1993. But the
requirements for this procurement are minimal and do not include competitive procedures of any kind, not
even competitive negotiation (Arrowsmith 1996: 355, 357-359).
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of a specified service to third parties, there seems to be no operational difference between

the two notions. Perhaps the perspective of incomplete contracting can shed more light.

One way of dealing with contractual incompleteness, as noted in Chapter 2, isto
designate one party whose right it isto fill a particular kind of contractual gap when it
appears. One plausible hypothesisis that municipalities have been quite trusting toward
concessionaires and for the most part have accepted the concessionaires' price proposals
during renegotiations, perhaps after mild bargaining over certain points. Until recently,
the price of water and wastewater services in France have been quite low, and if
consumers did not complain, why should the mayor spend his time haggling with the
concessionaire, since the money would not come out of the city budget in any case.
Moreover, the municipality is usualy in avery poor position to challenge the

concessionaire' s cost estimate, given itsrelative lack of expertise and experience.

Different metaphors and models can shape the way actors behave and expect
othersto behave. In France, there is frequent reference to the idea of a*“delegated public
service” Inthe U.S,, due to the influence of economic thought and public policy studies,
there is atendency to look at the relationship of the regulator and the regulated entity as a
principal-agent relationship. “Delegation” puts an emphasis on the idea of giving a
certain freedom to the other party; whereas “principal-agent” conjures up the idea of the
principal trying to get the agent to do what the principal wants —a constraint on freedom.
“Delegate’ stressesthe fact that A must not meddle with the meansthat B uses, while
“principal-agent” calls attention to the fact that A wants to realize certain ends through

B. Infact, these are two aspects of the same process, and they can be modeled formally in
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exactly the same way. But perhaps the use of different words to describe the processin

the two countries is significant.

We may speculate that regardless of what formal legal jurisprudence and doctrine
have to say, the idea of delegation creates a broad penumbra affecting attitudes and
practices and according the concessionaire a kind of privileged independence.
“Delegating” involves putting responsibilities on someone else's shoulders; perhapsit is
not a difficult step to turn it into an attitude of letting the other do what he wants. In
short, the idea of delegation serves as a vague overarching principle helping to fill
contractual gaps when they appear. A concept that is puzzling from the perspective of

compl ete contracts begins to make sense in aworld of incomplete contracts.

There is support for this interpretation in the observations of French
commentators. “For many local administrators, the concession, at the beginning of the
century, was associated with the idea of abandon; even though this reflex is not completely
extinguished today, for many, the concession no longer rhymes with the idea of abandon”

(Auby 1982: 45). But Lorrain goes further:

[T]he culture of delegation itself contains the idea of transferring the problem to a
specidist . . .

[P]ublic officials delegate the work so as not to have to dedl withiit. . . .
Unconscioudly, delegation is synonymous with transfer. . . .

The officials are not fully acquainted with the details of the contracts signed by
themselves or by their predecessors. They assess the quality of the management of the
service by the public’s response. Aslong asindividual complaints are not pouring onto
their desksto criticise the service, it is considered to be running well, and the question of
the profitability of the operation — so important for their Anglo-Saxon counterparts —
becomes a secondary consideration. [Lorrain 1992: 90]

159



A “hands off” attitude pervades the custom of French concessions — regardless of
the formal law on the subject. In short, there is reason to think that concessions have
often been associated with a municipality’s ceding a great deal of responsibility and
deferring to the concessionaire' s expertise, even on price matters — especialy for smaller

municipalities.

4.2.4 Professional Normsand Self-Regulation

The preceding section gives only one side of the picture, however. The next
guestion raised is why concessionaires did not grossly abuse the position of trust accorded
them. Despite recent criticism and revelations (see section 4.1.2), when one compares
their behavior with what occurred in the early years of this century inthe U.S,, it seems
clear that French concessionaires have indeed avoided outrageous behavior. Thisis not to
say that they have not made substantial gains from their contracts; for lack of data, this
dissertation takes no position about the extent to which French concessionaire companies
might have managed to earn monopoly rents over the years. The point issimply that if
they have been greedy, they have managed to keep their greed within bounds. A noted
scholar of public servicesin France, Dominique Lorrain, does not even consider the idea
that it is the municipalities that have regulated the concession companies, as the companies
sometimes claim. According to Lorrain, the mode is self-regulation and self-limitation of
monopoly power by the companies, which he believes is effective, at least to an important

extent (Lorrain 1991: 107).
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One could explain this self-control as entirely the result of reputational concerns. |
would argue that thisisnot dl: d Iribarne’s analysis has relevance, t00.** Thereisavery
strong sense of professional honor — quite specia to France — which may well have a
restraining influence. The other elements of d’ Iribarne’ s analysis seem pertinent dso. A

brief account follows.

Strong social ties and a special culture permeate the upper ranks of the two main
municipal service companies in France and link them with the central government and with
broader public interest — some would say Sate interest — concerns. We see a self-
conscious governing elite that transcends the public-private dichotomy. Suleiman (1978:
5), in aclassic work, refersto that “incontestable phenomenon: the dominance and

stability of France' s governing elites and their institutions.”

The education of this elite is by way of the grandes écoles — in particular, the
Ecole Polytechnique and the Ecole Nationale d Administration (ENA). “France has one
of the most clearly established mechanisms for the creation of its elites of any Western
society” (Suleiman 1978: 17). Studentsin the grandes écoles are imbued with a sense of
service for the State and loyalty to their peers. arecognized function of these schoolsis
“their contribution to political stability and order” (p. 42). A career of State servicein
France is considered a prestigious path to follow. They are trained to be leaders. (Note
that despite its characterization as an engineering school, Polytechnique stresses general

analytic skills and does not attempt to produce narrow specialists.)

% These ideas can also be subsumed under reputational concernsiif thisis seen in a personal or social-
group sense rather than in terms of company reputation. An explanation consistent with neoclassical
microeconomics is not precluded if we shift focus to the managers' personal utility functions.
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The best graduates of the grandes écoles normally enter one of the grands corps
(sometimes after having gone through further schooling), elite organizations with public
service responsibilities. For the graduate of Polytechnique, the most prestigious of the
corps are the Corps des Mines and Corps des Ponts et Chaussées (the latter involving
itself agreat deal in civil works and most recently in urban development — see Thoenig
1987). For the ENA graduate, the best choices are Inspection des Finances, Consell
d’ Etat, and Cour des Comptes. Many top central-government and parastatal posts are
filled by members of the grands corps, each corps having an strong influence over a

particular ministry, or public organization or sector.

What is especially interesting is the link between public and private sectors. After
serving in the public sector for afew years, it has become more and more common for
graduates of Polytechnique or ENA to leave it to enter private firms, a process referred to
as pantouflage. Thisis not considered aradical departure, but a path that follows a
natural continuity of purpose (Thoenig 1987: 21). A great number of prominent managers
of large private businesses in France were formerly high-level civil servants (Suleiman
1978: 242).%° Since members and former members of a particular grande école or grand

corps often feel more of a bond with each other than they do to the particular organization

® The career of one of Lyonnaise des Eaux’ presidents, Albert Petsche, is agood, and not atypical,
illustration. Graduate of Polytechnique and the Ecole des Ponts et Chaussées, Petsche afterwards received
alaw degree and then entered into the national civil service, working with municipal water services and
public works for a number of years. When he became head of Lyonnaise des Eaux in 1896, it was, as one
commentator has put it “to leave the service of the State, but not the public service”. The next president
was Ernest Mercier, who took the reinsin 1933. Graduate of Polytechnique aso, Mercier worked with the
Nava Ministry before moving to the private sector. Pierre Chaussade, president from 1970 to 1980, had
been a central government prefect and then Secretary Genera of the government of Algeria before coming
to the company.
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in which they find themselves working, there is more and more a commitment to shared

goasin the public and private sectors at the central level (p. 265).

The introduction to a recent collection of essays by members of a prestigious
French study group set up to examine the future of public utility servicesin Europe cals
attention to the different traditions among the countries of the European Union and the
policies of the European Commission (Stoffaés 1994: 7-23). It isworth quoting at length
from the final paragraphs of the introduction, even though they refer more particularly to

public services at the State level:

The large French public service enterprises voluntarily call on engineer-economists —
experts trained to make the link between economics and technical fields— to conceive
their investments, their tariff systems and their strategic decisions. The French school of
engineer-economists, coming notably from the Ecole Polytechnique and the technical
corps of the State [e.g. corps des Mines and corps des Ponts et Chaussées] have
distinguished themselves for many years in developing a scientific doctrine to guide the
economic choices of public enterprises and the construction of infrastructure. [Stoffaés
1994: 21]

In this connection, we note that French doctrine in distinguishing between ordinary
procurement and the delegation of a public service often speaks of the concessionaire as
undertaking a*“mission of public service” (e.g. Auby and Ducos-Ader 1969: 29f.). “[T]he
engineers of private French companies have a competence and a certain work ethic that
cannot be reduced to the defense of public or private monopoly interests’ (Lorrain 1993:

39).

Within the same governing elite are the graduates of ENA, spread out in both
public sector and private sector: e.g. Jérome Monod, present head of Lyonnaise des Eaux
(ENA, then Cour des Comptes); Jean-Marie Messier, CEO of Compagnie Générale des

Eaux, (Polytechnique and ENA, Inspection des Finances). Recruitment of the greater part
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of the membership of the Consell d’ Etat is from the top graduates of ENA. A smaller
number (about one-third) of the members are designated by the government and include
many elite political appointees — former ministers, etc. Costa (1993: 105) believes that it
isgenerally agreed that the Conseil d Etat is the “the greatest of the grands corps’ — the
“cream of the French civil service” (Brown and Garner 1983: 41). A movement toward
the private sector is apparent also from the Consell d’ Etat. 1n 1992, 37 (12%) of its
members were on extended |leave — some or most of whom certainly in the private sector

(this does not count those who have resigned) (Costa 1993: 71).

No implication is being made here of complicity or wrongdoing; it isssimply being
suggested that there is a certain harmony of interest: “. . . acertain common outlook and
amutual regard between the leaders in the business world and the top levels of the

administration” (Brown and Garner 1983: 26).

None of thisis solid proof of what Lorrain calls the “self-regulation” of the large
French municipal service companies. But it lends some support to the idea. With strong
informa ties between the State and industry at the top level, the distinction between

regulation by the government and self-regulation becomes fuzzy.

The ideas above also apply to the other side — to the deference accorded to
concessionaires. In atelling phrase, Suleiman (1978: 279) wrote in 1978 (but things have
begun to change since then): “What the French elite has been able to do isto have its
standards of competence accepted by society. The grands écoles and the grands corps not

only create the élite, but set the conditions that determine the recognition of the elite”
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(italics removed). In short, these elites have laid the very foundation for the deference

that sustains them in power.

5. CONCLUSIONS

5.1 Underlying Features of the System

The economic and legd literature and the early experience in the U.S. of municipal
franchises indicate the problems that can arise with regulation-by-contract. What factors,
therefore, are responsible for its apparent success in France at the local government level
— despite some shortcomings? The first observation that may be made is that the nationa
government has played a much more active role in making the system work in France that
either the federa or state did in the U.S; thisis, in effect, aregulatory role. One might
even say that, whilein the U.S,, the PUC is said to play mixed legidative, administrative,
and judicia roles, in France — before 1982 at |east — some of these functions were
dispersed among different institutions (though not with any neat one-to-one
correspondence): an oversight ministry that wrote standard contracts; prefects and
deconcentrated field services that intervened in a number of ways; and a system of

administrative courts that adjudicated in case of disputes.

We have noted in Chapter 2 the important role played by the ultimate adjudicator
in dealing with the inherent incompleteness of long-term contracts of thistype. In contrast
with the U.S. experience, the French system furnishes this adjudicator with arich
collection of speciaized background rules — both mandatory and default — that help

provide consistency and predictability.®® And there can be no doubt that the use of

% |_egislation since 1993 has created even more mandatory rules (see Delvolvé 1996: 688ff.).
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standard contracts has helped maintain the stability of the system. The early historical
record in the U.S., in contrast, points to the frequent practice of private companies
preparing grossly one-sided contracts and shoving them under the noses of naive or

corrupt municipal officials. There waslessrisk of this happening in France.

Y et the evidence suggests that other forces are at play and that they probably even
outweigh the impact of the formal legal system. In fact, the formal legal system has played
arelatively minor role in bringing stability to the system, and city officials have played
little attention to the formal document.®” Chapter 2 presented several methods that can be
used to deal with incompleteness. French concession contracts rely heavily on
renegotiation as a method — formally at least. Chapter 2 suggested, however, that this
method is often unstable because of the wide bargaining zone that characterizes
renegotiations in the presence of relationship-specific assets. It is contended that, at an
informal level, the French approach strongly subscribes to another method outlined in
Chapter 2: in the face of incompleteness, one party has played the preponderant rolein
filling the gap; and this ends up creating much more of a cost-of-service result than one
might expect. We note also that French concession contracts are highly relational: the
delegation/deference of the local authorities to the concessionaire has been balanced (to

some extent, at least) by an extra-legal self-regulation on the part of the concessionaires.

Because of the highly relational aspect to the contracts — in some ways, as we

have noted, they are more like an aide-mémoire — this overview has not answered an

%7 One city official told mein aconfidential interview that when he first arrived at his post, his staff had
difficulty smply locating copies of the contracts — not to speak of having a good understanding of the
city’ srights and obligations under them.
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important question: How great an effort would be required to create explicit, detailed
rules to handle the most common problems of incompleteness in these contracts? The
genera French experience has not moved in that direction and so we do not know. But
this may be changing; the Lyon case study will present an opportunity to return to this
guestion.

5.2 How Exportable is the French Model?

French companies and the French government have promoted the French
contracting model as one which other countries — e.g. developing and transition countries
— can easily adopt. Developing and transition countries do have alot to learn from the
French approach, which has fully grasped that a contract of thiskind is likely to be
incomplete in many ways and that the law and the administrative courts have an important
roleto play infilling gaps and even, at times, in overriding the parties’ intentionsin the

interest of public policy.

But if there is one thing that this review has emphasized, it is that the French
model of public service contracting cannot smply be encompassed within the four corners
of awritten document, the concession contract itself — or even in enabling legidation at
the national level. There should be no doubt that the contract itself is only one element in
avast and complex array of institutional forces that hold the system together. In
particular, will the partial self-regulation by companies (and we are not just speaking of
French companies), due to reputational concerns or to professional norms and social ties,
be found in these other countries? We have no reason to think that this can be taken for

granted.
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CHAPTER 4

CASE StuDY: LYON, FRANCE

1. INTRODUCTION AND BACKGROUND

1.1 Purpose of Chapter

Chapter 3 has explored in general terms the French system of delegating
responsibility for municipal services to private-sector companies, and a number of
conclusions were drawn. The present chapter takes a detailed look at one case study, a
thirty-year “concession” contract for the incineration of municipal waste in Lyon, France.
The fact that the origina contract, signed in 1985, was incomplete in significant waysis

attested by the occurrence of five amendments in the space of ten years.

Looking at the Lyon case study can help us better understand the conditions under

which regulation-by-contract can be made to work well — and also its limitations.

1.2 Le Grand Lyon*

In 1966, four “urban communities’ (communautés urbaines) were created by
national law to permit a more coordinated management of certain urban functions. The
four were Lyon, Bordeaux, Lille, and Strasbourg. (Since then, several other urban

communities have been formed voluntarily.) Greater Lyon encompasses 55 communes.

! The Communauté Urbaine de Lyon was referred to unofficially as “La Courly” at the time the contract
was signed, and this nickname is used in the contract itself. It was only in 1991 that the name “Le Grand
Lyon” — i.e. Greater Lyon — was adopted officially, even though people outside the administration often
continue to use the old term. For simplicity, Greater Lyon will often be referred to ssimply as “the City” in
this paper. The Commune de Lyon will be referred to by using its full name, not just “Lyon.”
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Covering 1.2 million inhabitants, with 422,000 in the single commune of Lyon alone, it is

the second largest urban areain France in terms of population.

Greater Lyon is governed by a council representing the 55 constituent communes
and a popularly elected president and executive committee, which meets about ten times a
year. Itspersonnel consists of 5,200 employees. 1n 1995, the operating budget of Greater
Lyon was FF 2.8 hillion and the investment budget was FF 2.4 billion. The responsibilities
of Greater Lyon, defined by law, include those that would naturally be expected to
transcend the boundaries of the 55 communes. urban development and planning and
provision of basic urban services — e.g. transportation, parking, road maintenance, water

supply, wastewater collection, solid waste handling, fire fighting, cemeteries.

Asistypica in France, many of these urban services are contracted out to private
parties in one form or another. In order to coordinate its policies and activities in this area
and to put greater emphasis on financial and economic aspects, a special Contracting-Out
Department (Service des gestions externes) was set up in 1990 within the Direction of
Finance. The department consists of a head of department, three main staff members, and
administrative and accounting support. It is overseen by one of the elected Community
vice-presidents. Its responsibilities involve analyzing proposed schemes for private sector
involvement in urban services, negotiating contracts, monitoring financial progress,
reviewing contract performance, and handling renegotiations and contract amendments. It
carries out its work in close coordination with Greater Lyon’ s technical services. Aswill
be seen in this chapter, the work and zeal of this department have given a new and much

stronger voice to the municipality in its dealings with concessionaires.

169



1.3 Waste Collection

Household solid waste collection for the entire metropolitan area, totaling about
400,000 tons per year, is the responsibility of Greater Lyon. About half of the wasteis
collected by City personnel and the other half by five private companies, which have
twice-renewable three-year contracts. The City imposes atax (taxe) on residents, rather
than a user charge (redevance), which, by law, would have to be more tightly related to
the actual service provided to each user. Tax receipts flow into the treasury, and
expenditures for waste collection and treatment, including payments to the concessionaire
of the Lyon-Nord incineration plant, are made from the City’s general budget. The level
of the tax is periodically adjusted so that it roughly covers waste-related expenditures, but
an exact correspondence is not required since there is no separate budget for this

municipal service.

1.4 Incineration Plants

Lyon set up itsfirst incineration plant in 1930, some time before many other cities
in France. In 1960, the old plant was replaced by another. In the early 1980s, the
capacity of the plant was about to be surpassed, and new environmental concerns and
standards made it necessary to envisage a more sophisticated technology. After rgecting,
for technical reasons, the possibility of upgrading the existing plant, it was decided to set
up two new plants, one in the south of the urban community and the other in the north.
This was considered to be the more cost-effective solution because it would permit district
heating of a densely settled northern part of the metropolitan area and would decrease the
cost of transporting waste. The southside plant, in Gerland, would be constructed through
competitive bidding and run by the City itself, and the northside plant, in Rillieux-la-Pape,
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would be handled through a concession with a private company. Both plants would yield
thermal energy that would be recovered for use in the district heating systems of the city.
The southside plant, with a capacity of 270,000 tons/year, went into service in January
1989 and the northside plant, with a capacity of 180,000 tons/year, in July of the same

year.

In keeping with the law and custom of the times — intuitus personae and free
choice? — no formal procurement procedure was followed in selecting the concessionaire.
Thereisno record of any comparative shopping having been carried out. It was decided
at the highest levels of the Greater Lyon government to conclude a contract with Cofreth,
acompany in the powerful Lyonnaise des Eaux group. City staff were instructed to work
out the details, and a draft contract was approved by the Greater Lyon Council on 24 June

1985.

2. EVOLUTION OF CONTRACT
2.1 Introduction

Although in many ways the Lyon-Nord contract is representative of the French
approach to local public service contracts, it should be noted that in some aspects the
contract and its evolution in the amendments may not be typical. The degree of detail in
the later amendments, beginning with Amendment No. 3, is quite unusual in France — at
least until recent years. Smaller communities, which do not have specialized departments

that deal with public service contracts and do not use outside consultants, usually play a

2 See Chapter 3 for an explanation of the French approach.
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more passive role and are more ready to accept the contracts proposed by concessionaires

— usually containing just the very basics — without much modification.

From time to time in this chapter, reference will be made to two model contracts
for municipal solid waste incineration issued by the Ministry of Interior: the first in 1972
(decree no. 72-677 of 27 June 1972) and the second in 1986 (circular no. 86-142 of 19
March 1986) — the term “Model Contracts’ will be used to identify them. These are
model contracts for the service of operation and maintenance — not model concession or
affermage contracts. Nevertheless, many of their terms are relevant and have clearly
influenced the Lyon contract. Especially interesting are some of the differences between
the two model contracts. As noted in Chapter 3, al such contracts after 1982 are non-

mandatory for local authorities.

So as not to break the flow of the chapter, the contract and its amendments will

first be described without extensive commentary, which will be reserved for later sections.

2.2 Original Contract (September 1985)
2.2.1 Description of Contract Terms

The thirty-year “concession” contract was formally signed on 20 September 1985
between Greater Lyon (“le Grand Lyon,” as the Communauté Urbaine de Lyon is called
— referred to often in the this chapter as the “ City”) and Cofreth.® Cofreth is given the

responsibility for the design, construction, operation, and renewal of the incineration plant,

% The original contract and the amendments state that the contract is between (i) Greater Lyon (at that
time“ La Courly”) and (ii) Cofreth jointly with its special-purpose subsidiary company, to be set up or
already set up, asthe case may be. The name of this subsequently created special-purpose company is
Vaorly. The existence of Vaorly isignored in most of what follows, for the sake of simplicity, and the

172



capable of handling at least 180,000 tons of waste per year. Cofreth has the obligation to
accept at least 180,000 tons per year. Cofreth isto sell the energy produced by the
process to consumers of district heating in the communes of Rillieux-la-Pape and Caluire
et Cuire, and to the national electricity company, EDF. The contract aso includes the
construction of anetwork of pipes for the district heating, but not the operation of the
network, which was to be governed by a separate concession contract with the two
communes, later reduced to just Rillieux-la-Pape. (A tripartite agreement — between
Greater Lyon, the concessionaire, and Rillieux-la-Pape — was concluded in 1987 to

formalize these details.)

Financing of the works is the responsibility of Cofreth, and the contract gives
Cofreth the right to use aleasing arrangement with a “sofergie”’ (a credit institution
specidizing in lease financing for energy-related projects, instituted by law in 1980) to
finance the project, with a payment schedule that implies an interest rate, before
indexation of the payments, of 7.6%." Such authorization by the City was needed because
aleasing arrangement involves a strong security interest of the lessor in the project assets,
and this touches a fundamental interest of the City. (A three-way agreement was later
entered into among the City, the concessionaire and the lessor.) The sofergie selected by

Cofreth was Génécal, amember of the Société Générale group of companies.

contracting party is simply referred to as “ Cofreth” — which, in any case, is the true deep pocket in the
contract.

* If indexation were to a general price index, then the figure given would be the real interest rate. But a
different sort of indexation was used (to be discussed in more detail later), which, apriori, is not
equivalent to general price inflation.
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The pricing terms of the contract are relatively smple.®> Thereisin effect afixed
annual charge of FF 18.54 million and a variable charge based on the quantity of waste
delivered to the plant, FF 22/ton, with a put-or-pay minimum of 180,000 tons, resulting in
atotal unit price of FF 125/ton for the minimum annual quantity.® The fixed annual
charge includes the lease payments, which will terminate after twenty years. Cofrethis
permitted to treat waste received from other sources, and it is allowed to keep 20% of the
gross receipts from this outside waste, the City’s approval being needed for the price that
Cofreth charges other sources. The contract also states (Art. 45(3) ) that the tariffs will
be readjusted definitively no later than at the date of the start of construction works to
take into account the quantity of waste, the updated investment costs, financing

arrangements, and the sales price of the thermal energy.

The contract contains two detailed price adjustment formulas, involving six
published price indices. One formula operates from 1 March 1985 to the commissioning
of the plant, and the other picks up from that point on and adjusts the tariff every three

months. These formulas were modified many times in the following years by contract

> All contract prices in this paper are before VAT, unless otherwise indicated.

® The question of how the two parties agreed on a price is of great interest, especially given the asymmetry
of cost information in their possession. At the time the concession contract was being discussed and
negotiated in 1985, the City had already carried out a study for the Lyon-Sud plant, which would be
designed, built, and operated under the direct control of Greater Lyon. That study had yielded an estimate
for the tipping fee (price per ton delivered to the plant) that would be necessary to cover all costs. This
was the key focal point in negotiations over the Lyon-Nord contract. Essentially all that Cofreth had to do
was set a unit price that was lower than the estimated price for Lyon-Sud, especially given the fact that
one would expect alower price at Lyon-Sud due to economies of scale (270,000 tons/year at Lyon-Sud
compared with 180,000 at Lyon-Nord). There was therefore no great concern over the justification of the
individual lines in Cofreth’ s indicative investment budget. The basic ideawas: Would this be no more
costly than if the City carried out the work and operations itself? If one shakes off the deep-seated
American regulatory presumption that fairness depends on the level of profit earned by the company, one
must admit that this avoided-cost notion of fairness should not be simply dismissed out of hand.

174



amendments. An appendix to this chapter describes the formulas and their modifications

in detail.

The tipping fee to be paid by the City for incineration of the waste also takes into
account the revenue that Cofreth will receive from users from the sale of thermal energy,
supplemented in certain circumstances — when the market price of energy is

comparatively low — by a subsidy from the City.®

The City may terminate the concession at will at any time after fifteen years by
giving one year’ s notice and paying Cofreth “reasonable forecast profits’ and, in certain

circumstances, a sum equal to the undepreciated part of the plant assets (Art. 62).

The original contract contains severa clauses that describe the reports that the
concessionaire must submit to the City (Art. 49-53). Annual technica and financial
reports must be submitted: alist of the minimum contents of the technical report is given;
and, asfor the financial report, it must present operating receipts and expenditures (in
broad categories). The City can require the concessionaire to submit its full operating
account if it wishes (pertaining to its activities in connection with the concession contract

— costs being allocated to the different activities). The City has “the right to verify the

" Article numbers refer to the “ Cahier des charges de concession annexé au traité de concession,” unless
otherwise noted.

8 The concessionaire’ s contractual compensation is based on a specified price P, which isindexed using
the same formula as for the tipping fee. The concessionaire, however, is not permitted to charge more
than aprice Py to users, where Py, whoseinitial value is higher than P, isto be determined on a
current basis by indexation to the market price of energy (no further precision is given in the original
contract; thisis remedied in the 1987 three-party agreement involving Rillieux-la-Pape). If Py <Pc,
Greater Lyon must make up the revenue difference from its general budget. If Py > Pc, Greater Lyon has
the right to set the price to users of district heating anywhere between Pc and Py, and in that case,
Greater Lyon will take the excess revenue.
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information given in these documents’ and can inspect the concessionaire’ s own records

— “all technical, accounting, and other documents necessary for the task.”

2.2.2 Renegotiation of Price Terms

The contract contains an important article (Art. 54) describing the conditions
under which the price terms, or the indexation formulas, will be reexamined and possibly
revised on the basis of justification provided by Cofreth. The clauseisfairly typical of
French concession contracts, but it is even broader than the clause in the Ministry of
Interior’s Model Contracts. It isworth presenting the conditions in some detail, as they
reveal the acknowledged incompleteness of the contract.’ In order to take into account
changes in economic and technical conditions and to “ensure that the indexation formulais
representative of actual costs,” the prices and the formula are open to reexamination and

revision in the following cases:

(1) if, during the course of ayear, the quantity of waste incinerated is appreciably

(“sensiblement”) less than 180,000 tons;

(2) if thereisaconsiderable (“importante”’) variation in the energy content of the
waste or “if amodification in technical and economic conditions, independent of

the concessionaire, significantly affects the balance of the contract”;

(3) if the adjusted unit price (after indexation) is more than 50% greater or less than

the base price given in the contract or the price at the time of the last revision,

® The contract is manifestly incomplete here in the sense that, under the specified conditions, the price
terms of the contract may no longer apply, and there is no rule in the contract stating how to derive new
price terms. Note also that the clauses cited are extremely vague about the boundaries of application of
the existing price terms. Although philosophers may consider the distinction between vagueness and
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(4) if theplant ismodified in size or qudity in a*“substantial” way;
(5) if thereisaconsiderable change (“évolution importante”) in regulations;

(6) if thereisa“dggnificant” change in the taxes and fees that are paid by the

concessionaire;

(7) if the definition or context of a parameter in a price adjustment formulais

modified or ceases to be published without being replaced;
(8 “if economic or socia conditions have modified the balance of the contract.”

It is not stated, however, that such conditions also give the City the right to call for
arevision of contract terms. Note also that, with some inconsistency in spirit, Article 2
recites the canonic statement that the concessionaire undertakes its responsibilities entirely

at itsown risk (“a sesrisgques et périls’).

If the parties cannot agree on arevision, then the issue will be resolved by athree-
member commission, one member being selected by the City, one by Cofreth, and the third
by the other two members. If the two party-nominated members cannot agree on the

third, the president of the Administrative Tribunal will designate the third member.

It isinteresting to compare the two Model Contractsin thisregard. The 1972
Model Contract gives several possibilities for price revision (Art. 16). One specifies that
prices will be revised each year on the basis of actual costs for the preceding period.
Another gives certain conditions that will allow revision of price terms. e.g. if any index

value varies by as much as +100% or —50% of the base value. The 1986 Mode lists

incompleteness to be controversial (see, e.g., Sainsbury 1995: 38), according to the definition of
incompleteness given in Chap. 2, vagueness would be aform of contractual incompleteness.
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several conditions for price revision that are typical in French concession and affermage
contracts (these are aternatives, not conjunctive conditions): every five years; in case of
substantial modification of the facilities; if the remuneration varies by more than 50% of
the base value (or the value at the last revision); if reduction in work time necessitates the
hiring of an additional work shift (Art. 17). But then the 1986 Model goes on to state
that, with regard to new facilities (if a detailed price estimate is part of the contract), “the
structure of the remuneration” is not subject to revision — and by “structure” it appears,
from the rest of the clause, that what is meant are the quantity and quality characteristics
of the various inputs used by the concessionaire. In other words, one can revise unit
prices but not the number of personnel, liters of fuel, quantities and types of spare parts
required, etc. Inthe 1986 Model Contract, the concessionaire is clearly assumed to take
the risk involved in its specification of technical coefficients (input-output relationships).

This added precision is worthy of note.

The contract also contains other reopeners that repeat or add to the conditions in

Article 54:

(1) If itisagreed to modernize the equipment at some point in the future, the terms

of remuneration will be open to revision (Art. 13).

(2) If thereisachangein national emission standards, the parties will examine the
incidence of the new standards on the “balance of the contract” (Art. 25); if new
works are undertaken to bring the plant into conformity with regulations, the
terms of remuneration are open to revision (Art. 17). Thisisbroadly consistent

with the 1972 Model Contract (expenses caused by regulations adopted after
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3)

(4)

contract effectiveness are the responsibility of the municipality — Art. 12).
Thereis an interesting complexity introduced in the 1986 Model Contract in this
regard. Therethe following qualification isadded: “...that part of the cost
corresponding to an identical replacement [shall be] borne by the operator [i.e. in
our case the concessionaire], with a possible deduction being made of any
residual usevaue” (Art. 12). Itisimportant to address thisissue — the fact that
if existing equipment is replaced by improved equipment, the concessionaire
gains something by not having to replace the old equipment in the future as part
of its normal responsibilities. Thisisagood example of the kind of things that
are missing in the loose formulations used in the Lyon-Nord contract. (A more

detailed examination of thisissue is given in section 5.2, below.)

The pricesin the contract “will be adjusted definitively no later than at the date of
the start of [construction] works in order to take into account” any modifications
in the quantity of waste, the cost of investments, financing terms, or the sales
price of thermal energy to users of district heating network (based on agreements
with the concerned communes) (Art. 45). This extremely broad cost-of-service
adjustment or global “true-up” is not based on any clause contained in the Model

Contracts.

All pricesin the contract are established on the basis of “economic conditions’ as
of March 1985 (Art. 45). Thisisa verbatim copy of aprovision in the 1972

Model Contract (Art. 13). This extremely vague provision does not appear to be
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found in the 1986 Model Contract. Perhaps the considerable potential for abuse

had been brought to the attention of the Ministry of the Interior.

The combined impact of these reopenersis to create a highly incomplete contract
that would leave ample room for maneuver by a profit-maximizing concessionaire. It
recalls the hypothesis in Chapter 3 that traditional French concession contracts strongly
resemble aide-mémoires or memoranda of understanding in the way they function. What
ismissing in all these cases is some helpful sense of how one might go about setting new
price termsin case of revison: some guidelines or even just basic principles. Theissueis
simpler for routine operating costs, even though there remains the problem of information
asymmetry; but it becomes more complex for magjor overhauls or for capital improvements
in which cost recovery is spread over time. No guidelines are given, for instance, asto

what to use as the price of capital in such a case.

2.3 Amendment No. 1 (March 1987)*

In March 1987, Amendment No. 1 was signed. Referenceis madein the
amendment to the parties agreement to definitively readjust the terms of the contract no
later than the start of construction, given that original contract was established on the

basis of technical and economic conditions known in March 1995.

The changes that have occurred and that require the amendment, including

modification of the pricing termsin consequence, are the following:

19| nformation on this and the following amendments comes, in the first place, from the amendments
themselves. Additional information comes from associated documents (e.g. the record of the Greater
Lyon city council’ s deliberations leading to approva of the amendment) and from discussions with city
officials. Special documents or sources beyond these are indicated in footnotes.
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(1)

(2)

3)

(4)

In the contract it is stated that the needed land will be acquired by the
concessionaire. It isnow envisaged that the City will acquire the land itself
(different land, in fact — previoudly in the possession of the military) and allow
Cofreth to use it free of charge. Preparation costs for this land, however, will be

somewhat greater than foreseen for the original land.

Certain architectural features are required for aesthetic reasons because of the
visibility of the plant from the nearby autoroute. The contract (work planin
annex, 4.3) called for Cofreth to prepare an appropriate architectural plan and to
submit it for the City’s approval before proceeding with construction. This has
now been done. The amendment does not make it clear why, if this was called
for in the original contract with no mention at all of the need for arelated price
adjustment, the feature is now treated in the amendment as deserving of such an
adjustment; but City staff relate that additional architectural changes were

required.

New environmental regulations, dating from 1986, require a more intensive
treatment of the acid fumes (e.g. HCI and HF) discharged by the incinerator. The
origina contract presumed dry scrubbing, based on environmental regulations

from 1972 and 1976; this must now be modified to wet scrubbing.

By giving a guarantee of the lease payments to be paid by Cofreth to the sofergie,
the City was able to obtain a reduction in the amount of the annual installment

payment (of which there were twenty) from a sum equal to 10% of the total
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disbursement value to one equal to 9.15% (resulting in an implicit interest rate,

before indexation of payments, of 6.6%)."

Modifications (1), (2), and (3) together, and perhaps some other minor changes,
result in an increase in the estimated investment costs for the plant alone (not including the
district heating network, to which there is no change) from FF 178 million to FF 224
million, and an increase in the net financing requirement (for the plant alone), taking into
consideration expected investment grants, from FF 156 million to FF 201 million (in
March 1985 prices). Modification (4) offsets this increase somewhat in the periodic
charge. The overal impact on the price to be paid by the City isto take it from FF

125/ton to FF 140/ton (in March 1985 prices).

2.4 Amendment No. 2 (May 1989)

This amendment was concluded just before the start-up of the plant in July 1989.
The express aim is to take into account the various unexpected events that have occurred
during construction and the current financial situation. It is noteworthy that the “ Exposé’
at the beginning of the amendment recalls. “The parties agreed to definitively adjust [the
terms of the contract and Amendment No. 1] no later than at the date of the
commissioning of the plant.” Compare the language of Amendment No. 1, which stated
that the “definitive” adjustment would take place before the start of construction. The
explanation for this dippage in timeis not given: the purported new “agreement” does not

appear to be found in the previous contract documents. The true-up is a continuing one.

1t was later determined that the law does not allow local governments to guarantee payments that are
not strictly speaking debt service payments (confirmed by the Administrative Tribunal of Bordeaux in
1992), but no change was made to the rate of 9.15%.
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The new circumstances are given as follows:

(1) For reasons beyond the control of the concessionaire, work was partially and
then totally interrupted during February—April 1987. The various extra costs that
this entailed amount to FF 2.8 million. Infact, land preparation had started in
December 1986 at the new site, but administrative problems connected with the
previous military possession of the land blocked further construction work.

Cofreth’s subcontractors demanded damages from Cofreth.

(2) Cofreth proposed an improvement in the treatment capability for the incinerator
fumes that would permit a minimum of 40% SOx removal. Thiswas considered
agood deal because Cofreth was able to obtain a State grant to cover some of

the costs. Additional cost to Cofreth: FF 2.3 million.

(3) The City decided to request additional work on the northern facade for aesthetic
reasons, including an impressive fresco designed by an artist chosen in a City

competition. Additional cost: FF 660,000.

(4) Subsidiesto be received from national government agencies can now be defined
precisaly and will amount to only FF 9.0 million, instead of the FF 63 million

estimated at the time of Amendment No. 1.

The effect on investment costs of points (1), (2), and (3) isshown in atable
attached to the amendment. The cost of the plant (in March 1995 prices) is now FF 230
million, compared with FF 224 million at the time of Amendment No. 1. The impact of

the increased investment costs (along with the decrease in subsidies, plus interest during
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construction, etc.) on the contractual unit price is straightforward: the lease payments are

simply increased proportionaly.

Severa other modifications are included in Amendment No. 2. One potentially
significant one involves the tariff structure. Asnoted above, in the origina contract (Art.
45 of the Cahier des Charges) compensation by the City is determined by a basic charge
plus FF 22 for every ton of waste above 180,000 tons/yr delivered to the plant.
Amendment No. 2 changes this to a basic charge plus or minus FF 22 for every ton above
or below 180,000 tons/year. In effect, thisis now a classic two-part tariff: afixed
capacity charge independent of quantity and a variable charge equal to FF 22/ton. On its
face, this change would appear to be in the City’ sfavor: the put-or-pay condition has

been removed.

This new clause, however, is followed in the amendment by another that contains a
crucia ambiguity, one that was later interpreted by the concessionaire in away adverse to
the City’sinterest. It is stated that quantities delivered to the plant “and not incinerated by
the concessionaire for reasons within its control [de son fait] will give rise to the same
deduction of FF 22 per ton.” On its face, this clause appears to be giving something to the
City: Greater Lyon does not have to pay the variable charge for waste that Cofreth does
not incinerate. But the concessionaire might go beyond this and argue that the effect of
the clause isto limit to FF 22/ton itsliability for damages in the case of partia
nonperformance — i.e. it could argue that afurther ideaisimplied by the clause, namely,
that this will be the sole compensation payable to the City if Cofreth does not incinerate all

the waste delivered. The City could respond, on the other hand, that the purpose of the
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clauseis only to state that the City may immediately deduct this sum from its payment to

the concessionaire, not to create a limit to the damages it could ultimately recover.

2.5 Amendment No. 3 (February 1991)

The incineration plant began operation in July 1989. The context of this next
amendment reflects that fact that the Contracting-Out Department (Service des gestions
externes) had been set up in the Greater Lyon administration in 1990. For the first time,
then, a speciaized City department was responsible for analysis and negotiations. The

more detailed and precise style of this amendment clearly reflects this devel opment.

During the first year of operation, the plant was able to incinerate only 147,000
tons of waste, as opposed to the contractual requirement of 180,000. There was no
dispute over the fact that this was the result of technical problems springing from the
concessionaire' s choice of equipment. One of the boilers had to be stopped frequently for
cleaning owing to design or manufacturing defects by the equipment supplier (Cofreth has
since taken this company to court). The gquestion was how the remuneration to Cofreth
should be modified to reflect itsincomplete performance. Amendment No. 2 clearly states
that the City is not obligated to pay the variable charge (FF 22 per ton at the base price
level) for waste that is not incinerated. But the City’s actual losses might well be greater
than that since it then has to pay for an aternative means of disposing of the waste, which
might involve a cost greater than FF 22 per ton. The City argued that the new term added
by Amendment No. 2 should not be interpreted to limit its damages in the event of the

concessionaire' s nonperformance.
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During the protracted discussions that followed, Cofreth had the advantage of the
status quo: the City had an obligation to continue making payments (albeit with a reduced
variable component) until a new agreement could be reached or until the administrative
judge declared his judgment.’? In this sense, it was the City that most felt the pressure to
amend the contract. Nevertheless, after six months of intense negotiations, Cofreth agreed
to include a penalty clause in the contract and, moreover, to make a payment to the City
representing the retroactive application of this clause to the entire period during which less
than 180,000 tons per year was incinerated. At no time did the City contemplate taking

the case to court or even hinting to the concessionaire that it might do so.

Amendment No. 3 changes the structure of the pricing formula. The formulais

now as follows:
P=RL+RF+(rp” N)—RV+ (rv’" N1) —(pé" N2)

with the following notation (some clarification or elaboration having been added in certain

places):

12 |n general, French contract law gives less encouragement to a party to exercise a remedy without prior
recourse to a court (Nicholas 1992: 212ff.); and thisis certainly true for a public entity. Under Anglo-
American law, a party may feel more comfortable making its own calculation of damages for a breach by
the other party and then offsetting this against the remuneration due to the other party — thus effectively
putting the ball in the other party’s court.
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P Base annual payment to be made by City (in October 1990 prices)
RL L ease payments
Price component corresponding with:

RF Fixed costs

rp Variable costs, per ton of waste

RV Revenue from energy sales corresponding to 180,000 tons of waste
(broken down further into components for district heating and sale
of electricity)

rv Average unit revenue from energy sales

pé Penalty for not incinerating total quantity delivered, per ton of waste
N Total quantity incinerated (in tons)

N1 Quantity not delivered by City, relative to 180,000 tons

N2 Quantity not incinerated, falling within Cofreth’s responsibility

The four mgjor changes are: (1) lease payments are now broken out as a separate
element; (2) revenue from energy salesis explicitly taken into account; (3) a penalty is
included in the event that Cofreth does not incinerate all the waste delivered to it by the
City; and (4) an additional fee isto be paid to the City equal to one percent of gross
receipts from the City. A minor change is the adoption of a new base date, October 1,
1990 (for use in applying the indexation formulas); and the amendment presents detailed
calculations bringing the prices from the old base date to the new one. Thereis no change
in the global price received by the concessionaire (taking into consideration receipts from

the sale of thermal energy).

The unit penaty, pé, isset at FF 62 for every ton not incinerated. It is explained
in the amendment that this is based on the cost to the City for alternative disposal of FF
132 per ton, reduced by the avoided variable charge (rp, then FF 70). The value of pé

will be adjusted periodically in line with the cost to the City of disposing of waste that the
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concessionaire should have, but did not, incinerate; the City will notify the concessionaire

at the beginning of each semester of the value of pé to use during that semester.

A change is a'so made with respect to price indexation. Until this amendment,

indexation was accomplished by one long formula. Now each separate price element

(namely, RL, RF, rp, RV, and rv) is adjusted by using a separate indexation formula. This

might be able to track costs more closely in some circumstances and in any case shows the

structure of costs in a more transparent manner. (Price indexation in the contract will be

looked at in more detail in alater section.)

2.6 Amendment No. 4 (May 1993)

(1)

(2)

The reasons for this amendment were as follows:

The main reason was a change in national environmental regulations in January
1991, requiring disposal in specia industrial-waste landfills of the fly ash and the
solid residue cakes from the filtration process (sealed in gunny sacks since these
contain the toxic heavy metals from the municipal waste). The concessionaire
notified the City of the need to modify the remuneration under the contract to
provide for needed equipment for handling and packing these substances, for
additional operation costs, and for the disposal fee itsdlf at the specia landfill

(described further below).

A second reason was to include the local business tax, whose revenues go to
Greater Lyon, as one of the taxes that the concessionaire has to bear at its own
expense. The original contract required that the City would reimburse any such

tax payments made by the concessionaire, and it was not expected that this would
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3)

have any real consequence because it was thought that the company would be
exonerated from paying the tax. The exoneration had now been lifted for certain
administrative reasons and, furthermore, the concessionaire company, Vaorly,
intended to diversify its activities beyond its contractual responsibilities toward
Greater Lyon. All inal, it came to be seen as more convenient to consider this
as an expense to be borne directly by the company, even if the company’s
remuneration would be adjusted to track any changesin thetax.*® The base
vauesof RL,RF,and rp (see Amendment No. 3) were therefore adjusted to
include a base level of the tax, and new elements were included in the indexation

formulas to account for changes in the tax rate.

Finally, Cofreth had merged with another company, Ufiner, and it was necessary
to amend the contract so that the new company, Ufiner-Cofreth, would take the

place of the old in the contract.

Compensation to Ufiner-Cofreth for the modification in the service due to the

environmental regulatory changes is handled in the amendment on an entirely incremental
basis, in keeping with the spirit of disaggregation initiated in Amendment No. 3. A new

component is added to the compensation set forth in the last amendment (see section 2.5):

RLr + RFr + (rpr © N),

3 Though this is not stated in the documents, discussions with City officials suggest that the main reason
for eliminating the direct reimbursement of the local business tax, and in effect burying it within the
pricing formulas, was political. City residents may not understand that, given the bilateral monopoly
power to fix the service price, it is ssimply a question of money going from one pocket of the City to
another; and so excusing the concessionaire from paying the tax or directly reimbursing it may give the
inaccurate impression that a special favor is being accorded to the concessionaire.
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where RLr isthe stipulated financing charge for the new investment, a constant annual
annuity (with no indexation) for five years at an interest rate of 13%. (Financing is by the
concessionaire, in whatever way it wishes.) RFr relatesto fixed costs, including
provisions for equipment renewal; and rpr relatesto variable costs. RFr isindexed in
the same way as the indexation of the fixed price element in Amendment No. 3; the
indexation for rpr puts aheavy weight on an index of the discharge price (tipping fee)

that the concessionaire will have to pay at the special industria-waste landfill.*

This amendment contains an annex justifying the prices, in which the mgjor
components of the investment and operating costs are identified and valued separately and
in some cases explicitly built up from basic quantities and engineering input-output
coefficients (quantity of ash produced from one ton of waste, and so on). Seven pages
alone are devoted to deriving the adjustments needed to include the local businesstax in
the concessionaire’ s compensation and indexation formulas. Thisisthe first time this kind

of detail is seen in the contract documents.

2.7 Amendment No. 5 (July 1995)

The main reason for this amendment is, once again, the need for technical
modifications to meet environmental regulations — this time requiring filters to increase
the removal of particulates from the stack fumes, the deadline for conformity with these
regulations being December 1996. Another reason is to replace Ufiner-Cofreth by the
new companies Elyo and Elyo Centre-Est (collectively referred to as “Elyo” in the

sections that follow) that have succeeded to Ufiner-Cofreth. (Elyo isthe parent company

4 This tipping fee at the special landfill is not handled on a pass-through basis because the concessionaire
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and Elyo Centre-Est is the operative regiona subsidiary; both are in the Lyonnaise des

Eaux Group.)

In fact, discussions over the amendment were initiated by the concessionaire with
the intention of adding a third furnace to the plant, which the company felt would soon be
necessary. The City believed that this modification was premature, but agreed that the

amendment was needed for the other reasons given above.

Thefinancia terms are more sophisticated than elsewhere in the contract and are
worth describing in some detail. They represent the kind of conditions likely to be found
more often in the future in French municipal service agreements. It isinteresting to note
that the basic concepts were proposed by the Greater Lyon Contracting-Out Department
and were then further developed by the two parties together. The City aso hired a banker
to advise on some of the details of the financial arrangement — the first time afinancia

advisor appears on the scene in this contract.

The needed investments will be carried out by Elyo for the fixed, unindexed, lump-
sum price of FF 19.85 million (including financing costs during construction). The
investments will be financed by the concessionaire through a leasing arrangement with a
sofergie over a period of thirteen years. The City will determine no later than three
months before the commissioning of the new equipment whether it wishes the interest rate
to be fixed or floating. When the City makes its decision, the applicable financing rate will
be set at an appropriate, specified reference rate (PIBOR or French Treasury note rate, as

the case may be) plus a credit margin capped at 120 basis points; and the lease payment

would then have no incentive to optimize the quantity of fly ash produced in the treatment process.
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(debt service) annuities will be determined in consequence. If afloating rate is chosen, the
City may, at any time in the future with appropriate notice, change the mode to a fixed

rate, based on the reference rate effective at the time.

For the floating rate, the structure of the principal repayments, set out in atable, is
such that the full annuity payment will increase every year by roughly 3% (the exact rate
of increase depending on the exact interest rate — not yet known). For afixed interest
rate, the classic annuity formulais given, modified to give a 3% annual increase in the

payment amounts.

Notwithstanding the arrangements described above, if the concessionaire manages
to obtain financing that is more advantageous than the specified rates, the City will pay

only the actual financing charge.

Since the financing of these new investments is entirely independent of the existing
financing costs, to account for thisin the payment formula, anew element isadded, RLc,
namely, lease payments (debt service) calculated as indicated above.™®> But the operation
and maintenance of this new equipment does not necessarily involve activities or costs that
are separate from those of the existing system. Therefore, the existing values of RF and
rp (from the last amendment) are revised instead of adding new, additional elements.

Detailed explanations of the changes are given in an annex to the amendment.

3. PRICE INDEXATION

The indexation formulas used in the Lyon-Nord contract and its amendments are

described in detail in the appendix to this chapter. This section will highlight some of the
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major features (and in doing so may pass over some of the differences found in the various

amendments, al of which are spelled out in the appendix).

Looking at indexation in French concession contracts isimportant: the business of
choosing indices for adjustment formulas gives the appearance of a specialized science or
art. The cynical economist may wonder whether the sophisticated players, the big
municipal service companies, use the arcane intricacies of the indices as away to boost
their profits. Though it iswidely reported that concessionaires tend to overweight the
wage element in indices (see also Ginglinger 1990) since wages tend to increase more
rapidly than the other elementsin the cost basket, it is not known to what extent the
composite indices are being used strategically. It may very well be that concessionaires

are simply trying to track their costs as well as possible.

3.1 Origin of Indices Used

The mgjor national indices that are used in the Lyon contract, published by the

Ministry of Finance, are the following:

PsdC Miscellaneous products and services, category C (Produits et services divers
C). A composite index covering prices for construction (7%), equipment and
tools (35%), energy (11%), paper and cardboard (11%), chemical products
(12%), and others. Thisisone of agroup of five composite indices that were
created in the 1960s for specific sectors but that are now used more generally.
PsdC wasinitialy created to be representative of the electronic and radio-
electric equipment sector.

S Salaries for building and civil works. A general index for salariesin the
congtruction business, used in the officia civil works composite indices.

BT40 A composite investment-cost index for non-electric central heating installations.
It is made up 40% of labor and 43% of equipment and material, alarge part of
which depends heavily on ferrous and non-ferrous metals (e.g. tubes, radiators,

13 This description ignores an additional adjustment to account for the impact of the local business tax.
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furnaces).

Tma Anindex for the factory-gate price of rolled 3-mm sheet iron for general
construction use.

One notable feature of the contract is that the lease payments are indexed 55% to
PsdC and 45% to BT40. It may seem odd that what is effectively debt service should be
indexed in this complicated way. One might expect indexing to genera price inflation or
adjustment by a pre-determined growth rate, as in Amendment No. 5. The explanation
given by the City’s engineering consultant is that this was a common practice of the
sofergies which permitted a uniform indexation of the entire price — capital and operating
components together. A district heating concessionaire in this way could smplify matters
and use a single, smple indexation formulafor the entire user charge. If the real interest
rate for the lease annuities is adjusted taking into consideration the expected change in this
composite index, such a method would not be expected to result in any greater or lesser
benefit to the sofergie than a ssimpler inflation indexing (but increased volatility could be an
issue). Infact, the particular index used for the lease payments increased by an annualized
2.9% over the period from October 1990 to July 1995, compared with 2.2% for the
consumer price index. The nominal interest rate charged up to July 1995 therefore
amounted to 9.7% (the rate before indexation being 6.6%). It should be noted, however,
that some City officias are skeptical about the rationale for the use of this indexation

approach and do not think that it was a sound practice.

Another important index type used for Lyon-Nord contains three of the national
indices listed above. Thisis used for both the fixed and variable components of the

operating charge (with some modifications). For the fixed component (RF) the weights
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are (ignoring the fixed term, to be discussed below): 0.45S; 0.25 BT40; 0.30 PsdC. The
logic behind the formulaisthat BT40 , a construction index including material very smilar
to what is needed in an incineration plant, covers heavy maintenance and renewals; S
covers labor costs; and PsdC isacatch-al covering miscellaneous goods and services.
(To be more accurate, we should note that Tma was used instead of BT40 for this

purpose until Amendment No. 3.)

In addition to national indices, in later amendments three indices were included for
prices that are the very prices that must be paid by the concessionaire (rather than a
proxy): pricesfor water (used in scrubbing the fumes); the disposal fee at the special,

required site; and the local business tax rate.

It isinteresting to compare the indexation in the two Model Contracts. Apart from
some minor details that differ, the one major difference in both contracts is the use of
PsdC inthe fixed part of the operating charge but PsdB in the variable part. As noted
above, PsdC was originaly conceived to be representative of goods and services
required in the electronic and radio-electric industries. In contrast, PsdB originaly was
representative of defense procurement. The composition of these two indicesis shown in
the table on the next page (listing only those elements that account for more than 5% of at

least one of the two indices):*®

It is not immediately apparent why PsdB would be better suited to the variable-
cost component and PsdC to the fixed-cost component of the operation and maintenance

of an incineration plant. It istrue that the use of energy and the deterioration of
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equipment and tools might be more strongly related to the quantity of waste processed.
But, on the other side, shouldn’t the use of chemical products be related in the same way?
Even officials of the concessionaire company, Vaorly, could not see any clear rationale

for the approach of the Model Contracts. Custom seems to be the most likely explanation.

Constituent PsdB PsdC
Energy 12.8 10.9
Material - 5.2
Transport 5.9 5.6
Construction 9.1 7.2
Equipment and tools 455 34.6
Paper and cardboard 51 11.2
Chemical products, etc. 5.4 11.9
Services 6.4 -
Other 9.8 134
Total 100.0 100.0

Finally, it should be pointed out that all the indexation formulas for operation and
maintenance costs (but not for financing costs) incorporate the customary constant term

(see Chapter 3) — here with aweight of 15%.

3.2 Behavior of the Indices

The following figures show how the indices and adjustment formulas have

performed over time.

16 Source: Moniteur, 7 July 1995, p. 285, citing the Bulletin officiel de la concurrence, consommation,
répression des fraudes, no. 15, 10 Sept. 1993.
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Figure 1

Price Indices - 1980-94
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Figure 1 shows a striking change beginning around 1986: the various indices begin
to diverge widely from the consumer price index, the 7ma and Psd indices falling below
and BT40 rising above. Several forces are at work here. First, general price controls
were in effect in France up to 1986. Second, the price of petroleum fuel and other derived
products dropped rapidly and dramatically, beginning in 1985. Though the correlation is
not perfect, it may be significant that the proportion of “energy” making up PsdA is the
greatest while that for PsdT is the least. The explanation for the greater increase in

BT40 is not readily apparent.
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Looking at the different behaviors of PsdC and PsdB makes one redlize that the
choice of index can have significant consequences. The concessionaire would have been
better off had it followed the Model Contracts and used PsdB for the variable price
component. But it might not have known this because of the price controls then in effect.
More generaly, back in 1985, how did the concessionaire expect the indices to behave in

the future? We simply do not know.

Another observation concerns Tma . In Amendment No. 3, signed in 1991,
Tma , used for the fixed and variable operation and maintenance price components, was
replaced by BT40 at the concessionaire’ sinitiative. Given the continuous dlide in the
value of Tma from 1988 to 1992 (see Figure 1), one can easily see why the
concessionaire was worried. A more important question is whether Tma or BT40 more

truly tracks the behavior of the costs incurred in the maintenance of the plant.
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Figure 2

Price Indices — 1990-95
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Turning to Figures 2 and 3, we can see what the effect is of the price adjustment
formulas actually used in the contract (actually, those used in Amendment No. 3). The
composition of the two price adjustment formulas is as follows (see appendix for more

detail):

Official index Proportion used in price adjustment
formula
(Amendment No. 3)
RL RF
(lease payments) (fixed O&M price
component)

BT40 0.45 0.21
S - 0.38
PsdC 0.55 0.26
(Constant term) - 0.15
Total 1.00 1.00

The results show in the figure are striking:  both the index for the lease payments
and the index for the fixed price component of operation costs have managed to combine
the official indicesin ways that make the final result come very close to the consumer
price index — and this, despite the 15% constant term in the formula applying to RF ,
which would tend to stabilize that composite index. One explanation is ssmply that the
indices were constructed to reflect the expected cost behavior of waste incineration
services and that this happens to be about the same as for the average consumer good and

service.
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4. STYLES AND FORMS OF CONTRACT

With the evolution of the contract having been described, we can now turn our
attention to some of the themes brought out in Chapters 1-3: What do we learn about

regul ation-by-contract from the Lyon experience?

4.1 Changes in Contract Style
4.1.1 Contract Drafting

One of the observations made in Chapter 1 about the early U.S. experience was
that regulation-by-contract failed in some — and probably many — cases because
contracts were not drafted competently. What do we see in the Lyon case? This section

looks at this question.

The City through its zealous Contracting-Out Department has played a more
active, informed role in contract drafting as the years have gone by. The mgjor rolein
drafting the original contract and Amendments Nos. 1 and 2 was taken by the
concessionaire, though outside lawyers did assist the City with the original contract and
the City’ stechnical services did considerable adjusting of the technical sections.
Amendment No. 3 was the first to be negotiated after the Greater Lyon Contracting-Out
Department was established in 1990. For the first time, the City administration had a
specialized department whose responsibilities specifically included negotiation of such
contracts and amendments. The City took the lead in developing Amendment No. 3, with
an engineer consultant preparing the first draft, and negotiated it intensely for six months.
The input of the City was once again considerable in Amendments Nos. 4 and 5. For

Amendment No. 5, the concessionaire came to the City with the first draft, which
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primarily involved the installation of athird furnace to increase the capacity of the plant.
But the City rgjected this idea as premature and then proceeded to do a major rewriting of

the entire proposed amendment.

The Contracting-Out Department has made use of some outside consultantsin its
negotiation and oversight activities. An engineering consultant on retainer to the City
played an important advisory role concerning the technical details of Amendments Nos. 3,
4,and 5. A bank was used to give advice for financing aspects of No. 5. Since outside
lawyers are not used and Greater Lyon’sinternal legal department does not play arole,
there is no specialized legal review of the contract instruments, although some staff in the
Contracting-Out Department have had legal training. Thislack of emphasis on input from
the legal profession istypical of even many private businesses in France in their

contracting activities, and it is not clear that the parties are any worse off because of it.

In sum, over the course of the contract so far, the City has made use of more

specidized input in drafting amendments.

4.1.2 Greater Contractual Specificity

The question of finding an appropriate form and style for along-term services
contract is an critical one. In Chapter 2, it was noted that one of the main ways to deal
with contractual incompletenessis to specify terms — especially contingent terms — with
more precision. The Lyon case can help us resolve a question that came up — implicitly

at least — in Chapter 3: Are the French contracts relational because “the parties are
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incapable of reducing important terms of the arrangement to well-defined obligations’"’,
or because the parties have chosen not to do so? The Lyon experience strongly supports
the conclusion that these contracts can be made much more complete than the traditional

models.

The progressive change in contract style in the Lyon contract is apparent as one
moves from the original contract through the amendments, one by one. One sees more
and more specificity and precision as the contract evolves. the contract becomes more
complete and more conducive to easy renegotiation later. It is clear, moreover, that the

initiative in this regard was taken by the City.

One reason for more specificity in a contract is to reduce incompleteness. Another
reason for greater precision isto make afiner allocation of risks, within the context of a
complete contract. A good example of thisis the qualification made in the 1986 Model
Contract about legitimate grounds for price revisions (see section 2.2.2). There, in effect
the price and the quantity aspects of increased concessionaire costs were partitioned and it
was implied that only a change in a price aspect constituted a legitimate reason for revision
of the service fee. Thistendsto prevent allocating to the municipality the risk of decisions
more likely to be within the control of the concessionaire — awise move from the

perspective of economic efficiency.

It is often stated that contractsin civil law countries, such as France, tend to be

less detailed because the parties rely on the background of default rules provided by the

Y The quote is from Goetz and Scott (1981: 1091), who are discussing general concepts and are not
referring at all to French contracts.
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Civil Code (see e.g. Nicholas 1992: 56-57).'® Regardless of the truth of this contention, it
appears that thisis not the reason for the lack of specificity in the original Lyon-Nord
contract. Itisquiterarein Francethat aloca government and a concessionaire take a
dispute to the administrative tribunal. If acase ends up there, it is more likely instead that
aconsumer brought it. In the Lyon case, interviews show that the parties have never had
any intention that the judge would fill gapsin their contract, and there is no indication
even that the law, as an ultimate reference point, had much or any influence over the
conduct of their bilateral negotiations in an effort to resolve a dispute.”® In the Lyon-Nord
contract, the parties were never even bothered by the fact that their “ concession contract”
did not involve atrue concession at all (see below, section 4.2.1). Interviews with both
parties bring out clearly that during the protracted negotiations over the insufficiency of
treatment in 198990, there was never the slightest idea that the parties might end up in
front of the administrative tribunal, and they were entirely unconcerned with what the
decision of the judge (or the Consell d Etat) might be if they should bring the case before

him. They were negotiating according to their own notions of fairness.

'8 Thisis at most only a partial explanation. The civil codes in these countries state the law in terse and
general terms; in themselves they hardly constitute more of a deterministic gap-filler than does case
precedent in common law countries — and perhaps less. To alarge extent, it must therefore be the

judge’ sinterpretation that is being relied upon; and there is no reason to think that this operatesin amore
predictable way than the judge’ s determination in a common law country. Both rely heavily on the fabric
of past cases; but the judge in most civil law countries generally does not acknowledge this. More to the
point is the common-law tendency to leave case precedents in raw form, emphasizing facts, rather than
inferring rules of greater generality. In consequence, contract drafters in common law countries tend to
use specific sentences and clauses that have passed the test of precedent to give the effect they desire, and
this can lead to a highly detailed contract (see, in general, Merryman 1969).

1% The second half of the sentence isimportant, because, in game-theoretic parlance, the solution to a
game can depend on payoffs of strategy combinations that are off the equilibrium path: parties may
intend never to end up in court, yet what the court’ s decision would be can influence their bilateral
negotiations (see Baird et al. 1994: 116).
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Now one could argue that the parties’ conception of justice has been influenced by
the default rules of French administrative-law jurisprudence and that thisis the reason why
the original contract was so incomplete in many ways. There may be some truth to this,
but it is suggested here that there are two main reasons for the lack of specificity in the
origina Lyon-Nord contract — and that this is common to many French municipal
concession-type contracts. First, the City did not consider itself to be on an equal level of
technical expertise or bargaining power with the concessionaire; to alarge extent, it put its
trust in the decency and good faith of the company and implicitly accorded it great

discretionary power — which is not to say that all City staff held this opinion personally.

A look at how the price terms in the amendments were negotiated sheds some light
on this. One might think that some standard involving efficient and prudently incurred
cost would be natural. The concessionaire, however, provided very little detail to enable
the City’s engineers to verify the proposed prices — at least in the early amendments.

City engineers complained about this. For example, with respect to Amendment No. 1,
involving additional costs because of land conditions at the new site, architectural changes,
and arequired change in the treatment process for acid fumes from a dry to a wet method,
Cofreth provided only avery broad breakdown of these costs. In an interna
memorandum to another Greater Lyon department, dated 30 January 1987, a City

engineer stated:

The proposed breakdown [in the concessionaire’' s proposal for Amendment No. 1],
although it may shed light on the nature of the additional costs, does not in fact constitute
ajustification, which, to be proper, would require an in-depth examination of quantities,
unit prices, and technical specifications. | am therefore unable to give awell-supported
opinion on this matter.
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Viewed in terms of the theory of incomplete contracts and the conceptual scheme
outlined in Chapter 2, one could say that there was an implicit agreement that the
concessionaire would take the first step to fill in missing details if needed, and a strong
presumption in favor of the concessionaire’ s point of view. Asnoted in Chapter 3, this
accords well with the idea of delegation inherent in the French system: the municipality
takes its hands off to a large extent and trusts in the delegatee to use its best judgment.
This point of view has undergone a mgjor shift, however, since the creation of the

Contracting-Out Department.

4.2 Delegation vs. Public Procurement

Chapter 3 discussed the French tendency towards highly relational contractsin the
area of municipal service contracts (using the term broadly) and the link between

“delegation” and the relational quality. What do we seein the Lyon case?

4.2.1 Contract Classification

The Lyon-Nord contract purports to be a“concession” contract.”® As discussed in
Chapter 3, one basic legal requirement for a concession in France is that the
concessionaire must be compensated principally from payments received from users of the
service (“user” here excluding the municipality itself). Inthe Lyon-Nord contract, it is
quite clear that users do not pay anything directly; the concessionaire is remunerated by
Greater Lyon. Thereistherefore little doubt that, if the contract were ever to come
before an administrative judge, it would not be considered to involve a concession at all.

In fact, it fits the requirements of another form of administrative contract, the marché
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d’ entreprise de travaux publics — the METP. Whatever controversy over the METP
there may be at present (see Chapter 3), there is no doubt that a contract that isin every
respect like a concession contract except for the fact that the concessionaire is paid by the
public authority instead of by users should be classified as an METP (see Raymundie
1995: 115ff.); and this was well-known in 1985 when the Lyon-Nord contract was
signed.?* It is therefore a noteworthy commentary on the divergence between theory and
practice in France that the prefect made no objection to the contract when it was

submitted for his ex post review.

It isamatter of some interest, then, why the parties decided to give the contract
the inaccurate label “concession.” One might argue that since the law concerning METP
contracts is unclear, it is best not to use the term; but this argument is easily dismissed
since we know that the court would disregard the label “ concession” and immediately
reclassify the contract asan METP in any case. One reason for the concession label is
probably that the City preferred to select the concessionaire freely, without having to
follow the public procurement rules, and it was not clear at that time what the
requirements of the METP were in thisregard. Another important reason, according to
Greater Lyon staff who were involved in the discussions and negotiations during the
beginning stages, was that Cofreth wanted to use the term “concession” presumably
because the label tends to justify giving the concessionaire greater independence and

subjecting it to less scrutiny. In other words, as pointed out in Chapter 3, “concession”

2 Actually, asis customary, the instrument consists of a brief “traité de concession” followed by amore
detailed “cahier des charges.”

2| will continue, speaking loosely, to use the term “concessionaire’ even when referring to the private
company in an METP contract.
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invokes that magic word “delegation,” with its broad penumbra of customary

connotations.

We recall that in France thereisadistinction in legal thought between the
delegation and the procurement of a public service. We note that public procurement
usually involves the detailed examination of a price proposal, comparison with other
proposals, payment on the basis of detailed invoices, etc., whereas a concession has
traditionally involved a simple agreement on a particular unit price (e.g. francs per cubic
meter of water), with the reasoning behind this price often remaining completely opaque.
The Lyon case supports the idea advanced in Chapter 3 that, regardless of formal legal
thought on the subject, the idea of a concession, until fairly recently at least, has carried
with it, in what could be called folk-legal thought, a sense of giving the concessionaire

great leeway in how it carries out its business, how it determinesiits prices, and so on.

It should be emphasized that this does not necessarily correspond strictly to formal
legal jurisprudence or doctrine. For example: though public procurement rules requiring
competitive offers did not need to be followed for concessions before 1993, such
procedures were certainly not prohibited by law; in other words, there was no legal reason
preventing a municipality from choosing a concessionaire by as rigorous a competitive
procedure as it wished.”? Needless to say, the large national municipa service companies

probably did not go out of their way to clear this point up for local communities.

2 Raymundie (1995: 237) refers to this mistaken idea that concessions necessarily involve alack of
competition as a“regrettable confusion.” In fact, the law before 1993 simply gave local authorities great
freedom of choice with regard to the selection of concessionaires.
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4.2.2 Rigidity of Contract Forms

The investment costs in Amendment No. 4 — equipment for handling and packing
residue — amount to only FF 529,000. The amendment provides for financing by the
concessionaire over five years at an interest rate of 13%. It may well be asked why the
City did not decide to pay for these investments at once, obtaining aloan on its own,
perhaps after requiring the concessionaire to present offers from severa contractors or
suppliers. The answer goes back to the discussion in Chapter 3 concerning the nature of a
contract for the delegation of a public service and the tendency in French law to avoid
“hybrid” contracts that destroy “homogeneity” and that do not fit neatly into one
particular category. Inthe delegation of a public service, the City is not purchasing
equipment or even aservice. If the City were to pay for the new equipment in one lump
sum or on the basis of invoices, the concessionaire might be seen as acting as an ordinary
contractor and the City’s payment viewed as what islegally referred to asa“price” (prix).
Thiswould raise two questions. First, would this subject the City to the public
procurement code? Second, could such a mechanism be included within a concession

contract without disqualifying the whole contract?

Ignoring the actual legal issues, it is worthwhile to attempt to sharpen the issue
from a public policy perspective. It isdifficult in this case to see why payment by lump
sum or on the basis of an invoice in itself might matter. The City’s engineers have
carefully reviewed, negotiated, and approved the actual investment components, their
impact on operating costs, and the concessionaire’' s estimated cost for each element. If
there is something here that is inconsistent with the conventional idea of a delegated

service (and there may or may not be), it isthis. The fact of payment in one lump sum or
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on the basis of substantiated costs is surely of little importance. Also, if there are good
public policy reasons to justify competitive bidding in such a case (or some weaker form
of competition, such as consultation), then these reasons should hold regardless of how

the City pays for the investments.

Just as important as the formal legal rules (whatever they may bein this case) is the
customary sense of what a concession involves and what it cannot involve. A common
practice in long-term U.S. service contracts is to require “cost substantiation” in certain
cases, e.g. for pass-through costs; often this involves submission of a paid invoice to show
the costs incurred. In the case of Lyon-Nord, the concessionaire’ s investments take place
in ablack box from the City’s point of view. Moreover, City staff believe that it would
probably not be legitimate even for the parties to agree in the contract that the
concessionaire must carry out certain purchases in a particular way — e.g. by some form
of competitive bidding or limited shopping. Again, theissue isinformally and loosaly
linked to the idea that the public authority is delegating a public service function rather
than buying a service. It issuggested here that thisrigidity of contractual forms may

prevent the concession from being easily adapted to changing and varied circumstances.

5. INCREMENTAL CONTRACT ADJUSTMENTS

5.1 What Basis: Incremental or Global?

The Lyon case brings out one of the most salient differences in principle between
regul ation-by-contract and regul ation-by-commission. In anideal form of regulation-by-
contract, it is natural to resort to an incremental process to adjust the price termsin the

face of various contingencies: the original deal is not called into question becauseit is
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presumed to be the result of a bargained-for exchange, and any digible changesin service
or technical requirements are analyzed to determine the incremental impact on the price to
be paid. This method has high-powered incentive properties: if handled properly, thereis
no claw-back of profits made on the original deal and hence no ratchet effect. But the

method cannot work well if major and complex adjustments are required frequently.

In contrast, regulation-by-commission tends towards global reviews. Thereisa
well-known drawback, of course. If the entire price must be placed under review
whenever a contractual adjustment involving price terms becomes necessary, this mode of
regulation can easily deteriorate into aform of cost-plus pricing. Animportant question
— one that has implications for the feasibility of regulation-by-contract — is whether one
can effectively isolate the cost elements required for a particular adjustment and restrict
negotiation to these new elements only, leaving the existing elements untouched, and
therefore preserving their incentive power.® In other words, can one truly work just at

the margin?

Thereis no doubt that a great deal of care must be taken for thisto work well. It
is considered common knowledge in France among practitioners in this field that contract
amendments are routinely used by concessionaires as opportunities to make global price
adjustments — regardless of whether the amendment purports to make such an

adjustment. For this reason, concessionaires delight in any vaguely specified reopener

% The term “incentive power” here has the meaning given used in Laffont and Tirole (1993): afixed-
price contract has an incentive power of 1; a pure cost-reimbursement scheme has an incentive power of O.
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clauses.® This practiceis greatly facilitated when the cost elements underlying the
contract price are not given in detail in the contract (or in associated documents).?
Suppose that the global price is broken down into five broad categories, A through E.
The concessionaire may come to the municipality during the project development phase
and state that several new elements (or modifications) within category A are necessary
due to circumstances beyond its control, or that it highly recommends that these new
elements be added for laudable reasons. The municipality may have assumed that such
elements were already included in A, or then again it may never have given the matter
any thought at all. The modifications are then agreed on and the price for A is changed.
Now it may in fact be that the concessionaire had aready included these elements in sub-
price A, initsown books. But who knows, since the breakdown in the contract is not

aufficiently fine. Thisisaclassic maneuver in the performance of French concessions.

Amendments Nos. 1 and 2 could have been used along these lines. For example,
adjusting for land acquisition costs would be relatively easy if thisitem had been explicitly
identified in the price breakdown.® It was not so identified in the contract. The City’s

records at present do not contain other documents that give this breakdown (but such

24 We should not forget that in other circumstances or other administrative cultures, the public authority
may be the party that opportunisitically attempts to benefit the most from vaguely specified reopener
clauses.

% When a“contract” is referred to in this chapter, the reference is also to al attachments that are an
integral part of the contract.

% This statement should be qualified somewhat. A scheming concessionaire might distort an itemized
unit price upwards if it thinks that there is a greater chance that the corresponding contractual quantity
will be increased later during renegotiations or downwards if it thinks that contractual modifications
involving decreases in quantity are more likely. Thisis analogous to the problem of “unbalanced
bidding,” well known in the literature (see e.g. Stark 1974). So the qualification to be madeis to say that
the adjustment would be unproblematic presuming that the concessionaire had no strong reason at the
time of contract signing to expect the quantity to be modified upwards or downwards later on.
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documents may have existed at the time). There are no records of calculations carried out
to adjust the investment costs for the other modifications in this amendment either (but

again, such documentation may have once existed).

As the amendments proceeded, the breakdown of costs becomesfiner. In
Amendment No. 4, for example, it was necessary to add a price element for the required
new way of handling and discharging the residue cakes and fly ash. An annex to the
amendment builds up these costs piece by piece. The problem is that the new way of
handling and discharge replaces the old way, and so what must be added are only the
incremental costs. Amendment No. 3 had taken the step, for the first time, of showing
how the prices are built up. Subprices were given for the remova of bottom ash, metal
pieces, fly ash, and residue cakes. It was then relatively easy in Amendment No. 4 to refer
to these old price elements and deduct them from the new total handling and disposal cost
to arrive at the incremental value (rpr). One lesson to be drawn from thisis that an
incremental approach can work well only if the contract contains enough detail about
estimated costs — even if the concessionaire is not going to be paid on this basis in normal

circumstances.

In the process of beginning negotiations for a third furnace (put in abeyance at that
time), the City and its consultant were able to break out the proposed cost into about 80

different items, starting from the 5-10 items in the concessionaire’ s first proposal.

Concessionaire companies are in genera not happy with the tendency of more
sophisticated municipalities to demand a finer breakdown of costs. The more price

elements there are, the more room for disagreement thereis. the municipality will go over
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costs with a fine-tooth comb, requiring justification each time that a price el ement appears
too high. Some other, more neutral, observers also believe that municipalities
preoccupation with amass of cost details does not further the broad objectives of the
concession relationship. Thereis a danger that the relationship begins to be dominated by
anit-picking mentality. One small change in Amendment No. 5, for instance, was the
inclusion at the concessionaire' s insstence of FF 112,000 per year in the fixed annual price
component to cover added labor costs for more intensive clearing of the waste receiving
area arising from new (1992) worker safety regulations. There appears to be no doubt
that the concessionaire was entitled to such an adjustment. But it is easy to see how this
approach might degenerate into atusse of legalistic demands — what Lorrain (1993) has

characterized as the Anglo-Saxon regulatory mode (see Chapter 3).

The Contracting-Out Department is not completely satisfied with the piecemed,
incrementa approach — it becomes too complex and detailed — and is searching for a
more comprehensive measure of the “financial balance of the contract.” It isinteresting to
speculate whether they will ultimately find themsel ves adopting some variant of a cost-of-

service approach — perhaps with long regulatory lags, along British lines.

Thisis not a critique of regulation-by-contract per se. But it does highlight one of
the critical criteriac the more frequently one expects contract modifications to take place,

the less well-suited is regulation-by-contract.

5.2 Example: Upgrading the Plant

As noted above, one must have good cost information in the contract for the

incremental-adjustment approach to be able to work well. But that is not sufficient. As
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any student of cost-benefit analysis knows, it is not always self-evident how to carry out
an incremental anaysis. One needs rules derived from atheory — or at least from a set of
fundamenta principles. It isunusual for contracting parties to think of putting these in the

contract itself. The following example illustrates this point.

As noted above (section 2.2.2), the original contract contains a number of
conditions concerning contract modification. They are essentially unconstrained
reopeners. such events require that the remuneration to the concessionaire be reexamined
for possible revision. And, as noted above, there are no guidelines as to the rules one
might use for such revisions. In this section, we will pursue the point that the appropriate
rules are not self-evident. We begin with a stylized example that paves the way to a

critical examination of a provison in Amendment No. 4 of the Lyon-Nord contract.
First, consider the following hypothetical example:

There is an unanticipated change in emission standards, and it becomes necessary to take
out one component of the plant and replace it with an improved version that removes
more pollutants and so is able to meet the new standards. The old component, installed
five years ago, would have to be replaced after five more years at a cost of 100, and this
was the concessionaire' s responsibility. The new component costs 150 and will not have
to be replaced during the term of the concession.

The burden of this change is to be borne by the municipality — suppose that this
much is clear. But what is the burden? The concessionaire has certainly gained something
by being able to avoid the future cost of replacing the original component. If the
concessionaire’' s cost of capital (i.e. the appropriate discount rate) is 12%, we would
deduct the present value relating to the 100 (what the concessionaire would have had to
pay to replace the component) from the price that the municipality must pay now. So the

price the municipality should pay amounts to 150 less 56.7 (since 100, (1.12)° = 56.7)
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— i.e. it should pay 93.3.%" Under modified circumstances, one might want to adjust the
calculation. For instance, suppose that the concessionaire is constrained by the contract to
create a cash reserve fund for future replacements and that it can earn interest on this
money at 6% per annum. If it has aready been placing 7.59 in the fund each year (an
annuity payment that will amount to 100 after 10 years at 6%), atotal of 42.8 has
accumulated over five years. If the concessionaire can avoid the future replacement
obligation, this42.8 isimmediately available. In addition, the stream of 7.59 each year for
five more years will also be available, and the present value of this stream, at the
concessionaire’ s discount rate, 12%, is 27.3. Adding the two together gives the benefit to
the concessionaire in these circumstances, namely 70.1. So the municipality should pay

only 79.9 for the new component under these conditions.

The reason for going into this detail isto illustrate the importance of setting down
the rules of the game and sufficient information ahead of time in along-term contract.
Just what are the assumptions that should be made? The basic approach used above is the
accepted methodol ogy in economics and modern finance: comparing discounted cash
flows with and without a specified event. But the other assumptions are open to
discussion. At aminimum we need the following information — preferably in the origina
contract to avoid later disputes: (1) an indicative equipment replacement schedule; (2) an
agreed method for determining the replacement cost, which might require knowing the
original investment cost of just that component; (3) a stipulated cost of capital or some

kind of benchmark to use as the discount rate; and (4) any assumptions about constraints

%" We assume that differences in operating and maintenance costs are adjusted for elsewhere, and we are
ignoring the possible resale value of the old component or its parts.
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on cash flows that would require something like the more complicated calculation given

above.

Moreover, one cannot even assume that the same methodological principles will be
accepted by both parties. Consider the applicable clause of the 1986 Model Contract. As

noted above, this clause (Art. 12) states.

Expenses that result from works serving to bring the facilities into conformity with
technical and administrative regulations published after the date that the operator takes
over the facilities shall be borne by the municipality, that part of the cost corresponding
to an identical replacement being borne by the operator, with a deduction being made of
any residual use vaue.®

This passage is open to different interpretations. (Severa Greater Lyon staff that |
informally polled came up with a number of plausible different views.) According to the
City’ s engineering consultant, who has had to work with this sort of clause, and according
to the most reliable City staff views, it means that, if the concessionaire makes an
accounting provision of 10 each year over the life of the component (going back to the
opening example), then that part of the replacement value that has not yet been provided
for (i.e. 60 after four years, 50 after five years, etc.) should be subtracted from the
replacement value to arrive at the net gain to the concessionaire of no longer having to
replace theitem. Thisisequivaent to saying that the concessionaire’ s net gain is equa to

the cumulative accounting provisions aready made.

Regardless of whether thisis what the Model Contract means, it is said to be what

was intended in Art. 9 of Amendment No. 4 of the Lyon-Nord contract:

% The passage is worth quoting in the French original to strive for amaximum of clarity: “Les dépenses
qui pourraient étre entrainées par des travaux de mise en conformité de I’ installation avec les réglements
techniques et administratifs publiés postérieurement ala date de la prise en charge de I’ installation seront
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In the event that equipment for the pretreatment [of fly ash] isinstalled, the parties agree
to take into consideration any unused [accounting] provisions relating to the handling and
bagging equipment, in establishing new financia conditions.

(The handling and bagging equipment will no longer be needed if the pretreatment

equipment isinstalled.)

One might hope for alittle more clarity in a contractual clause; nevertheless the
basic drift isclear. But thislinear accounting approach has no relation to the discounted
cash flow approach outlined above and would yield different results.® The two lessons
from this discussion are: first, the issue of equipment modification is extremely important
in along-term contract of this kind, and sufficiently detailed rules should ideally be set out
in the origina contract; second (though this conclusion has not been proven here), only a
discounted cash flow methodology can deal with these issuesin an consistent and sound
way. But thisleadsto afurther issue: Isit redistic to think of packing al the needed
rules into the contract, or do we need extra-contractual or background rules (see Chapter
2), developed in the context of a specialized regulatory system? We will return to this

guestion in Chapter 6.

5.3 Further Examples of Incremental Cost Adjustments

A significant problem in the Lyon-Nord contract and its amendments involves the

inclusion of additional costs for contingencies, profit, and so on. These costs raise specia

alacharge de lacollectivité, la part du colt correspondant a un renouvellement al’identique étant ala
charge de I’ exploitant, déduction faite éventuellement de la valeur d' usage résiduelle.”

# |t also seems to lead to conclusions that are intuitively wrong, regardless of the underlying theory.
Suppose that the new equipment isinstalled on Day One, before any provisions have taken place relating
to the old type of equipment, and that the new equipment will not need to be replaced during the term of
the concession. Certainly the concessionaire has gained something by being able to avoid future costs; but
the accounting method given in the 1986 Model Contract and in Amendment No. 4 implies that the
municipality would pay the entire cost of the new equipment. This cannot be right.
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guestions when trying to make incremental contractual adjustments. In some cases, the
approaches taken in the Lyon amendments do not seem appropriate in the context of a
monopoly public service contract. It may be that Lyon failed to get the best deal inits

renegotiations because of the way that various incremental adjustments were handled.

5.3.1 Physical Contingencies

It is common in construction contracts to add on a certain percentage to the item
“total estimated cost” (10-15% istypical) to provide for “physical contingencies’ (as
opposed to price contingencies — i.e. expected inflation). It is not always clear what the
rationale is behind this practice. Sometimes the idea appears to be that the “total
estimated cost” is based on engineers’ estimates, that there are amost always additional
costs due to non-textbook conditions, and that the provision for contingencies represents,
roughly speaking, the expected value of these additional costs. In other cases, it appears
that the item “total estimated cost” is already the expected value, asit would be if it were
determined from the actual costs of similar projects, and that the provision for
contingencies enables the budgeting of sufficient funds to cover, with a high probability,
the entirety of costs, no matter what happens (i.e. that the overall total, including
provision for contingencies, is greater than the expected value and is based on an intuition
about the statistical variance of costs). The second approach might be one used by a
public agency that is budgeting funds for a project, where what is aimed for is a reasonable

upper limit to costs.

To give the concessionaire the benefit of the doubt, let us suppose here that it is

the first description that applies to the use of the term in the Lyon-Nord contract and
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amendments. In the cost breakdown given in an annex to Amendment No. 4, in which
total estimated investment costs equal FF 481,000, an additional 10% (FF 48,100) is
included for “contingencies, miscellaneous.”*® But isthis justified? There are four
investment items. strengthening of silo supports; associated civil works; bagging machine
and associated equipment; handling equipment; finishing work (for aesthetic reasons).
According to the City’ s outside engineer, thisis quite a straightforward job. The only
contingency he could think of was the possibility that an extra supporting strut might be
needed. Suppose that the subjective probability of this occurring is 0.25. The contingency
provision should then be FF 4,355 (= 0.25" 17,420 ), about one-tenth of the actual

provision.

Theissueis not of much importance in this example since the monetary amounts
aresmall. Butitisthe principle that isimportant, and it could lead to serious disputes
during the negotiation of substantial anendments. How, then, could the concessionaire
respond? Its argument might be that it is not an efficient way to proceed to try to estimate
(in aprobabilistic sense, as above) the contingencies in each particular case. Instead, the
concessionaire might wish to adopt arule, based on its overall experience, that permits
adding 10% in each case. For this particular amendment the concessionaire would come
out ahead; for more complicated works, involving more things that could go wrong, the
concessionaire might end up spending more than the 10%. In sum, things would be

expected to even out in the long run.

% |t issaid (in discussions with participants) that the “miscellaneous’ part covers such things as the
supervision of works. In the case of Amendment No. 4, the concessionaire did thisitself; and so the
discussion of overhead in the next section would apply.
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So the concessionaire might want to adopt a general rule for this long-term
relationship for purposes of administrative expediency. This seems reasonable®* But no
such rule was agreed in the origina contract. Proposing such arule now might seem
opportunistic to the City. (If weimagine that the particular investment was of much
greater value, this statement becomes more plausible.) The best solution might therefore
be to think carefully ahead of time and put all of thisin the original contract. But how
much can one pack into the original contract? We arrive again and again at the same

guestion, one that springs from the notion of incompl ete contracting.

5.3.2 Overhead Costs

Another extra cost is overhead. The method used in Amendment No. 4 isto ook
back to Amendment No. 3 to see the overall percentage allocated to overhead.
“Overhead” amounted to 10.8% of estimated total costs at that point. Thisrateisthen
applied to the additional costs due to the change in the residue handling and disposal
method in Amendment No. 4 and is then added to the fixed and proportional charges,

RFr and rpr . In Amendment No. 4, incremental overhead isfixed in thisway at about
FF 554,000 per year. Discussions with staff and consultants indicate that “overhead” here
includes such things as administrative staff (secretary, accountant — but not management

level staff, who are on a separate line), technical assistance provided by the parent

% One could imagine other reasonable rules: for instance, there might be several classes of projects, each
one having its own stipulated contingency percentage. (E.g., projects involving ground preparation and
foundation work might be considered riskier because of unknown ground conditions.)

221



company,* and miscellaneous supplies and services (but not insurance, which is listed
separately).

The method used here resembles how some companies, selling goods on the
market, price a new product, using rule-of-thumb rates for overhead and profit margin that
effectively allocate these two items over al sales. But Amendment No. 4 does not involve
anew product being offered on the market. Since a price component for overhead costs
for the entire plant is already included in the price already being paid by the City, the
appropriate question is whether there are any truly incremental overhead costs that result
from this new handling and disposal method. Will there be any additional expenditures on
secretarial or accounting work?? On technical assistance provided by headquarters? It is
agenera phenomenon in the economics of the firm — deriving from administrative
economies of scale — that marginal overhead rates for expansions of technical activities
are much lower than the average overhead rate on the starting business. Thisis not
reflected in the approach taken in Amendment No. 4. Moreover, even as a method of
alocating overhead, the approach used here (as a percentage of other costs) does not
seem the best, given that in this amendment about 65% of additional periodic costsis for
the disposal fee that must be paid at the specid landfill. Whether thisfeeishigh or low is

of little consequence for actual overhead expenditures.

32 |n addition to technical assistance in the strict sense of the term, all but the most basic accounting work
is handled by the parent company.

% Note well that the question is not whether the secretary will do significantly more work (even though it
is hardly likely that she will in this case) since she was already being paid a full-time salary before, and
she will continue to be paid afull-time salary after. If the concessionaire (quite hypothetically) were to
insist on alocating some of the secretary’ s time to work involving the new activities, then the existing
payment for overhead should be reduced because less of the secretary’ s time should now be allocated to
the existing activities. The result would be the same: no net change.
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5.3.3 Profit and Risk Margin

The question of the “margin” is also problematic. Aswith overhead, the
percentage allocated to “margin and risks’ in Amendment No. 3, namely 7.5% of periodic
costs, is applied to the costs in Amendment No. 4. If it isthought of as profit in the
conventional sense — related to areturn on equity capital — it is double counting to put it
in at al; for the concessionaire is already receiving areturn of 13% on funds invested,
according the agreed pricing formula. Now the amount of this“margin” each year,
through the remaining 26 years of the concession, is FF 426,000 (in October 1990 prices);
but the total investment costs amount to only FF 529,000. So, in addition, thisis a most

exaggerated form of double counting — equivalent to areal internal rate of return of 81%.

Again, note the difference between this situation and one in which a new product is
offered on the market. In the latter case, the purchaser pays a single price for the product
— and that price must cover financing costs in addition to material and labor, and so on.
The purchaser does not pay a financing charge in addition to the price, as the City does

here.

The only possible justification for the margin relates to the added risk that the new,
additional operating costs might entail. Since the indexation formulawill not exactly track
the new costs, the new activities add some volatility to the concessionaire’' s net income.
One could argue that compensation for thisis provided by adding a margin to costs.
There are two problems with such an argument. First, the financing rate charged by the
concessionaire, 13%, is higher than alow-risk (prime) borrowing rate; so it seems that a
risk premium has aready been included. Second, and more important, the new disposal
costs account for about 65% of the additional periodic costs (before overhead). But the
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price index used for this cost element involves no risk at all for the concessionaire since it
isthe disposal priceitself that is used as the index — not a proxy. The added 7.5%
margin is therefore giving the concessionaire a nice extra payment of FF 426,000 per year

(in October 1990 prices) — but for what, we are not exactly sure.

5.4 Cost of Capital

The cost of capital is one of the magjor issues that arises in price regulation of
almost any kind, and an extensive literature has been devoted to it in the U.S. (see, e.g.,
Morin 1994) and, increasingly, in the U.K (see, e.g. Ofwat 1991 and Alexander et al.
1996). Thisisnot the place to review thisliterature. The reason for raising the issue here
isto highlight certain aspects that take on importance in the context of incremental

contract adjustments.

5.4.1 ThelLyon-Nord Contract and Its Amendments

In the “lump-sum” style of contract negotiation — typified by the original contract
— there may be no great need to be concerned with the cost of capital per se. Likewise, if
the periodic service fee is determined through a process of competitive bidding, it can
usually be presumed that the price of capital has been driven down near to the market
price; and so there is no need to give it special attention.* But whenever the price to be
paid to the concessionaire is determined by beginning with an estimate of investment costs
and then applying some financing function, one cannot avoid making assumptions about

the cost of capital.

% One might want to qualify this statement by saying that in the evaluation of bids, it is advisable (and is
in fact standard practice) to make assumptions about the concessionaire’' s cost of capital to seeif the
proposed pricing is reasonably achievable. But it should not be a direct criterion in the evaluation.
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This approach — starting the process with an estimate of investment costs —
progressively becomes the explicit paradigm in the Lyon-Nord contract for handling
contract modifications involving a change in investments. In the original contract, the
emphasisis on the periodic payment to be made by the City and on the unit price per ton
of waste. The contract itself states, in effect, that it is the business of the concessionaire
(“son affaire”) how it finances the works (Art. 34). Investment costs are indicated in
global termsin an annex, and lease payments are based explicitly on these costs. But no
great scrutiny was given to these by the City in contract negotiations; what mattered most
was the final price per ton. In Amendment No. 1, the impact of al the modifications on
global investment costsis indicated, but there is no itemization. In these two cases, it
would not make sense to give much thought to the appropriate cost of capital: what the
City paysin the end is the periodic charge; if investment costs are not carefully scrutinized
in the first place, then it would be awaste of effort to focus on getting the price of capital

right.

In Amendment No. 2, the breakdown of additional costsis not given in the
amendment itself, but it is given in the record of the deliberations of the Greater Lyon
Council. Since these additional costs are handled by increasing the lease payments
proportionally, the price of capital isimplicitly 6.6% plus expected indexation of the lease
payments.®* But thereis no discussion of this, and in fact even the 6.6% figure is not
explicitly stated in the contract; one has to calculate it based on the agreed annuity
schedule. We can surmise that the appropriate cost of capital was not a particular concern

at that time.
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Amendment No. 3 does not involve any new costs, but the idea, for the first time,
of separating out the capital charge into a separate and identified element in the pricing
formula has a rhetorical significance of some importance and sets the stage for amore

highly disaggregated approach to capital costs in future amendments.

In Amendment No. 4, the additional investments needed for the handling of solid
residues are broken down into six costed categories, and the capital charge (constant
annuity payments over five years) is calculated using an interest rate of 13%, explicitly
noted in an annex to the amendment, based on the financing that the concessionaire will
receive for the investments. In Amendment No. 5, there are five categories, and the
financing rate is pegged to conventional benchmark interest rates, adding a maximum
credit margin of 120 basis points. With these two amendments, we have reached the stage

where it becomes more meaningful to talk of an appropriate cost of capital.

5.4.2 Determining the Incremental Price of Capital

In Amendment No. 5, the price of capital was negotiated on the basis of the
financing that the concessionaire was expected to receive for those particular investments.
This raises two questions in the more general context of regulation-by-contract. First,
would this be agood rule to include in the original contract to make it more complete —
to avoid having to negotiate about this later on? Second, in the absence of any such rule

in the original contract but supposing that the contract contained a typical “hardship”

% This 6.6% might be the expected real interest rate, but we do not know this a priori (see section 3).
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provision, would this be a reasonabl e approach for restoring the “equilibrium” of the

contract?®

Let us turn back to the Lyon-Nord example. The first point to note is that the
parent company, Elyo, isjointly responsible as a contracting party, in addition to the
specia-purpose company that has been set up, Vaorly. So we are in effect speaking of an
incremental investment project to be realized by Elyo. The financial literature on capital
budgeting is directly in point: regardless of how the firm decides to finance a particular
project, we should use the firm’s weighted average cost of capital adjusted for the risk

level of the particular project.>”*

This reasoning would not change even if the loan were obtained by Valorly itsalf,
not Elyo. The investment and its associated operating costs will generally involve added
risk: the incremental contractual payments received by the company may not exactly
match the incremental costs. The added risk affects cash outflows and falls on the equity

holder, Elyo. It may therefore be quite reasonable for the concessionaire when it obtains a

% See, e.g., hardship provisions of UNIDROIT Principles (Arts. 6.2.2 and 6.2.3).

3" One way of expressing the reason is to say that, over time, the firm will seek to maintain atarget debt-
equity ratio (at least, according to the static tradeoff theory). Even if it should decide to finance a
particular small investment (like that involved in Amendment No. 4) with aloan, it cannot keep financing
all its future investments that way, and it is the average cost of capital over the next substantial increment
of funding that should be used as the benchmark.

% According to the classical view, when speaking of risk we should consider only systematic
(undiversifiable) risk, not unique (diversifiable) risk — considering the “market” as awhole. For a
number of reasons, we will pass over this distinction in most of the discussion (except for its relevance at
the level of thelocal enterprise), the most important reason relating to the importance given within such a
firm to how each decentralized unit performs; top decision-makers do not ignore (i.e. diversify away)
unique risk when giving praise or blame to their personnel.
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local bank loan to require from the City areturn (or interest rate) that is higher than the

loan rate. 1t al depends on the incremental risk involved in the particular new project.®

Support for the approach outlined above is found by looking at the financing in the
origina contract, or more precisaly, up through Amendment No. 2. The entire financing is
by debt (more precisdly, a debt-like capital lease); there is no equity contribution by the
parent company. If one looked at the financing arrangement given for this project, one
might be tempted to use just the debt interest rate as the price of capital. But the
underlying project risk has not disappeared, and the commercial lender will not charge the
normal loan interest rate unless loan repayments are guaranteed in some way. The parent
company provides this guarantee: there is some probability that cash flow will not cover
operating costs and debt service in agiven year, and in that case the parent will be obliged
to inject equity capital to make up the deficit. In the case of Lyon-Nord, this may not be
just hypothetical: because of equipment problems, not all the waste could be processed
for the first two years of operations, and the concessionaire had to pay a penalty and may

well have needed funds from the parent company for this purpose.®

% There are some cases in which there would be no significant risk at all: consider an aesthetic
improvement (e.g. erection of a statue involving no incremental operating or maintenance costs) to be
carried out by a subcontractor for a nonrevisable lump-sum price. In that case, one could argue that there
is no reason why the price of capital should be anything more than the risk-free interest rate. (But the
final price to be paid by the municipality might be the same because one would expect the subcontractor’s
price to include a compensating risk premium.)

“0 The following tableillustrates the idea.

Source of Internal rate of Cash flow in Expected value of net
capital return Year Zero cash flow each year for
ten following years
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Turning to Amendment No. 4, we note therefore that one possible way for the City
to determine if 13% appears to be a reasonable rate for the price of capital would be to
look carefully at the financial risk involved in the investments and their associated
operating costs. How does the expected variance of the return to this particular
investment (a value that might be estimated by Monte Carlo simulation) compare with the
variance of the return to Elyo’s investments as a whole, which could be estimated using
stock market information and financia statements? Phrasing the problem in this way
suggests that the proposed solution may be unworkable. Practicality might call for a
standard redl rate to be applied each time the concessionaire undertakes additional
investments — a rate that might not apply, strictly speaking, in each case but that would

be expected to average out to be an appropriate rate. And it would be preferable to

[1] Debt 8% -100 14.90
Equity - - 2.80
[2] Totd 12% -100 17.70
[3] Deht 8% -80 11.92
Equity 26% -20 5.78

Even though the entire project cost in [1] is covered by debt, it would not be correct to use just the cost of
debt capital asthe overall cost of capital. At least part of the residual cash flow going to the equity holder
is compensation that is justified for assuming the role of guarantor, given arisky cash flow. But we
cannot determine from [1] whether the estimated amount, 2.80, represents a normal compensation.
Suppose, however, that we have already determined that for a project exhibiting this kind of risk, the
overall cost of capital is 12%. We can seein [2] whether thisisthe rate we obtain. (Itis.)

This illustration of course does not prove that the suggested approach is correct, but it does show that,
without it, we are at an impasse. Note in addition that [2] can apply also to a more conventional financing
arrangement, [3]. Since the rate required by the equity holder will depend on the financial leverage (debt-
equity ratio), it is simpler to start from [2], which will be more stable than the equity rate in [3] would be
if we changed the debt-equity ratio.
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specify thisrate in the origina contract — in terms of a reference rate, such as LIBOR or

PIBOR.*

Two qualification should be noted. Firgt, if the financing is fully nonrecourse (i.e.
there is no guarantee of payment of debt service or operating costs beyond the cash flow
generated by the single-purpose company), then one would expect the appropriate price of
capita to be based entirely on the characteristics of the single-purpose company, not the
parent firm.*> This would require a different form of analysis. Second, an adjustment
should be made if the concessionaire is able to obtain subsidized financing — e.g. because
of the relation of the project to the municipality. This non-market rate should be taken

into consideration in determining the justified price of capital.

In sum, we see that the problem of determining a reasonable price of capital for an
incremental investment is not so simple. And thisis only one part of the task of
reestablishing the financial equilibrium of the contract after the imposition of a new
investment. It would help if a set of rules or principles were set out in the original

contract to deal with this. It would help, aso, if the law provided specia default rules and

“1 But does this approach make sense completely? Adjusting the price of capital for the technical
characteristics of each particular project would clearly seem to be impractical, and these prices might be
expected to average out over many such projects. Furthermore, the incremental risk of a new project
depends on its interaction with existing costs and revenues in the concession: risk can be diversified,
there can be positive or negative covariances, etc. But different contractual arrangements should
probably be taken into account — e.g. the case of transferring all construction risk to a subcontractor, as
mentioned above. So one could argue that the standard rate should be adjusted if there were a changein
risk characteristics due to a change in contractual (or regulatory) arrangements affecting risk — e.g.
indexation provisions.

“2 But, even in the absence of aformal guarantee, for reputational reasons the parent company might well
envisage injecting additional capital if this should turn out to be the only way to prevent the bankruptcy of
the special-purpose company.
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principles that would come into play if the parties failed to make things explicit and precise

enough in the contract itself (more on that in Chapter 6).

6. ASSESSMENT OF REGULATORY PERFORMANCE

6.1 Cost Comparison of Two Plants

Greater Lyon carried out adetailed study in early 1994 to compare the cost of
incinerating waste in its own plant (Lyon-Sud) and in the concessionaire’ s plant (Lyon-
Nord). The comparison is not an easy one to make, especially because the Lyon-Sud
operation isrun as acity service, without a separate account of its own, and so
information on costs must be pieced together, after appropriate allocation, from a number
of sources. Moreover, a number of adjustments had to be made to take into account
differences in financing costs (the opportunity cost of public funds had to be imputed for
Lyon-Sud), tax treatment, and so forth. From the economist’s point of view, the major
weakness of the study isits“snapshot” view in one year only, relying on accounting
techniques, abeit with dexterity and imaginativeness, to alocate costs properly over time;
the economist (an American one at least) would have preferred an analysis based on

discounted cash flows and capital recovery factors.

Bethat asit may, the results are of great interest. Excluding tax, the price per ton
of waste is the same for both plants: FF 319. Since Lyon-Nord has a furnace capacity of
180,000 tons/year and Lyon-Sud 270,000 tons/year, and one would expect some
economies of scale (not in the combustion process itself since the equipment is modular,
but in other aspects), the scale-adjusted price would be lower for Lyon-Nord, the

concession. The study made a reasonable attempt to estimate what the price would be if
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Lyon-Nord had three furnaces and processed 270,000 tons also, and the result was FF 280

per ton. Given the many problems posed by the cost comparison, however, a prudent

conclusion would be limited to the statement that there is no evidence that the adjusted

price charged by the concessionaire is higher than the cost to the City in processing waste

at itsown plant, Lyon-Sud. But that isan significant conclusion in its own right.

6.2 Performance Checklist

Regulatory performance can be evaluated on a number of different dimensions.

One possible schema that covers the most important aspects is given below.

(1)

(2)

Productive efficiency. The fact that prices are fixed in the contract (subject to

indexation) creates a powerful incentive for productive efficiency since the
concessionaire (or more precisaly, its parent company) can retain the full amount
of any cost reductions at the margin. Since contract amendments have not
involved areview and resetting of the overall price but for the most part have
been incremental in nature, one would not expect the prospect of contract
modification to have diminished the concessionaire’ s efforts to attain maximum
productive efficiency. This aspect of regulation-by-contract is one of its greatest
virtues and represents an important achievement of the French approach. The
results of the comparison of Lyon-Nord and Lyon-Sud support the conclusion

that investment and operations are at an efficient level.

Pricing flexibility and alocative efficiency. The advantage of having the City pay

the concessionaire instead of allowing the concessionaire to bill individual users

directly, asin the classic French concession, is that the important issue of
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3)

(4)

allocative efficiency in consumption is separated from the issue of how best to
remunerate the concessionaire. The City, for instance, could adjust the tax it
charges to account for environmental externalities or to create the optimal
incentives to reduce solid waste generation or to increase recycling. With respect

to Lyon-Nord, therefore, this dimension does not apply.

Quality of service. Waste incineration is a service for which quality

characteristics can be, and are, very precisaly defined and monitored: emissions
must meet certain objective standards and solid residues must be disposed of in
certain ways. (Compare the more difficult problems of defining and monitoring
quality in, say, urban transport). The potentia quality problem associated
generally with price caps, as noted in the literature — i.e. with prices fixed, the
company has everything to gain by skimping on quality — is therefore not a

concern in the case of Lyon-Nord.

Incentives for innovation. (Thisisthe efficiency and quality aspectsseenina

dynamic perspective.) The City would have little reason to object, though it must
be consulted, if the concessionaire wanted to replace certain equipment with a
more modern type, provided that the terms of remuneration remained the same.
But one can imagine conditions, more pronounced as the term of the concession
advances, in which a particular capital improvement might be cost-effective in the
long run — and hence cost-effective for the City — but not so over the
remaining years of the concession. The contract |eaves open the possibility that

the parties will renegotiate the terms of payment in such acase. This essentially
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cost-plus provision should give ample incentives for the concessionaire to
modernize its plant from time to time, especialy since every contract amendment
presents a tacit opportunity to readjust contract terms globally in amore

favorable way.

(5) Farnessof pricing (extent of monopoly rents, fairness as between different

customers or products). In the case of Lyon-Nord, we are concerned only with
the question of the fairness of the overall price, sinceit is the City that bills the
final consumers of the service. There are anumber of ways to judge the
“fairness’ of aprice, and what the best way is depends on the perceptions of
concerned partiesin Lyon — residents, politicians, etc. The price could be
perceived as fair so long asit is no higher than what the City would have had to
pay if it had not delegated the service to a concessionaire. Alternatively, the
existence of excess profitsin itself (i.e. profit beyond what an actor in the
competitive market would expect), regardless of the price, could be perceived as
an unfair result.”®* The City’s comparative study demonstrates that the price paid
to Vaorly isfarr in the first sense of the term. With respect to profits, it is not
easy to make ajudgment. Vaorly could be much more efficient than Lyon-Sud
and therefore could be earning substantial rents even while keeping the price at a
comparable level. Or it could be earning just a normal (or possibly sub-normal)

rate of return on its investments. We cannot tell from the available evidence.

3 The circumstances that led to the conventional regulatory approach in the U.S. (rate-of-return
regulation) — the influence of the Granger Movement, etc. — involved a confrontational and moralistic
attitude that put an emphasis on excess profit as the major evil to be eradicated by proper regulation.
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(6) Adminidrative efficiency and feasibility. Considerable time was spent in the

negotiations over each amendment. Whether this is more or less than what might
have been spent in an alternative regulatory regime (e.g. permanent commission

and periodic rate reviews) is difficult to say.

7. DISCUSSION

7.1 Importance of Future Changes

The Lyon-Nord contract highlights the central argument that is made against
regulation-by-contract: in along-term services contract, there will be many unanticipated
changes in conditions and requirements, and it is impossible for a contract to provide for
all these contingencies. In the space of ten years, the Lyon contract had to be amended
fivetimes. Many of the adjustments were related to changes in environmental regulations,
but not al. The Lyon contract shows the wide variety of other reasons why future
adjustments may be needed: changes in assumptions (method for acquiring land); changes
in miscellaneous technical requirements (facade work); rectifying contractua gaps
(original lack of penalty clause); changes in available subsidies, changes in tax rules; and
so on. This case study shows how unlikely it isthat along-term services contract —
certainly one involving environmental services — can remain for yearsjust asit was
concluded. Therefore, the parties must think hard about mechanisms for change

management before signing the original contract.

7.2 Relational Contracting

In Chapter 2, it was pointed out that, according to Goetz and Scott (1981: 1091),

“A contract is relational to the extent that the parties are incapable of reducing important
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terms of the arrangement to well-defined obligations.” It was then noted that one should
perhaps change that to: . . . are incapable of reducing or choose not to reduce . . . The
Lyon case study demonstrates clearly that there was nothing inherent about the technical
or economic characteristics of the service system that required the original contract to be
so incomplete in important ways. For we see this incompleteness being progressively

reduced in the subsequent amendments.

The original contract is pervaded by the sense that it is just the starting framework
for athirty-year partnership and that the parties will have no difficulty in sitting down from
time to time to modify terms and adjust pricesin arationa and trusting atmosphere. The
contract is riddled with incompleteness. Though thisisjust asingle caseg, it certainly
supports the hypothesis outlined in Chapter 3 that the traditional French concession
contract should be thought of more as a framework contract or memorandum of
understanding than as a set of rigidly binding long-term mutual commitments. Some
participants in the process in Lyon have the distinct sense that the written contract was
ancillary to the underlying relationship — something imposed by the Administration and

by legal custom, an aide-mémoire of sorts, but not the essence of the deal.

As we have seen, the later amendments take a much different view. Detailed
contract terms take on a heightened importance. | would argue that the evolution seen in
the Lyon-Nord contract and its amendments may well be a harbinger of a new approach
that will progressively take hold throughout France. In the continuing aftermath of the
1982 decentralization, municipalitiesin France more and more feel their autonomy vis-&

vis central authorities and their accountability to residents. Recognizing that they cannot

236



rely smply on arelationship with the huge municipal service companies, they are taking
their contracts more seriously and treating them more as the means of achieving — rather
than being smply the reflection — of afruitful partnership. Greater Lyon is certainly
more advanced in this way than many other communes in France that at present are still
proceeding in the traditional manner. But thiswill amost certainly change in the years

ahead.

7.3 Rules for Contract Modification

The Lyon-Nord experience shows that an important aspect of along-term contract
for municipal servicesinvolves how it deals with future technical modifications. The
common practice in France is to include unconstrained reopeners. it issmply stated that,
under certain circumstances, the parties will renegotiate technical and price terms.* The
background rule provided by French administrative law, the oft-cited criterion of the
“financial balance of the contract” is of little help to the parties. first, because it deals only
vaguely with how to spread investment costs over time; second, because it does not
confront the complexities of incremental analysis; and third, because it seems to assume
that an appropriate “cost” is something that all can agree upon. In fact, the surest way to
know if the “financial balance” has been restored is to ask whether both parties are

satisfied — but then you don’t need the criterion in the first place.

It has been brought out at a number of pointsin this chapter how the adoption of a

set of rules at the start of the contract applicable to future modifications could help the

* See, e.g., the guideline concession contract prepared by the law firm Bureau Francis Lefebvre, well-
known for their work in this areain France. It includes as a catch-all possibility a clause that reopens the
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parties reach a solution and could discourage opportunistic maneuvering during the
renegotiation process. Such rules should cover: how future modifications will be
procured and priced; what price of capital and financing rules to use; how to deal with
differences in incremental risk; how to treat future renewal expenditures (and the problem
of avoided cost); what the impact on overhead allowance will be; and so on. This chapter
has a so stressed the importance of including sufficiently disaggregated cost information in

the original contract as away of facilitating later renegotiations.

One obstacle standing in the way of the creation of sound change-management
rules in the French context comes from the tight disciplinary boundaries in France and the
lack of economic input into the law of concessions. Up to now, the French experience
with municipal concessions has been dominated by an engineering and administrative
culture. Theinput of the legal profession is next in importance. In contrast, there has
been little influence from economists and financial specialists (modern finance, not

accounting).

Many of the rules that should be adopted to handle future contractual events such
as the carrying out of atechnical modification depend on a proper valuation of the event
to the concessionaire. If, for example, we want to know what a public authority should
pay for a particular modification (one not foreseen in the contract), we may have to
consider how the concessionaire might benefit from such a modification — e.g. by not

having to replace the old equipment. Economics and modern finance theory have applied

entirety of financial conditions “in any other case likely to upset the general economy [économie générale]
of the contract” (Guibal and Rapp 1995: 583, Art. 43).
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themselves to exactly that sort of question and it is from these disciplines that one should

derive the required rules.®

The Lyon case study indicates how complex an adequate set of change-
management rules would be and suggests that it might be far from efficient for parties to
create and write down these rules de novo every time they conclude a contract. We can
see a useful role for extra-contractual default rules, created by law. We will return to this

insight in Chapter 6.

7.4 Reflections on the Incremental Approach

The incremental approach exemplified by the Lyon-Nord contract, in which the
price modifications engendered by each new set of changes in requirements are added in
layersto the initial price terms, is apromising one with good incentive properties. Aswas
noted above (section 5.1), thisis one salient difference between regulation-by-contract and
regulation-by-commission, as they are normally practiced. Y et the approach is not
without problems. Firgt, if a new component or sub-system is not smply added onto the
existing system but also replaces certain features of the existing system, calculating the
incremental impact may present both methodological and practical difficulties. Second, as
layer upon layer is added, the formulafor the concessionaire’ s remuneration may become
quite complicated — witness the evolving formulas given in the appendix to this chapter.

These formulas are not conceptually complex, and if each term makes sense, the whole

> Analysis based on accounting principles, rather than discounted cash-flow concepts, seems to have a
particularly strong hold on the French civil service at all levels — though it isfair to say that Franceis not
alonein this. One important difference between accounting standards in France and in the U.S. isthe
central place that the government holds in defining these standards in France (Pham 1995: 7ff.). More
use will have to be made of analytical approaches inspired by economics and basic modern finance theory
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thing should make sense also. But there may be political difficultiesin some settingsin
convincing decision-makers to pay on the basis of what strikes them as a nor-intuitive

black-box formula.

The incremental approach is one that might have been unworkable twenty years
ago because of the number of detailed calculations that one has to go through. With the
ubiquity of personal computers, this problem is removed. It could be argued that custom
in the drafting of contracts for long-term concession-type contracts — and not just in
France — has hardly begun to catch up with the possibilities inherent in the new

information technology.

The real test would be with networks. The incremental method appears to be well-
suited for projectsinvolving plants. water treatment plants, incineration plants, etc. But it
isnot clear that it would work well for network systems under conditions that involve
frequent physical changes outside the scope of the concessionaire’ s agreed responsibilities.
Would it be feasible to handle each extension or modification of a piece of the network on
an incremental basis, ending up with scores of separate price and indexation terms?
Perhaps with the aid of the computer, this would be feasible. Perhaps, for instance, one
could create a workable system in which the concessionaire’ s evolving capital chargeis
based on computations involving every single asset accounted for individualy. And why

not? Computerized inventory systemswork on just as detailed a basis.

if these long-term contracts are to serve as sound regulatory instruments, attempting to mimic the market
outcome in a natural monopoly context.
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8. CONCLUSIONS

One of the striking lessons of this case, due in large part to the environmental
aspects, is how difficult it is to write a complete contract for something that seems as
simple as an incineration plant — and a project that does not involve a network of
underground pipes. Devising sound ways to deal with future changes should be a priority

focus in drafting contracts of this kind.

We see in the Lyon case that changes are dealt with in away that is not too far
from our ideas of cost-of-service regulation. The different twist in this French system of
regulation-by-contract is that adjustments are made on an ex ante and incremental basis.

in principle, this gives the approach better incentive properties.

After surveying the early U.S. experiment in municipa franchise contractsin
Chapter 1, the apparent success of municipal concessions in France stood out as a puzzle.
Chapter 3 suggested that the reasons for this relative success lay both in certain features of
the formal legal and administrative systems and in an extra-legal culture of
delegation/deference to the concessionaire. In the Lyon-Nord contract, the formal legal
system plays very little, if any, role at all — even as a threat hanging in the background of
negotiations. The informal, cultural aspect — delegation and deference — seems to

dominate.

The picture changes, however, as the years go by. Beginning with Amendment
No. 3in 1991, after the creation of the Contracting-Out Department, the bargaining over
each amendment becomes more serious — and this is apparent from the approach taken in

the resulting amendments. Reputational concerns would seem to be important in driving
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the concessionaire to reach agreement on each amendment: a publicized dispute with a

community like Greater Lyon is clearly something to be avoided.

S0, beginning with Amendment No. 3, the Lyon case does give us an example of
regul ation-by-contract that works and seems to avoid some of the problems seen in the
early U.S. experience, and whose lessons might have applicability outside the peculiar
culture of traditional French municipal concessions. Publicity — aways an implicit threat
— and reputation are key ingredients to how the problem of contractual incompleteness
has been solved during periodic renegotiations. Nevertheless, it may be hard to achieve

the same results in another cultural setting.
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Chapter 4: Appendix

L YON-NORD WASTE INCINERATION CONTRACT:
Detailed Description of Pricing and | ndexation

INTRODUCTION

The pricing and indexation provisions of the Lyon-Nord contract are quite
detailed. To include afull description in the main part of the chapter would clutter the
text. The details are presented in this appendix, to be used as a reference for the reader
when needed.

To simplify the presentation in the pages that follow, certain aspects of the pricing
and indexation will be disregarded. In particular, the penalty sections of the formulas will
be disregarded and, in some cases, the variable components also — i.e. it will be assumed
that 180,000 tons of waste are delivered and incinerated each year. Also, all prices are
given before VAT.

In some cases, the symbols or the presentation is dightly different from that in the
contract documents themselves.

NOTATION AND BRIEF DESCRIPTION OF INDICES

PsdC, S, BT40, and Tma are official national indices published in the Bulletin
officiel de la concurrence, de la consommation et de la répression des fraudes
(BOCCRF) and are prepared by the Ministry of Finance.

PsdC Miscellaneous products and services, category C (Produits et services
divers C) A composite index covering prices for construction (7%),
equipment and tools (35%), energy (11%), paper and cardboard (11%),
chemical products (12%), and others. Thisisone of agroup of five
composite indices that were created in the 1960s for specific sectors but
that are now used more generally. PsdC was initially created to be
representative of the electronic and radio-electric equipment sector.

S Salaries for building and civil works. A general index for salariesin the
construction business, used in the officia civil works composite indices.

BT40 A composite investment-cost index for non-electric central heating
instalations. It is made up 40% of labor and 43% of equipment and
material, alarge part of which depends heavily on ferrous and non-
ferrous metals (e.g. tubes, radiators, furnaces).

Tma A priceindex for rolled 3-mm sheet iron for general construction usage.
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El Anindex used in the original contract in a minor way but not defined
there. It appears that this was meant to be the official index for the sales
price for medium-tension electricity, EL .

E Price of piped water (FF/cubic meter) for the Lyon-Nord plant.

MED1 Tipping fee (FF/ton) for discharge of fly ash and residue cakes
(containing heavy metals) at “class 1” disposal sites.

Ev A weighted average of various sales prices of electricity sold by the
national electricity company, EDF.

PVA The percentage of value added used in the calculation of the local
business tax (fixed officialy at the State level).

The subscript o indicates abase value at a date indicated in the sections that
follow. The subscript t indicates the latest value of an index known at the date an
adjustment is to be made to the price.

ORIGINAL CONTRACT

The base priceis set at FF 22.5 million per year (1 March 1985), payable monthly.
The priceisindexed in two stages. From 1 March 1985 until start-up of the plant, an
formulafor “updating” (“actualisation”) of the priceisto be used. Then, from that point
on, adightly different “indexation” formula takes effect.

The price runs for 30 years from plant start-up, but the part corresponding to the
lease payments (about FF 10 million) will stop after 20 years.

Price Updating

The adjustment factor from 1 March 1985 until plant start-up is as follows:

048(?55%000 +ozo§’; 0.25

00

«1»

BT40, 0, 05:R.45-2 1 025 M8 39 PSIC, O
T40,, 0 8 S Tma, PsdC,, o

where the subscript 00 indicates the latest value of the index known on 1 March 1985,
and the subscript o indicates the latest value to be known at the date of plant start-up.

The first of the two major additive termsis meant to correspond to the lease
payment, and the second major term to operating, maintenance and renewal costs — after
pro rata deduction of the revenues that the concessionaire is expected receive from the
sale of thermal energy and electricity.
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I ndexation

From the start-up date on, for the 30 years of the concession, price adjustments are
to take place every three months according to the following formula:

0 é ® T PsdC, 6u
0. 4880 55— PsdC, +0.20— S, 0.25 BT49 ++0.528015+ 0.8580.45i + O.OZE—It +023- ™ 4030 L0
PsdC, S BT40, g é S El, Tma, PsdC, gy

The lease payments will run for only 20 years. Though thisis not stated explicitly in the
contract, one would presume therefore that the first major indexation term would be
dropped after the end of the lease payments.

Comments

The reason for the constant term (0.15) in the indexation formula, not present in the
updating formula, is explained in Chapter 3.

The relatively high coefficient for the price index for sheet iron, Tma, during the
operating period is said to be due to the high level of repair and renewal required
for the furnaces and other parts of an incineration plant.

AMENDMENT NoO. 1
Only minor changes are involved in thisamendment: a change in the price and

some readjustments of the indexation formulas. The base price has now been increased to
FF 25.2 million (still 1 March 1985).

Price Updating
The construction-period price adjustment formulais:

PSdC ‘o 45 BT40, 0

0. 465§% 55

05353%45 +0.251 M8, 39 PIG, O
T40, @ Tma,, PsdC,, @

I ndexation

The adjustment formula to take effect once the plant has begun operationsis:

Pst BT40, 6
" BT40,0

PsdC, ou
PsdC zu

0535é015+085§%45 +025
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Comments

In both formulas, the term in parentheses following “0.465” is the definitive
indexation formula for the lease payments, based on the agreement with Génécal;
this had not been fixed at the time of the origina contract. The base annual lease
payment equals 46.5% of the total annual (base-level) receiptsin the pro forma
operating financial statement attached to the amendment.

AMENDMENT NoO. 2

The only changes here are in the base price and in the coefficients applicable to the
two magjor terms of the formula. The base price is how FF 31,150,900 (same base date: 1
March 1985).

Price Updating

Adjustment factor:
o
0521§%55 +045- b BT40, 0, 0476453 + 025 1™ 930 PHC
T40,, 2 8 S Tma,, PsdC,, o
I ndexation
Adjustment factor:
BT40, 0 PsdC. 6U
052 a%5R #0512+ 04700015 +0, a%45 1 O
18 T40, 0 éo &58 PsdC, zg
Comments

The change in the two major coefficients reflects the increased investments and
hence increased |ease payments, which now equal 52.1% of planned receipts (at
base-level prices).

AMENDMENT NO. 3
Pricing

Amendment No. 3 initiates amagor change in the way pricing and indexation are
presented, breaking the price down into its constituent parts — the basic “building
blocks.” The priceis now expressed as follows (ignoring the penalty sections— i.e.
assuming that 180,000 tons are delivered and incinerated):
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P=RL+RF+(rp” N)-RV, «7»

where P isthe annual price to be paid to the concessionaire, RL isthe lease payment (to
continue only 20 years after start-up of the plant), RF relates to fixed operating,
maintenance, and renewal costs, rp relatesto variable costs, N isthe number of tons of
waste incinerated per year (assumed here to be 180,000), and RV is afixed component
accounting for recelpts that the concessionaire earns from sales of thermal energy and
electricity.

The base date is fixed in this amendment at 1 October 1990 (to which the subscript
o will henceforth refer). The old and new base values of the various items are as follows

(in FF):

Item Amendment No. 2 Amendment No. 3 No. 3/
(structure givenin Base: March 1985 Base: Oct. 1990 No. 2
Amendment No. 3)  (corresponding values)

[1] RL, 29,430,500 34,273,000 1.16
[2] RF, 18,344,000
[3] rpo 70
[4] rp, ~ 180,000 12,600,000
[5] = [2]+[4] 27,054,300 30,944,000 1.14
[6] RV, 25,333,900 15,243,348 0.60
[7] = [1]+[5]{6] 31,150,900 49,973,652 1.60

Thevalue of P, istherefore FF 49.97 million. Thisisa60% increase over the
base value in Amendment No. 2. This amendment did not introduce any new costs. the
purpose was not to change the amount of the payments due to the concessionaire, but
simply to restructure the formulas in the interest of greater clarity. The amendment
contains detailed calculations bringing the price components from the old base date to the
new. Given genera priceinflation, the increases for items[1] and [5] in the table are what
one might expect: 2.8% and 2.4%, respectively, on an annualized basis. The great
increase in price to the City comes from the 40% decrease in the stipulated receipts from
energy sales— see[6]. The reason for this has to do with the agreement between Greater
Lyon and the commune of Rillieux-la-Pape concerning the pricing of the thermal energy
for the district heating system. For present purposes, it is sufficient to note only that this
extra revenue being paid by the City to the concessionaire serves to make up areduction
in revenue received from users of the heating network; it does not go ultimately to the
concessionaire.
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Chapter 4: Appendix

I ndexation

Since operations have aready begun, there is no need for a“price updating”
formula, as used in previous schemes; one proceeds directly to indexation. Having broken
the price down into several distinct e ementsin «7», the amendment carries this approach
to its natural conclusion and indexes each element separately. Although thisisjust a
matter of presentation, it avoids having to embed terms within other terms and hence
makes the formulas more easily understandable. It also avoids having to adjust
coefficients whenever technical modifications are made that change the various price
elements.

The indexation formulas are as follows;

RL, = RL,2055°9C | 45 BT490
& PsiC, BT40,
é ou
RF = RF, 15+ o.ssé%.mai +0252140 (539 PG OF
< S BT40, PsdC, o
é 6u
rp, = rp, 015+ o.ss§%.4o§ +0205 40158140 | o5 PG O
5 S E, BT40, PsiC, o
RV, = Ev,

(R1" 111,560) + EL,

(o]

Equation «11» requires further explanation. R1 isthe average unit price (in FF
per MWh) charged by the concessionaire to consumers of thermal energy; this priceis
regulated by a three-way agreement among the City, the concessionaire, and the commune
receiving the heat. EL, represents the base level of receipts from sales of electricity to the
national electricity company, EDF, and equals FF 3,940,699 per year. EDF' s purchase
priceisfixed by statute and is pegged to the electricity sales price; hence the
appropriateness of the index Ev (see notation section at beginning of this annex).

Comments

At theinitiative of the concessionaire, Tma has been replaced by BT40 inthe
formulasfor RF; and rp;. Thefigurein the main text of the chapter shows that
Tma was on adecline at that point.

The use of separate indices for fixed operating costs and variable operating costs
makes good sense in principle since the two categories are generally made up of
quite different elements. Since little variation from 180,000 tons/year is expected in
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the Lyon-Nord concession, this approach may not make a large difference here, but
it could have a significant impact if large fluctuations in quantity were expected.

AMENDMENT NO. 4
Pricing

This amendment uses an entirely incremental approach to the pricing of the
financing charge and operating costs resulting from the new investments. Equation «7» is
effectively replaced by:

P = (RL+ RLr) + (RF+ RFr) + [(rp+rpr) " N] =RV, «12»

where RLr , RFr , and rpr arethefinancing charge (for five years only), the fixed
operating price, and the variable operating price corresponding to the new investments.

The base prices are as follows, in FF (1 October 1990):

RLr, 150,437
RFr, 169,227
rpro 32.97

| ndexation

The financing charge, RLr , isaconstant annuity payment over five years; so no
indexation isrequired. Theindexation formulafor RFr isthesameasfor RF inthelast
amendment (see «9»). A new indexation formulais introduced, however, with respect to

rpr:

6
rpr, = rpr, 015+ 0.85§%.15§ +015°9% 4 570
S S PsdC

(o]

MED], 6U
MED1,

«13»

The tipping fee a the landfill where the fly ash and filtration cakes containing
heavy metals must now be disposed of is quite high (MED1, = FF 700/ton), and thisis
completely beyond the control of the concessionaire. The concessionaire s remuneration
will now adjust automatically if the tipping fee changes. But note that thisis not a pass-
through cost. The implicit coefficient linking tons of input waste and kilograms of output
fly ash and filtration cakes does not change. There is no adjustment in remuneration if the
quantity of these residues changes, given a fixed quantity of solid waste incinerated. This
gives the concessionaire a good incentive not to produce excessive quantities of these
residues; if it did, it would have to pay the difference.

This amendment also involves a change in the way that the local business tax (tax
professionnelle), atax based partly on value added, is handled. It will henceforth be paid
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by the concessionaire as one of its own expenses, and this requires an increase in the base
prices to keep the concessionaire in the same position as before. Also, sincetherateis
beyond the control of the concessionaire, an adjustment will need to be made if the rate
changes, and this is accomplished by adding aterm to the indexation formulas. On the
basis of detailed calculations, equations «8», «9», and «10» are therefore replaced by the
following:

RL = RL 2053 °%C 4 44 BT40 | 503 PVAQ
& 77 PsdC, BT40, PVA o
OU
RF = RF@()15+085§45SE +024 5189 4 599 PHC | () p PVAC
g BT40, PSIC, | PVA 2L
e ou
rp, = rp, 015+ o.ss§%.4o§ +019 5 40158140 | 025 PG | 0y PVAS
S S E, BT40, PSAC, PVA, o1

where PVA, equals 3.5%.

The base prices are adjusted as follows to take into account the new arrangement
for the local business tax:

RL, 35,472,555
RF, 19,048,416
I'Po 70.511

It is stated in the amendment that the impact of the new investments and associated
costs on the local business tax is so small that it can be neglected; that is why the
indexation for RLr , RFr , and rpr doesnot include any PVA terms.

AMENDMENT NO. 5
Pricing

To take into account the new investments required for more intensive particulate
removal, a new financing chargeisadded, RLc. Equation «12» now effectively becomes:

P = (RL+ RLr + RLc) + (RF + RFr) + [(rp+rpr) " N] =RV,

were RLc = Lc(1+ PVA).
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Lc isthe actual annual financing charge (over 13 years), determined by the
financing terms of the amendment (see main chapter text). To thisis added the local
business tax on this component of value added.

Adjustments are made to the base values for the fixed and variable price to take
into consideration the impact of the investments and other changes (increased safety
measures) on the concessionaire' s costs. The new base values (still relative to 1 October
1990) are:

RF, 19,171,972
I'Po 72.114

| ndexation

One advantage of having disaggregated the price formulain Amendment No. 3is
that less fiddling will be needed with indexation formulas. In this amendment, thereis no
need to adjust the formulas. They will be applied to the base values, adjusted in some
cases by this amendment; and then the final price will be determined by re-aggregating the
elements using «17».
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CHAPTER 5

CASE STUDY:
THE RESCO PLANT — SAUGUS, M ASSACHUSETTS

1. INTRODUCTION AND BACKGROUND

1.1 Purpose of Chapter

This chapter looks at the experience of a group of communities in the Boston,
Massachusetts, areain devel oping and implementing long-term contracts for municipal
solid waste incineration. Their experience was one of the first of its kind — if not the very

first — inthe U.S.

1.2 Municipal Solid Waste Incineration

Until the 1970s, there was little planning of solid waste management at any level of
government in the U.S. (see, in generd, Pfeffer 1992; Reitze and Davis 1993). Open
dumps and ocean dumping were common ways of disposing of municipal solid waste
(MSW). A few municipa incinerators had been used since the late 19th century. During
the 1960s, open dumps began to be converted into sanitary landfills, involving strict
requirements for soil cover and leachate control. On-site incineration became popular in
the 1960s for apartment buildings and commercial facilities, but the low combustion

temperatures resulted in massive air pollution.

A wave of regulatory legisation began in the 1970s, beginning at the federa level
with the Clean Air Act of 1970, which by restricting uncontrolled burning encouraged

local governments to set up incineration plants, and the 1976 Resource Conservation and
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Recovery Act. More interest developed in modern incineration plants in the 1970s as
environmental standards applying to landfills began to be tightened, thus driving up prices
for landfill disposal." Poor technology led to disappointing results at first, but

performance improved greatly with the introduction of European designs and methods.

This, very briefly, isthe broad context in which the Massachusetts communities
decided to enter into along-term contract with RESCO for incineration disposal of their

MSW.

1.3 Public Utility Context

As described in Chapter 1, many citiesin the U.S. in the late 19th and early 20th
centuries made use of long-term contracts with private companies — franchise contracts’
— for the provision of awide range of municipal services. One of the factors leading up
to the creation of state-level public utility commissions was the growing recognition of the
weaknesses of regulation by law courts on the basis of ordinary contract law. As noted,
for example, in a 1912 work commissioned by the National Municipal League, regulation
by the judicia system was inadequate because it dealt only with past offenses and did not
set adirection for the future, because it was too slow and expensive, and, most important,
because courts “do not possess the data, the special training, nor the aptitude required for

passing upon such problems’ (King 1912: 191).

! Because of bad connotations associated with the older term “incineration,” it has become common to use
other terms for modern incineration plants — e.g. “combustion” facilities, or “waste-to-energy” facilities
when usable energy is produced. They still involve incineration, however.

2 Traditionally, the distinguishing characteristic of afranchiseis that the company charges users directly
rather than receiving its compensation from the municipality, very much like the concession in French
administrative law.
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Regulatory functions concerning public utilities were taken away from the courts
in the early 20th century, for the first level of review at least. No completely consistent
and exhaustive anaytic definition of “public utility” is possible under U.S. state or federal
law. The category has evolved over time, differs from state to state, and isinaway a
grab-bag of economic activities, all “affected with the public interest” in some sense, and
all involving one or more of the following features, the more the better: natural monopoly
characteristics, essential commodities, transportation or distribution networks, direct sales

to the public.

What is interesting from our present perspective is that certain essential municipal
activities that are in some respects like utilities fall through the cracks of utilities law and,
when they are provided by private companies by long-term arrangements, do not come
within the purview of the state public utilities commissions and are regulated under

ordinary contract law in the courts, asin the early 20th century.

We may question whether municipal solid waste disposal services are in need of
any economic regulation today; free competition in the market might be optimal. We look
at this question further in Appendix 1, and some answers are suggested there. In the main
text of the chapter, however, we will bracket the issue and consider some of the
implications of the RESCO experience for the regulation-by-contract approach wherever it
isclearly applicable — e.g. certainly water and wastewater services. There may be lessons

to be learned.
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2. A QUICK LOOK AT THE MARKET AND THE INDUSTRY

2.1 Waste Flows

It is not easy to find data on solid waste management in Massachusetts from the
1970s. Accounts from that period suggest that the market was not very well devel oped:
high transport costs relative to disposal costs meant that most solid waste stayed close to

its point of origin.

Information on municipa solid waste in Massachusetts for 1994 is given in the
following table. “Municipa solid waste” (MSW) is defined here as consisting of solid

waste from residential, commercial, and institutional sources.®

Municipal Solid Waste M anagement
in Massachusetts, 1994

(thousand tons)

Generated in state 7,050
Net imports 330
Total 7,380
Recycled and composted 2,160
Disposal by:

Landfills 1,900

Combustion 3,320
Total 7,380

Source: MSWMP 1995: 21

A magjor development in the last few years has been the growing percentage of

MSW generated within the state that is recycled or composted. The percentage stood at

% “Non-MSW” is defined in the Massachusetts Solid Waste Master Plan as construction and demolition
debris, residuals from water and wastewater treatment (sludges and biosolids), industrial wastes
(presumably meaning process waste), and wastes generated by public works departments (M SWMP 1995:
21).
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31% in 1995, compared with 10% in 1990. The state’s goal isto recycle or compost 46%

by the year 2000 (see MSWMP 1995).

Although there were 109 active landfills across the state in 1994, the top five

accounted for 48% of al solid waste disposed of in landfills. There were nine combustion

facilities operating in the state in 1994. The top five, accounting for 85% of total tonnage,

are shown in the following table.

M assachusetts Solid Waste Combustion Facilities:

Waste Accepted in 1994

Facility Name L ocation Approx. Waste Accepted
Distance (thousand tons)
from RESCO
Comm’ties
(miles)

Semass Partnership Rochester 75 959
Ogden Martin / Haveill Haveill <25 550
Whed abrator / Millbury Millbury 60 479
Wheelabrator / NESWC North Andover <25 424
Wheelabrator / Saugus Saugus 420
Total, five above 2,831
Total, dl ninein state 3,337

Note: Figuresinclude all solid waste, not just municipal solid waste.
Source (except for distances): MSWMP-A 1995: G-1.

Mention should also be made of the Wheelabrator plant in Concord, NH, located

about 90 miles from the RESCO communities.

The plant that is the subject of this chapter, the RESCO plant in Saugus, accounted

for 13% of the total solid waste incinerated in the state in 1994. When asked which other

disposal facilities were considered to be the most significant competitors of RESCO, the
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plant manager named the four other combustion facilities listed in the table above and
three landfills: Plainville (469,329 tons accepted in 1994), Fall River (337,835 tons) and
the huge landfill in Rochester, New Hampshire. Plainville and Fall River are the two top

landfills (in terms of 1994 quantity) in Massachusetts (MSWMP-A 1995: F-2, F-3).

2.2 Price Determination

Spot market prices for solid waste disposal (tipping fees) have risen from about
$4-5 per ton at the time the RESCO contract was being negotiated in 1974-75 to $45-50
at the REscO plant in Saugusin June 1996. Prices are not controlled directly, but the
market is regulated by means of permits issued by the state Department of Environmental
Protection (DEP). Given the state's commitment to increased recycling, DEP is careful
not to allow excess capacity in landfills or combustion facilities (see MSWMP 1995).
Since the late 1980s, there has been a moratorium on permits for new incineration
facilities. Inits planning for future needs, DEP expects the existing incineration facilities
in the state to operate at full capacity, with landfills being used to absorb residual demand
for waste disposal. Data from 1993 show that the incineration plants have in fact been

operating near full capacity (DEP 1993).

Thisiswhat one would expect, given the production functions for incineration
plants and landfills. The marginal cost of operating a waste incineration plant will
generaly be lower than the marginal cost of operating and incrementally expanding a

landfill: for alandfill, capital development works take place progressively, as new capacity
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isneeded.” Therefore, in amixed system where there is a constraint on aggregate
incineration capacity, the existing incineration plants would end up running at full capacity,
and the residua demand for disposal services would be met by in-state landfills and by
exports of waste. The spot price would be set by the landfill marginal (or rather,
incremental) cost curve. This market pricing process is complicated at the present time by
the state’ s landfill permitting policy, where, for each landfill, quotas are set that determine

the quantity of waste it can accept.”

DEP isexplicit about its goal of not allowing excess landfill capacity to develop
because that would create a disincentive for the waste reduction and diversion programs.
But it is not clear what impact DEP s rationing of landfill services has on the tipping fee
— in other words, what the tipping fee would be if DEP did not restrict the devel opment
of new landfill capacity. (The Division of Solid Waste Management states that there are

no economists working in their office.)

3. FIRST RESCO CONTRACT: 1975

3.1 Origin of Contract

Since the 1950s, Saugus and nearby communities had been using an open dump
located in Saugus and owned by Martin DeMatteo, a general contractor, to dispose of
their residential solid waste. In view of pressure from the Town of Saugus, the state, and

the general public to close the dump, which bore little resemblance to a modern sanitary

* «Landfilling costs are difficult to come by because construction often continues throughout the life of the
landfill, instead of being completed at the beginning of operations. Capital costs are, therefore, often
mixed with operating costs’ (Kreith 1994: 1.20).

® The quotas were previously in the form of daily permit limits, but DEP has begun to issue annual
capacity limits to allow operators to deal with seasonal peaks without causing excessive price volatility.
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landfill, the communities knew that they would have to find an alternative. DeMatteo then
approached them in 1973 or 1974 with the idea of their contracting with his company to
provide disposal at a waste-to-energy incineration plant to be built at the site of the
existing dump, with the plant to be financed by tax-exempt industrial development revenue

bonds to be issued by the Town of Saugus, the host community.®

The idea was attractive to the communities since they saw landfills being closed
down throughout the state. Another appealing feature was that energy prices were high at
that time, and the nearby General Electric plant in Lynn, Massachusetts, was in the market
for an aternative energy source. The idea was that the waste incineration plant could

produce steam to be sold to GE.

The Mayor of Maden was instrumental in organizing a number of communities,
and a committee was formed to negotiate a contract with DeMatteo. Negotiations
proceeded between the communities and their attorneys on one side, with the Mayor of
Malden taking alead role, and DeMatteo and Wheelabrator and their attorneys on the
other. DeMatteo had joined forces with Wheelabrator: DeMatteo was to be responsible
for operation of the facility and Wheelabrator for engineering and construction work. A
representative of the Metropolitan Area Planning Council (MAPC), the regional planning
agency for the Greater Boston area, also took part in the negotiations. MAPC played an
important coordinating role, acting as secretariat and managing funds to pay consultants

and attorneys.”

® Pursuant to M.G.L. chap 40D.

" The MAPC representative later became City Clerk of Revere and continued hisinvolvement in the
project inits later stages.
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At that time, there were no examples to go by: the Saugus plant would turn out to
be the first successful waste-to-energy facility for municipal solid waste in the U.S.;® and
DeMatteo had no experience with any aspect of waste incineration. The Mayor of Malden
had in the past used the services of the Mitre Corporation, a systems engineering company
located in Bedford, Mass., whose two largest clients are the U.S. Department of Defense
and the Federal Aviation Administration. Mitre works only with public-sector clients, and
it had areputation for impartiality. Mitre was brought in jointly by the communities and
DeMatteo to give advice on demand forecasts, a reasonable tipping fee, and on certain
contractual details, such as price indexation and the change-in-law cost-pass-through
clauses. Mitre submitted a report, and it was on this basis that the base tipping fee of $13

per ton was finally agreed.

Participants remember the first draft of the contract being put on the table by
DeMatteo and Wheelabrator, but a number of modifications were made in subsequent
negotiations. The major concern of the parties at that time was to fix the starting tipping
fee. Participants do not remember being particularly concerned about the possibility of a
change in law that would affect the plant — it was considered to be state of the art at that

time — though a provision was put in the contract to deal with the issue.

In 1975, seven of the communities signed contracts with the Refuse Energy
Systems Company (RESCO), a joint venture between DeMatteo and Wheel abrator, on

substantially the same terms.® Even though the tipping fee for landfill disposal at that time

8 As of 1996, Wheelabrator operated 15 such plants throughout the country.

° The original contracting communities were Chelsea, Everett, Malden, Melrose, Revere, Saugus, and
Winthrop.
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was $4-6 per ton and the starting tipping fee in the REsco contract was $13, the
communities believed that incineration with energy recovery would be in their long-run
advantage because of increased environmental standards and rising landfill pricesin the

land-scarce New England states.

Other communities in the areajoined in during the next few years and concluded
contracts with RESCO, most for 20 years also. Within afew years, RESCO had agreements

with 22 communities.

Although they do not constitute part of the service agreement with the
communities, RESCO’ s arrangements for the sale of energy are worthy of note since the
pricing formulain the contracts with the communities did not involve any adjustment for
the price of energy — RESCO bore the entire risk: RESCO concluded a 30-year contract
with GE for the sale of steam at the same time as the service agreements, and in this
contract the price of steam was indexed to the price of fuel oil. This should be considered
amajor negotiating success from the communities' point of view, given the subsequent fall

in the price of energy fromits high level in 1975.

As energy pricesfell, the GE contract became less favorable to RESCO. But
because of areduction in activity at the GE plant and GE’s own energy conservation
efforts, it aso became advantageous for GE to seek to modify the contract with RESCO.
In fact, the contract was terminated by mutual agreement in 1984 as part of a deal that
involved RESCO’ s purchase of turbine generators manufactured by GE to enable RESCO to

produce electricity in-house. 1n 1985, RESCO entered into a 30-year contract with the

19 Compare municipal waste disposal costs for municipal facilitiesin New York City and Philadelphiain

261



New England Power Company for the sale of electricity, and it currently produces 36 MW

of power.

3.2 Overview of Rights and Obligations

Although al the long-term contracts that RESCO entered into with the communities
areidentical or quite similar, the description in the following sections refers specifically to
the contract between RESCO and the Town of Saugus. After the overview, certain parts of

the contract will be discussed in more detail.

The written agreement is relatively short and simple: 26 double-space pages. The
core provisions of the agreement are straightforward. RESCO is obligated to accept all
acceptable waste delivered by the Town and, in exchange, the Town will pay RESCO an
indexed price per ton in monthly payments. “Additional payments’ are due if the waste
delivered exceeds or falls short of a specified, moving benchmark by a certain percentage.
If RESCO cannot dispose of acceptable waste delivered by the Town for one reason or
another (excepting force majeure), it will make alternative arrangements for the disposal

of the waste and will reimburse the Town for any additional costs involved.

Under the agreement, RESCO has the right to accept waste from other sources,
provided that this does not prevent it from fulfilling its obligations to the Town. The
contract also contains a most-favored-customer clause: RESCO agrees that it will not

charge any other municipality less than the price being paid by the Town.

The agreement contains an extensive section dealing with the allocation of costsin

the event of achange in law that makes it necessary to modify the facility. Also included

1971-72: $4 per ton for landfills and $7-8 for incineration (Kontuly 1974: 21).
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are usua provisions dealing with force majeure, assignments, termination in case of

default, etc. The term of the contract is 20 years.

3.3 Pricing
3.3.1 Notation for Both Contracts

The notation that will be used in this chapter is given below. To smplify the
presentation, the notation covers both the 1975 and 1995 contracts. (Not all the variables
given below are used in the 1975 contract.) It should be noted that the contracts
themselves do not contain any equations or symbols (not even +, —, “, or , ), reflecting an
old legdl tradition that eschews such devices and instead prefers lengthy verba

descriptions of mathematical operations.™

Names with capitalized first |etters are taken verbatim from the contracts, and the
symbolic definitions given below correspond to the verbal definitionsin the contracts.
Each of the variables below can bear a subscript (t =0, 1, . . .) indicating the applicable

year.

P Tipping fee (price in $/ton) paid for every ton of waste delivered by Saugus
and accepted by RESCO

Q Annual quantity of waste (in tons) delivered by Saugus and accepted by RESCO
(“Facility Tonnage”)

B “Base Tonnage’. Seetext below for definition.

R Actua quantity of waste that Saugus recyclesin a given year (“Recycled
Tonnage”)

11« Although it is common to prescribe computations in terms of mathematical formulas, it is often easier
and clearer to use the ‘ cookbook’ approach, that is, to list in chronological order the steps leading to the
intended result” (Dickerson 1986: 202). It isa question of psychological interest whether the non-
mathematically inclined can better grasp the sometimes complicated relationships among the variables if
they are presented in verbal, rather than symbolic, terms. | would hazard a guess that most
mathematically inclined readers cannot.
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R° Saugus' s reasonabl e estimate (made at the beginning of the year) of the
guantity of waste that will be recycled in the current year

RS “Recycling Shortage” = R.;— R (but only if positive)
ARI “ Anticipated Recycling Increase” = RG—R.1  (but only if positive)
AcRlI  “Actua Recycling Increase” = R —ARIl;—R.; (but only if positive)
::{Rt' R[—l if R[eER[—l
tR-Rif R>R,

W Official wage index, published by the U.S. Department of Labor. In the 1975
contract, Area Wage Survey of Boston Metropolitan Area (replaced by
Employment Cost Index in the last few years of the contract, when the Area
Wage Survey ceased being published). In the 1995 contract, Employment
Cost Index for the Northeast Region

RET  Tota annua real estate taxes levied on the facility and on the associated |andfill
used for ash residue (but the only increases in assessment value, relative to the
base year, that are to be considered for this calculation are those arising from
alterations or additions required to comply with changesin law)

Note that the names given to some of the variables may be mideading. For
example, since Anticipated Recycling Increase equals R — R.1 , one might expect Actual
Recycling Increase to equal R —R.; . Indeed it does; but only if R% £ R.;. If, onthe
other hand, R% > R.1, then the Actua Recycling Increase equals R —R% , i.e. the amount
by which the actual quantity recycled exceeds the quantity estimated at the beginning of

the year — akind of error term.*

3.3.2 PriceTerms. 1975 Contract

In the 1975 contract, the tipping fee before any adjustments (P,) is set at $13 per
ton of solid waste. The verbal description of the adjustments to be made to the tipping fee

on an annual basis can be expressed as follows (after smplification):

12| could not determine whether this peculiar definition is intentional or the result of a mistake of some
kind — even atypographical error.

264



W, 402 FELD
W, RET,z

«1»

p= afé%.3+ 05

To be more precise, each of the two escalators applies only if there has been an
increase (or no change) relative to the base year. If thereisadecrease (i.e. if INDEX; <
INDEX, ), then in effect avalue of 1 isused in place of the relevant quotient. This
condition is not of great importance; it was probably included because it makes the verbal
description of the calculations more straightforward; moreover the likelihood of the price

level falling is not great.

The reason for the fixed factor, namely 0.3, is that the formulaincludes al cost
components together, and the debt service that must be paid by REScO is fixed in nominal

terms.

It is more usual these daysin the U.S. in contracts of this sort to use the CPI rather
than awage index as the primary escalator. But the contract negotiators believed that a
wage index would track the company’ s recurrent costs better than the CPI. In fact, an
examination of the two indices shows that they have behaved almost identically over the

years in question.

In addition to the basic tipping fee, there are two kinds of additional fees that may
be charged if the quantity of waste delivered diverges too far on the high or low sides.
The calculation of these additional fees requires the definition of a new term, the “Base

Tonnage”, B:

B, =max(Q,_,,095B,_,) «2»
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The Base Tonnage is the benchmark against which positive or negative deviations
in quantity are measured. If the quantity of waste delivered by the Town were to
decrease, RESCO would have to go out and expand its share of the commercial market, and
this might take time. So the benchmark is dampened on the way down: the Base Tonnage

can fall no more than 5% in any one year.

No additional feeis due so long as the quantity of waste stays within a band
defined by +10% of the Base Tonnage. The upside additional payment (i.e. the payment
due if the quantity of waste rises above the band) is: 0.15P; " (Q;— 1.1B;) if and only if
Q:>1.1B; . Presumably, RESCO might have to arrange for the disposal of some of the
waste of its other customers — those with contracts — at another site in order to
accommodate the Town's increased deliveries, and this might involve transport costs. In
addition, there is a probability that the spot market price will be higher than the

contractual price, and thisis RESCO’ sopportunity cost at the margin.

The downside additiona paymentis. P, (0.9B;— Q) if and only if Q; < 0.9B;.
Here, the full tipping fee is charged for shortfalls below 90% of the Base Tonnage. In
effect, there is a moving put-or-pay requirement: the benchmark quantity isnot fixed in
advance but is equal to the Base Tonnage, which may vary from year to year. In principle,
the limit on annual decreases in the Base Tonnage and the put-or-pay requirement
together should place alarge part of the risk of a continuing pattern of decreased waste
delivery on the Town. In fact, RESCO has never invoked its right to these additional

payments.
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It isimportant to note that, at least for Saugus, there is no direct connection
between the payments made by the Town to RESCO and the payments made by residents
for solid waste services. In fact, there is no separate user fee or tax surcharge for solid
waste services. Residents implicitly pay for this by way of the property tax, but there is no

segregated enterprise fund.™®

3.4 Local Tax

Host-community benefits are anormal part of the conclusion of a siting deal for a
waste-processing facility. In aseries of agreements over the years, RESCO and the Town
of Saugus fixed the real estate tax payments that RESCO would make to the Town, based
on a stipulated initial property valuation, indexed to inflation and to be increased in the

event of capital improvements.*

The amount at stake is considerable: in fiscal 1993, for example, the tax bill was at
least $1.8 million, more than five times what Saugus paid to RESCO for waste disposal.
Over the years, there have been a number of disagreements and new agreements over this
matter; these are not of direct concern for this chapter. The important point for present
purposes is that its status as host community and the associated tax provisions set the

Town of Saugus apart from the other communities to some extent. For the other

3 From aregulatory perspective, this may be seen to greatly reduce the efficiency effects of contract
design or performance (i.e. alocative efficiency in consumption).

14 Tax payments or “in lieu” payments for waste-to-energy facilities are more commonly calculated as a
function of facility use — either on a per-ton-of-waste basis or as a percentage of gross revenue (see
White, et al. 1990). On July 15, 1975, ten days after the signing of the RESCO contract, a statute was
signed into law in Massachusetts that required a resource recovery facility operator to pay to the host
community atax of $1 per ton of waste processed, “in lieu of all taxes, fees, charges, or assessments
imposed by the city or town . ..” (M.G.L. chap. 16, sec. 24A). Thiswas less advantageous than the
agreement that Saugus was negotiating with RESCO, and so Saugus managed to have a special exception
enacted to let the Town continue with its own, special tax agreement with RESCO.
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communities, capital improvements required by a change in law have only a negative fiscd
effect, by way of the RET factor (see section 3.3.2, equation «1»). For Saugus, thereis
also a positive effect in that real estate tax payments are increased. The other
communities therefore have often been wary of the potential mixed interests of Saugus

with regard to RESCO.

3.5 Change-in-Law Risk
3.5.1 Compensation under the Contract

The following description is based on my own naive (plain-meaning) reading of the
contract, ignoring the issues brought up in the later dispute. Some of the statements
below were called into question by RESCO’ s attorneys and by the judge. More discussion

will follow in later sections.

The 1975 contract (clause 5.6) explicitly addresses the question of how to account
for achange in law requiring an “alteration or addition to the Facility” in the remuneration
due from the Town to RESCO. There are two separate aspects: (i) the capital charge
resulting from the ateration based on its costs and (ii) the “effect” of the alteration *upon
Company’s per ton cost of accepting and disposing waste at the Facility,” apart from the
capital cost.”® A calculation isto be made year by year so that Saugus pays a pro rata
share of the total additional costs, based on its contribution to the total quantity of waste

processed by RESCO.

'3 Since this detail will become important later in the story, it is worth noting the exact language here:
“. .. (in calculating such effect the cost of the alteration or addition shall not be taken into account . . .).”
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a) Capital Charge

With respect to the capital charge, the approach is part ex post and part stipulated.
The cost to be used is the actual cost incurred by RESCO — capital expenditures — but
RESCO “agreesthat it will use its best efforts to minimize the total cost of such alterations
or additions.” (Note the incompleteness of this specification because of vagueness — a
point to which we will return.) The capital charge itself isto be determined by using a
financing agorithm stipulated in the contract, regardless of how REsco actualy finances
the works: the algorithm calls for constant annuity payments at the current prime lending
rate calculated over a period of five years or the remaining term of the contract, whichever
isgreater. But, presumably, if the contract had less than five more years to run, payments
would extend only over the remaining years of the contract, even though they had been

calculated on the basis of afive-year annuity term.

We should note in passing that this provision would in some circumstances require
the Town to pay the full amount of its pro rata share of capital costs even though the
useful life of the assets in question might extend far beyond the end of the contract. We

will return to this point later.

b) The*Effect” of the Alteration

With respect to the second part of the compensation, the contract does not give a
good definition of “effect.” We might presume that it would include any increasein
operating or maintenance costs, though it is strange that the contract does not mention
these important items explicitly. It does explicitly include any increasein real estate taxes

due to an increase in the assessed value of the facility. Also, the language makesit clear
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that part of the “effect” might be to the benefit of the Town if the ateration were to
increase the capacity of the plant, thus presumably enabling RESCO to spread its fixed costs

over alarger quantity of waste.

Community representatives who participated in the negotiations say that they
wanted to emphasize the positive impact for the communities and downplay any possible
negative effect; and RESCO did not insist on putting in language that would make it clear
that incremental operation and maintenance (O& M) cost would be included. Perhaps
RESCO’s attorneys felt confident that “ effect” would ultimately be interpreted reasonably
to include incremental O& M, asindeed it was so interpreted in the arbitration. But thisis

jumping ahead in the story.

3.5.2 Dispute Resolution Provision

A specia dispute resolution mechanism isincluded in the contract to handle

disagreements over the “effect” of the plant modification on the company’s costs:

If the Municipality disputes Company’s statement as to the effect of such ateration or
addition upon Company’s per ton cost of accepting and disposing of waste at the
Facility, the Municipality shal have the right to insist upon an independent determination
of such effect to be made by The Mitre Corporation, or if The Mitre Corporation is
unable to undertake the task of making such determination, by athird party or company
mutually agreed upon by Company and the Municipality. The determination of The
Mitre Corporation or such third party or company as to such effect shall be binding upon
Company and the Municipality.

Given the complexity and technical nature of such an “effect,” it makes good sense
to have provided a special way for disputes over this issue to be resolved, without having
to throw the contract into court. The Mitre Corporation was selected because it had
played an important role in the development of the contract in 197475 (see section 3.1).

Note that the provision has no further import if Mitre is unable to undertake the task: if
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the parties are able to agree on another third party to help them resolve a dispute
concerning the “effect,” they can do so without need of this provision; if they cannot, then
this provision cannot compel them to do so. Note also that the Municipality has the right
but not the obligation to invoke this clause. If it wants, it should be able to have the

dispute resolved by the court instead.

3.6 Contract History up to Scrubber Dispute

In 1978, Wheelabrator took over from DeMatteo as operator within the joint
venture. In 1991, DeMatteo dropped out entirely from the arrangement, leaving

Wheelabrator Energy Systems as the sole contracting party.

Until the scrubber dispute arose, all reports indicate that RESCO and the
communities enjoyed excellent relations, with no complaints on either side. Themain
function of the contract was to determine how the tipping fee should increase over time.

Apparently, no one referred to the written contract for any other reason.

It is noteworthy that not once did RESCO charge a community the additional fee
specified in the contract for over- or under-tonnage: they would simply notify the
community, reserving the right to charge in the future. It istrue that divergences from
planned tonnage were generally not great, but the early 1990s saw a decrease of 10-15%
in curbside collections due to a depressed economy and to increased recycling activity.
REsco was able to make up the deficit on the spot market, but all the same they did have
contractual rights that they decided not to exercise. Good relations with the towns were

obviously a more important consideration.
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To prepare the way for the presentation of the scrubber dispute in the next section,
the following table gives the tonnage of waste delivered to the REsco facilitiesby the

concerned communities during that period.

Solid Waste Delivered to REsco
by the 13 Communitiesin 1991

Community Tonnage Per centage
of total®
Beverly 17425 4.1%
Chelsea 16768 3.9%
Everett 20996 4.9%
Lynn 37289 8.7%
Malden 25227 5.9%
Melrose 12615 3.0%
Reading 8746 2.1%
Revere 29344 6.9%
Saugus 15382 3.6%
Stoneham 10209 2.4%
Swampscott 6253 1.5%
Wakefield 9792 2.3%
Winthrop 10114 2.4%
TOTAL 220160 51.6%

Note: (a) Thisis the percentage of the grand total of
waste incinerated by RESCO, including waste from other
communities and commercial waste.

Source: Resco Complaint in Civil Action No. 92-721,
March 2, 1992.

4. THE SCRUBBER DISPUTE

A description of the entire incident will be presented first, with minimal

commentary, and then certain issues will be discussed in greater depth.
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4.1 Description of Events
4.1.1 Initial Moves

In December 1987, the Massachusetts legislature passed the 1987 Solid Waste
Act, which included a requirement that acid gas scrubbers be installed on solid waste
incinerators to reduce hydrochloric acid gas and particulate emissions in stack
discharges.”® Asrequired in the contract, RESCO informed the communities in January
1988 about the implications of the new law and gave them an estimate of the cost of the

modifications and of the impact on their tipping fee.

In January 1990, REscO notified the 13 communities with which it had long-term
contracts that the required construction work would be completed in December and that
RESCO intended to bill them their proportionate share according to the pass-through
provisions of the contracts; and in February, RESCO held an open meeting to discuss the
law and the cost impact on the communities. The total amount that RESCO would pay was
estimated at $132 million. Thisincluded $83m for capital charges, and operation and
mai ntenance costs related to the acid gas scrubbers for the remaining years of the

contracts

The cost estimate given to the communities a so included $49m relating to the
landfill used by Resco for disposal of the incinerator ash — about 350 tons of ash per day.
In 1987-88, DEP had issued ash management and disposal policy statements that required

that al incinerator ash be disposed of as solid waste in dedicated sites with DEP-approved

16 Chap. 584 of the Acts of 1987, codified in Mass. Gen. Laws, chap. 21H, sec. 6. This section requires
the installation of “acid gas scrubbers, or such technology providing equal or greater protection to the
public health and environment, as determined by the department [Mass. DEP] in manner and time.”
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leachate control systems.”” A series of consent orders by DEP culminated in permission to
RESCO to continue using the existing landfill (the “old Saugus dump”) if certain
improvements were made. RescO included these site development and closure costs

along with the scrubber retrofit costs.

It isclear that it was necessary for RESCO to make these improvements to the
landfill, but, if one restricts oneself to the plain language of the contract, thereislittle
doubt that RESCO bears the risk of such costs. The cost pass-through applies only to “an
alteration or addition to the Facility,” and “Facility” is defined as the solid waste
incineration facility, including the land on which the facility sits, and all buildings and
equipment located on the land. Y et RESCO decided to include the landfill-related costs in

the estimate given to the communities.

The estimated percentage of the total costs that would have to be reimbursed by
the 13 communities, based on their share of total waste treated by the plant, was 60%.
The overall impact of the pass-through costs would have been to raise the effective tipping
fee of the communities from the $23 per ton then in effect to about $103. Resco offered
the communities three alternatives. (1) they could pay the pass-through costs as specified
in the contract; (2) they could terminate their contracts then and there, without further
payments; or (3) they could sign new contracts for fifteen years at a starting tipping fee of

$79.50 per ton.

Y The new landfill standards were sufficiently stringent to comply with the later U.S. Supreme Court
ruling that incinerator ash is not exempted from regulation as a hazardous waste under federal laws (City
of Chicago v. Environmental Defense Fund, 114 S.Ct. 1588 (1994)).
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The communities were not expecting this added burden. The 1987 legidation that
mandated the tightened environmental standards, the Solid Waste Act, had aso included a
provision stating that affected municipalities “shall be éigible to receive annual or one-
time reimbursement from the Commonwealth for such attributable costs [i.e. attributable
to the installation of acid gas scrubbers]|, as determined by the Secretary of Administration
and Finance.”™® Asit stands, the passage is little more than a statement of legislative
intent. In 1988, the Secretary of Administration and Finance proposed a two-pronged
approach for “alaying the capital costs. . . and the extraordinary one-time operating
costs. . .” — an approach that involved tax-exempt financing for the direct capital costs
and fiscal relief for extraordinary operating costs caused by the down-time of the facility
during installation.”® As noted by the State Auditor, who also remarked that the issue was
outside his authority: *Although such assistance [the assistance proposed by the
Secretary] would mitigate the cost impact of the scrubbers, it does not appear to satisfy
the intent of the provisions of the Solid Waste Act calling for state reimbursement . . .”*°
(Finaly, to jJump ahead to 1994, after the conclusion of the arbitration, the state legidlature

did vote to reimburse the communities $3.75 million of the RESCO pass-through costs,

compared with the $35 million that the communities felt they deserved.)

Quite soon after they became aware of the increased costs that they would have to

pay, the communities in February 1990 decided to retain counsal. According to Richard

18 Section 49 of chapter 584 of the Acts of 1987.

19 |_etter from Secretary Frank T. Keefe to Senator Walter J. Boverini and Representative Steven Angelo,
April 12, 1988.

20 |_etter from the Joseph DeNucci, State Auditor, to Norman Hansen, Saugus Town Manager, June 21,
1988.
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Boutiette, then Director of Public Works for the Town of Wakefield, there was no
suggestion at that point that the costs estimated by RESCO were improper or excessive.
Lega counsd was hired “[b]ecause we knew the costs were going to be considerable and
we, just as when we initially formed the consortium [of communities], we wanted to be
sure that they were reasonable.”® Observers from other countries, not familiar with
American ways, might find it peculiar that the communities would initialy hire lawyersto
help them determine if the costs were reasonable. But among these lawyers was one who
had been involved in the original contract negotiations in 1974—75. The communities
viewed him as a natural member of the team. The record makes it clear, moreover, that,
at that point at least, the communities attorneys viewed their role as one of helping to

negotiate a mutually satisfactory solution, not as a mandate to go to battle.

In March 1990, the communities, working closely with their lawyers, hired the
engineering consulting firm Camp, Dresser & McKee (CDM) to review the costs and to
advise on their appropriateness. CDM concluded that REsco had chosen the potentially
most costly technology — spray dry absorber with a baghouse and replacement of the
stack — to meet the requirements of the law. CDM suggested that dry sorbent injection
with certain enhancements (e.g. fabric filter baghouse) would be able to meet the emission
requirements at a cost nearly $20m less than the $38m claimed by Resco for these

components.

In response to the three alternatives that RESCO had proposed in January, six of the

communities decided to walk away and make other arrangements for their waste. The

% Deposition of Richard Boutiette, Jan. 16, 1991, p. 33 (Civil Action No. 90-3632, Mass. Superior Court,
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others chose to stay with the existing contract and continue negotiations over the pass-

through costs.

Discussions continued between REsco and the remaining 13 communities. In
May 1990, they notified RESCO that they rejected the cost recovery claims as presented by
the company. The communities lawyers then shifted attention from the issue of
appropriate technology to the question of cost substantiation and requested copies of
purchase orders, contracts, and so on, from RESCO. RESCO resisted responding to all of
the requests. Tension began to mount in the summer of 1990, and litigation seemed

imminent.

4.1.2 The Communities Sue RESCO

After calling a press conference in late November, the 13 communities filed suit on
December 4, 1990 against RESCO and its various affiliated companies in the state Superior
Court (Essex Division, located in Salem, Mass.).”® The communities alleged, among other
things, that REsco had breached the contracts “ by seeking to pass on to the municipalities
excessive, unreasonable and improper costs which are unrelated to any changesin local,
state or federal law, ordinance or regulation.”* In particular (but note that not all of the

following details are contained in the complaint itself):

Essex Division).

2 The towns or cities of: Beverly, Chelsea, Everett, Lynn, Maden, Melrose, Reading, Revere, Saugus,
Stoneham, Swampscott, Wakefield, and Winthrop.

2 Civil Action No. 90-3632. The other defendants, besides Resco itself, included Wheel abrator North
Shore, Wheelabrator Saugus, Wheelabrator Environmental Systems, and Wheelabrator Technologies. To
keep things simple, only the name “rResco” will be used in the sections that follow.

24 Complaint, Dec. 4, 1990, p. 9 (Civil Action No. 90-3632).
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1. REesco had failed to use its best efforts to minimize costs (as required by the
contract). First, RESCO selected expensive, state-of-the-art dry scrubber and
baghouse technology that exceeded the new regulatory requirements, as interpreted
by DEP. (Use of adry sorbent injection combined with wet scrubbers would have
been more cost-effective.) Second, RESCO did not competitively bid the required

works: instead, the work was carried out by affiliated companies.

2. REscoO is attempting to pass on costs not subject to reimbursement, namely, costs
associated with the operation and closure of the old Saugus dump. The contract

limits pass-through costs to alterations or additions to the facility.

In sum, the communities asserted that RESCO was entitled to reimbursement of
costs relating only to the installation of acid gas scrubbers “ minimally necessary” to meet

the requirements of the new law.

REsco took the approach in its response that the communities were simply trying
to shirk their contractual duties; RESCO called attention to the communities “reckless and
irresponsible course of ignoring their legal obligations and concealing from the citizens of
the Communities the fiscal reality of the cost of the State Mandated Facility Modifications
and that their municipal budgets must be adjusted or their revenues must be reallocated to

fund the Communities’ pro rata share of that cost.”®

Obvioudly, the case would turn in large part on a number of quite complicated
factual issues. What was the least-cost technical solution to meet the new requirements?

What would have been the lowest reasonable cost to implement this solution? The
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communities’ lawyers now began an extensive discovery process, interspersed with
various procedural wrangles and posturing on both sides, that lasted the entire year of
1991. The information requested covered such things as the following, where they related
to the capital improvement projectsin question: all contracts, purchase orders, and
invoices; al tenders, requests for quotations; all documents referring to any
communications between any of the communities and RESCO; technical analyses, reports,
engineering plans. By April, RESCO had delivered about 100,000 pages of documents as

well as responses to various interrogatories. More requests followed.

In November 1991, the communities lawyers argued that they needed to probe
more deeply to go beyond documents between RESCO (or, more precisely, Wheel abrator
Technologies) and its contractors.® Since the contractors chosen were corporate
affiliates, the transfer prices shown in invoices might not represent true costs. They also
needed documents from the wholly owned subsidiaries (e.g. Rust International, Pullman
Power Products, and Wheelabrator Air Pollution Control). In early 1992, the
communities hired Ernst & Y oung to conduct a financial analysis of books, records, and
other documents of certain of the subsidiary companies. Teams from Ernst & Y oung
went off to Birmingham and Pittsburgh to gather information. They found that overhead
and profit in the amounts invoiced amounted to 42% of cost, compared with an industry

norm of 15%.%

% Answer and counterclaim, Jan. 8, 1991, p. 3.

% Memorandum of Law in Support of Plaintiffs Motions to Compel Production of Documents and
Answersto Interrogatories, Nov. 27, 1991.

7 Affidavit of Lynda Harbold, May 21, 1992, p. 3 (Civil Action No. 92-721). This refersto the discovery
carried out in connection with Civil Action No. 90-3632.
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At the end of 1991, on December 18, the parties held a settlement conference, and
concluded that major differences remained in their positions. At that point, it looked asif
atrial wasinevitable, and steps were taken toward planning a pre-trial conference for early

1992.

4.1.3 RESCO Suesthe Communities

In the meantime, around April 1, 1991, RESCO completed the construction and
installation work relating to the new scrubbers. The contract specifies that REsco will
begin to bill the communities for eligible capital works — those resulting from a change in
law — within thirty days after the end of each calendar year. So on January 30, 1992,
RESCO sent each of the 13 communities a bill showing how much they owed for 1991.
Total capital costs, plus imputed financing during construction, amounted to $66.9 million
for the plant and $33.9m for the ash disposal site development and closure work. The
required payment for 1991 (A pril-December only) was $18.8m — based on equal monthly
annuity payments calculated over 60 months at an annual interest rate of 9% (prime rate),
as caled for in the contract. Incremental operation and maintenance (O& M) costs during
April-December 1991 for the plant were $0.94m and for ash disposal $1.07m. Thusthe
total billable cost for 1991 was $20.8m. The 13 communities were responsible for 51.6%
of the tonnage of waste delivered to the plant, so their pro rata share of costs for 1991

amounted to $10.8 million.

Nine of the communities made small partial payments, totaling $1.7m, around the
end of February. Four of the nine attached similar cover letters explaining that they had

referred the bill to their attorneys, that their payment was based on their own estimate of
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reasonable capital costs for the scrubber retrofit only, namely, $28.75m (compared with
the $66.9m claimed by Resco for plant-related costs), and that they were not responsible
for costs connected with the landfill or ash disposal or with incremental O&M. In
addition, they contended that there would be substantial operating savings that should be
credited to the communities, but that according to the terms of the contract, they would

not withhold these amounts pending resolution of the dispute.

On March 3, 1992, RescO filed suit against the 13 communities.”® Resco claimed
that the communities had breached the contract by failing to pay their billsin full within 30
days, asrequired. Resco contended that the contract required the communities to pay the
billsfirst and then to submit the dispute to athird party for binding resolution. In their
response, the communities argued that the “pay-first” provision applied only to the
operating-cost component of the change-in-law costs, not to the capital costs; and they

had adhered strictly to this distinction when they made their payments to RESCO.

In its complaint, RESCO asked the court for a judgment on the pleadings. After
various other motions and counter-claims, Superior Court Judge John Ronan handed
down ajudgment on April 23, 1992. The judge ruled that the communities must pay the
full amount demanded by RESCO, and then, if they wish, they may dispute this sum by
recourse to the contractual procedure of “independent third party determination” involving

the Mitre Corporation or some other third party (described in section 3.5.2).

The communities appealed the ruling, but the Appeals Court on June 3, in aone-

paragraph order, upheld the lower court’s decision and ordered the communities to pay

% Civil Action No. 92-721, Mass. Superior Court, Essex Division.

281



the full amount billed to them by July 2. Having spent more than a year preparing for trial
in connection with the first action, the parties now shifted their sights and moved towards

arbitration of the dispute.

4.1.4 Arbitration

In hisruling of April 23, 1992, Judge Ronan stated that the municipalities had the
right to request independent third party determination of the reasonableness of the
payments they must make to RESCO, according to the terms of the contract.” It was
discovered that the Mitre Corporation was no longer in a position to play the role set out
for it in the contract — it was no longer actively involved in solid waste management

issues — and so the parties and their attorneys searched for other solutions.

It was decided by mutual agreement to arbitrate the dispute before aretired
Superior Court judge who was active in the field of aternative dispute resolution.

Arbitration began in April 1993.

On April 23, 1993, the arbitrator issued a decision on four preliminary matters. On
June 2, he ruled on the question of whether increased operating costs were eligible for
reimbursement. The Final Award was issued on November 9, 1993. A summary of the

major findings and rulingsis as follows:

Issue No. 1. Given the state of the market, the availability of qualified vendors and

suppliers, time constraints, and other factors, RESCO’ s decision to contract with its

% One might ask why the communities had not invoked the alternative dispute resolution clause (see main
text sections 3.5.1b) and 3.5.2) in thefirst place. The reason is that, according to their understanding of
the clause, it applied only to the strictly defined “effect” of the alteration and not to the capital
expenditures themselves. See Appendix 3.

282



own subsidiaries and affiliates rather than resort to competitive bidding represented

an “exercise of sound judgment” likely to produce the “most cost-effective result.”

Issue No. 2. Resco did not fail to use its best efforts to minimize costs by selecting
amore expensive technology (spray dry absorbers). Use of dry sorbent injection,
though in technical compliance with the law, would not have been approved by

DEP (in the opinion of the arbitrator).

Issue No. 3. Some of the cost items (e.g. roofing, re-siding, repainting) were not
required by a change in law and therefore should not be passed on to the
communities. (Thisresulted in $3.7m being deducted from total capita costs, in
addition to $5.1m in non-includable items conceded by RESCO sometime after the

communities brought suit.)

Issue No. 4. Costs relating to ash disposal, according to the contract, are not to be
passed through to the communities. (About $33.9m in total capital costs to be

eliminated as aresult.)

Issue No. 5. The contract does require the communities to reimburse RESCO for

incremental operating and maintenance costs.

Issue No. 6A. The sum of $4.75m is be deducted from the retrofit project capital

costs. (The award does not give any further explanation.)

ssue No. 6B. The contract allows RESCO to hill the communities for “reasonable

profit” earned by RESCO’s affiliates that carried out work in the retrofit project.
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In sum (including various adjustments not noted above), the total billable capital
costs now amounted to $57.8m, compared with the $100.8m presented by RESCO when

they brought suit against the communities in March 1992.%°

5. SECOND CONTRACT. 1995
5.1 Development and Terms
5.1.1 Contract Development

After the conclusion of the arbitration and the ending of the dispute between
RESCO and the communities, negotiations proceeded with RESCO in early 1994 along two
fronts for a contract to begin when the old one was scheduled to end, in mid-1995. First,
negotiations and comparative shopping started on behalf of a group of communities,
represented by the Boston law firm that had handled the dispute. In November 1994,
twelve of the communities jointly issued a Request for Proposals for waste disposal
services® At least four offers were received, including a favorable one from RESCO.

Taks with RESCO continued.

Believing that this avenue was not likely to lead to a fruitful outcome, Saugus
pushed ahead independently, with lawyers of its own, and soon had reached agreement on
adraft contract. Resco then offered this contract to the other communities on what has
been characterized as a take-it-or-leave-it basis. Concluding that they had no better

alternative, the communities accepted. One can surmise that at this point in time the

% These figures are given before amortization and before the communities’ pro rata share is cal culated,
based on waste tonnage (47% for 1992 and 43% for 1993).

3 Beverly, Chelsea, Everett, Malden, Melrose, Reading, Revere, Saugus, Stoneham, Swampscott,
Wakefield, and Winthrop. The City of Lynn dropped out of the consortium in October 1994. Lynn's
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market for solid waste had developed in such away (see Appendix 1) that a salient market

price range brought the parties’ reservation prices close together.

In December, the communities agreed to a contract with RESCO for an initial
(indexed) tipping fee of $56. The contract is very much like the previous one, except for
provisions concerning pricing, change-in-law risk, and dispute resolution. These will be
discussed in turn. In addition, the term of the contract is 15 years, with an option for the
communities to extend for an additional 5 years. The contract was signed on May 9,

1995.

5.1.2 PriceTerms

In the 1995 contract, the basic tipping fee for the base year (1995), P, , isset at
$56 per ton of waste. The escalation formula can now be expressed as follows (see

notation in section 3.3.1, above, and cf. «1»):

p= afé%.05+ 075 RET 9
W

RET, g

«3»

L +0.20

[o]

There are two changes, apart from the value of P, . Firgt, the fixed element has
decreased from 0.3 to 0.05, with a concomitant increase in the weighting of the wage
index from 0.5 to 0.75. The reasoning is that debt service, fixed in nomina terms, has

finished by now.

Second, the wage index itself has changed: instead of the Area Wage Survey for

the Boston Metropolitan Area, which was no longer being published, the Employment

current contract with RESCoO was due to terminate later, in June 1999, and it decided that its interests were
different from those of the remaining 12 communities.
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Cost Index for the Northeast Region is now used (both published by the U.S. Department

of Labor).

The additional fees for deviations in the quantity of waste delivered are calculated
in adifferent way in the 1995 contract. The aim, as stated in the contract is “to reflect
Company’s and Municipality’ s support of Recycling while also recognizing the Company’s
commitment to the Municipality to reserve the capacity necessary for the disposal of the
Municipality’s Acceptable Waste at the Facility” (5.5(g)). The 1987 Massachusetts Solid
Waste Act states that solid waste contracts may include provisions requiring the delivery
of minimum quantities, “provided, however, that such provisions do not result in the
imposition of a contract penalty for municipal participation in a commonwealth approved
program of residential source separation of recyclable materials, . . .”* To comply with
thislaw, the 1995 contract includes terms that aim to prevent the Town from being
obligated to make additional payments to RESCO based on shortfalls in waste delivery due

to increased recycling.

During January of each year, the Town will inform RESCO of the actual quantity of
waste that it has recycled during the preceding year and the “ Anticipated Recycling
Increase” for the current year, i.e., an estimate based on its reasonabl e expectations (see
notation, section 3.3.1, above). The Base Tonnage to be used as the benchmark is now

the following (except for the first year, for which anumerical value is specified):
B =max(Q.,,095Q_,)- ARl «d»

Given the definition of ARI , this may be written as:
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B =max(Q.,,095Q ,)- max(R°- R_,.0) «E»

The contract describes (entirely in verbal terms) the upside additional payment as

follows (cf. 1975 contract):

015R " [Q - 11(B, +RS)], iff Q >11(B +RS) 6>

The downside additional payment is as follows (ignoring some contingent elements

that are not important for present purposes):

P.” (0.9B;—Q:—AcRly), iff Q+ AcRl; < 0.9B «7»

To see what «6» and «7» imply, we will need to look at a number of different cases
to account for the fact that each of ARI, RS and AcRI is operative only if itsvalueis
positive. Thisanaysisisdeveloped in Appendix 2. A number of puzzling features emerge
from the analysis. For example, it is demonstrated that under certain conditions, the Town
would be rewarded for giving an inflated estimate of the quantity of waste to be recycled
in agiven year, regardless of what the actual quantity turned out to be. In short, the
genera direction of these pricing provisions makes sense, but some of the specific details

appear confusing, and the rationale for various terms remains unclear.

The parties would probably respond that none of this matters at all: RESCO never
required the additional payments under the 1975 contract, and there is no reason to think

that it would do so under the 1995 contract. This may be true. Y et seasoned contract

3 Mass. General Laws, chap. 44, sec. 28C(g).
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lawyers can describe many cases in which a provision thought to be completely

unimportant has taken on new life after the occurrence of an unexpected event.

5.1.3 Change-in-Law Risk

A magjor change in the 1995 contract concerns the stipulated financing algorithm to
be used in the case of atechnica modification to the facilities made necessary by a change
inlaw. As noted above (see section 3.5.1), the 1975 provision would require in some
circumstances that the communities pay the full amount of a capital improvement,® even
though its useful life would extend far beyond the remaining term of the contract. The
1995 contract changes the wording substantially: the capital charge is now to be
calculated using an amortization period equal to (i) the “classlife” of the asset, as
specified in the Internal Revenue Code or (ii) the remaining term of the contract,

whichever isgreater. Thisisamaor improvement over the 1975 contract.

Another change is the explicit mention, in at least two places, that no change-in-
law costs related in any way to RESCO’ s disposal of the ash residue will be passed on to

the Town.

5.1.4 Dispute Resolution

The dispute resolution section of the contract has also changed agreat deal. There

are now several different forms of non-judicia dispute resolution or prevention:

1. If the Town disputes any aspect of the change-in-law provisions of the contract (i.e.
anything relating to section 5.6 of the contract), it has the right to have the matter

decided by a Neutra Expert, and this decision will be binding, final, and enforceable
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in court pursuant to the Massachusetts law governing arbitration proceedings
(Mass. Gen. Laws, chap. 251). The Neutral Expert isto conduct a hearing, but
formal rules of evidence will not apply. If the parties cannot agree on the Neutral

Expert, the “CPR Institute for Dispute Resolution” will select a Neutral Expert.

Before the Neutral Expert issues his/her report, the parties will agree upon an
Independent Auditor, who, within 60 days after completion of the works, will verify
the actual amounts expended by REsco for the technical ateration. In no

circumstances will the Town be obligated to pay more than the actual expenditures.

. Any other dispute will be finaly settled by arbitration conducted in accordance with
CPR Rules for Non-Administered Arbitration of Business Disputes, with the
arbitrator being appointed by the CPR. The amount to be awarded for each clam
will be determined by a process of fina offer arbitration, in which the arbitrator will
be constrained to select one or the other of the parties' last offers with respect to

the particular claim, the offers being finalized before the arbitration hearings begin.

The CPR Institute for Dispute Resolution (founded in 1979 as the Center for

Public Resources/CPR Lega Program), located in New Y ork City, is arespected

nonprofit institution that promotes aternative dispute resolution methodsin the U.S. The

CPR developed its Rules for Non-Administrated Arbitration of Business Disputesin

1989.%

% More precisely: their pro rata share of the full amount, based on tonnage of waste.

3 “Non-administered” means that the role of CPR, apart from the fact that its rules are used, is limited to
assisting with the appointment of the arbitrator if the parties provide for that. “Administered arbitration”
involves the administering entity much more in managing the proceedings.

289



5.2 Similarities with the First Contract: What Happened?

One surprising feature of the 1995 contract is that it reproduces word for word
many of the passages that caused so much difficulty in the legal action that RESCO took
against the communities in March 1992 to compel payment of their bills. The payment-
first provision is still there, word for word: “Notwithstanding . . . any dispute regarding
the effect . . .” The parenthetical qualification of “effect” remains, word-for-word: “in
calculating such effect, . . .” Given the great disadvantage in having to pay abill while the
amount is being disputed, one would think that, finally, the troublesome word “ effect”
would have been defined more clearly — but no clarification is made. It therefore till
remains unclear also whether incremental O& M costs are to be passed on to the
communities, though the communities would be hard put to argue that they intended that
the passage should not cover O& M costs, given that the arbitrator in 1993 decided on the

basis of identical wording that O& M costs were included in the previous contact.

Just as distressing is the fact that no greater precision is brought to the question of
cost minimization. What does the concept mean in operational, verifiable terms? Nothing
is done in the new contract to give guidance to the Neutral Expert in his determination of
“whether the proposed additions or alterations are required in order to comply with the
Change of Law” and whether RESCO has used “its best efforts to minimize the total cost of
any such alterations or additions.” To take one example: How should one approach the
problem of transfer pricing among affiliated companies? To take another: Should capital
costs be minimized or should the whole-life costs of the incremental investment be
minimized? Of coursg, it is surely impossible to define these concepts in away that

eliminates all vagueness and ambiguity: disputes will still arise. But the free play in the
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definitions could be tightened up, which would reduce the scope for disputes and give

guidance to the dispute handler.

And nothing is said about how costs are to be verified — an issue that provoked
so much disagreement in the scrubber dispute. Many contracts of thiskind in the U.S.
include alengthy definition of what cost substantiation means whenever the contract calls
for it. Inthe 1995 RESCO contract, it is not even stated that RESCO must substantiate pass-

through costs in any way (though this could be presumed).

Why has so much of section 5.6 of the 1995 contract ssmply been lifted from the
1975 contract? In the first place, RESCO was now in much more of a position to impose its
terms, and leaving these 1975 words in place would work to RESCO’ s benefit. But that
cannot be the whole story; for it would have been even better for RESCO to clarify these

messy terms. We will return to this puzzle below (section 6.4.1).

6. DISCUSSION OF THE RESCO CASE
6.1 Factors Militating Against Successful Negotiation of a Solution

Both parties agree that relations between RESCO and the communities had been
exemplary up to the time of the scrubber dispute. They had built up a solid, trusting
relationship. It was considered to be a model public-private partnership. One wonders,
then, why the scrubber issue could have escalated into a full-blown conflict, requiring two
legal actions and an arbitration proceeding for resolution. Why couldn’t the parties have
negotiated their way to an agreement? The following sections explore some of the

reasons.
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The question is especially important in the context of regulation-by-contract since
parties to long-term contracts like this often believe that they will easily be able to resolve
such matters later by amicable negotiations with their “partner.” Many of the municipal-
level contracts being concluded around the world at the present time implicitly (and
imprudently?) subscribe to this assumption. The RESCO case might give them cause to

think again.

6.1.1 Differing Perceptionsof Litigation Outcome

When contract provisions relating to a particular state of affairs are so clear and
specific that the parties have no doubt how a court would rule if they litigated,® thereis
no point in spending any more money on lawyers, and so reasonable parties should settle
outside of court.*® When there is uncertainty about how the court would rule, optimism
on the part of both parties about their respective chances of succeeding, based on differing
perceptions, can lead them to proceed to adjudication. Aswe have seen, critical sections
of the RESCO contract were riddled with vagueness and ambiguity. Each side cameto
hope that it had more to gain by pursuing the case all the way to the courthouse than by

splitting the difference in some way through negotiations.

To take just one example, we note that one of the incidents that finally pushed the
parties to litigation was RESCO’s refusal to turn over certain documents, such as certain
contracts it had entered into for the scrubber-related works, to the communities lawyers.

The REscO contract could have given detailed guidelines as to how RESCO’ s costs would

% And, we should add, if thisis common knowledge between the parties, in the game-theoretic sense.

% On these points, see Miceli (1997: 158). Note that thisis not a sufficient condition for settlement
because the parties may simply not be able to reach agreement on how to divide the surplus.
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have to be substantiated to the communities. Instead, not aword was said on this subject.
So each party felt that the other was acting unreasonably. We see, then, that under certain

circumstances, contractual incompleteness can induce parties not to settle.

6.1.2 Hidden Agenda

One possibility (not confirmed) is that RESCO hoped to bring the existing contract
to an end or to renegotiate it on a new basis and that the change-in-law issue was merely a
pretext. In the discussion above of the market for solid waste (section 2.2), it was noted
that the spot price had risen dramatically over the years. DEP reported the spot pricein
the geographical areato be in the range of $35-55 per ton in 1993 (DEP 1993). But the
adjusted tipping fee based on the contracts was only $23 in 1992. It would therefore have
been to RESCO’ s advantage to be able to get out of the existing contracts, without being
held at fault, and then to negotiate new contracts under current bargaining conditions.
Thiswas in fact the basis of one of the counts in the communities complaint against
RESCO in December 1990: “REsco has notified the communities of itsintent to pass on
outrageoudly high and inflated costs so as to induce the communities to terminate the
advantageous Service Agreements currently priced below the market rate at $23 per ton,

or to enter into new contracts at substantially higher rates.”*’

Although thisis the kind of maneuver that parties commonly use in long-term
contracts, it would be speculation to suggest that thiswas in fact an element of RESCO’'s
motivation. All the same, it isinteresting to look more closely at the problem. The

difficulty isthat since the market priceis driven by current supply and demand, thereis no

3" Complaint, p. 12 (Civil Action No. 90-3632).
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reason why it should correspond to the escalated contract price at any point intime. The
profile of the contractual tipping fee may be such that REsco would receive at least a
normal return over the entire course of the contract, but, since the past is sunk, the
contract will become unfavorable to RESCO ex post whenever the current and expected

future spot price is significantly above the contractual price.

In the 1975 contract, the tipping fee was only 50% indexed to awage index. A
large part of costsin the early years of the contract were made up of debt service
payments fixed in nomina terms: this explains the relatively large fixed component of the
contractual tipping fee. In discounted cash flow terms, a company could receive the same
return by starting out at alow price level and escalating at 100% of the CPI or by starting
out at a higher price and not escalating as fast. There is an important difference, however.
The more the return is front-loaded (i.e. comes in the early years — the case where the
price starts out higher), the stronger the incentive will be for the company to find away to
terminate the contract in later years — supposing that the contract price islower than the
market price at that time.®® 1n 1975, the communities may have thought that they had an
advantageous contract because the tipping fee would rise only half asfast as inflation, but

this arrangement probably created more pressure for arupture in later years.®

We should note how this explanation is linked to the devel opment of deeper

market for solid waste disposal in the years since the contract was concluded. The

% Termination would have to take place without running a great risk that the other party would sue for
damages. But a party is often able to induce a mutually agreed termination without acting so egregiously
that it runs the risk of alaw suit — the distinction in contract theory between observable and verifiable
(or contractible) eventsis relevant here.
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relationship-specific quality of the facility had greatly diminished over time: to a
considerable extent (though probably not fully), RESco would be able to substitute waste
from other sources. The more that RESCO was assured of being able to find sufficient
guantities of other waste on the market, the more powerfully the market price would have

functioned as its opportunity cost, driving it to seek renegotiation or contract rupture.

6.1.3 Perception of Bad Faith

When one party is thought to be behaving in bad faith, amicable resolution of a
dispute is much less likely: the issue turnsinto one of high principle. For several reasons,
anumber of community officials soon came to think that RESCo was not behaving in good
faith, that this was not just afriendly disagreement over appropriate technology or

procurement methods. This had two main aspects.

A contrived change in law? It was Representative Steven Angelo of Saugus,

chairman of the Mass. House Natural Resources Committee, who had filed the legislation
in 1987 that required the installation of acid gas scrubbers. A number of community
officials suspected that RESCO had been influential in obtaining passage of the legidation.
With just afew more yearsto go in its contract with the communities, it would certainly
have been to RESCO’ s advantage to be able to upgrade its facility at that time and pass the
costs on to the communities. Moreover, the Town of Saugus had something to gain
through an increase in the real estate tax payments that it could receive from RESCO due to
the capital improvements to the facilities. No opinion is ventured in this dissertation as to

whether there is any merit to these charges. The important point for our purposesis

* Thisis akin to the insight in the economic literature on contracting that there will be increasing
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simply that these lingering suspicions played a maor role in souring relations between

RESCO and certain community representatives.

Landfill-related costs. more bad faith? Whatever the parties intended when the

1975 contract was negotiated, or whatever at least RESCO had “in mind,” RESCO and its
attorneys must have realized later that they had made a serious error in 1975 by signing a
contract whose language, on its face, fairly clearly did not alocate to the communities the
risk of achangeinlaw concerning ash disposal or the landfill. Once the dispute started, it
was a foregone conclusion that RESCO’ s attempt to have the communities pay the landfill-
related costs would be characterized as evidence of bad faith — clear disregard of the

written words in the contract — regardless of what it really was.*

6.1.4 Local Political Factors

It is clear that local politics played arolein polarizing the parties positions and
pushing the communities to treat the issue as a full-blown dispute. Severa aspects will be
singled out, involving the need of local politicians to find away to deflect possible

criticism from themsalves.

First, communities had expected the state government to pay at least the mgjor
part — if not al — of the costs resulting from a changein law. The state had reneged.

Community officials and politicians were shocked by the onerous pass-through

pressure to renegotiate along-term contract as the optimal ex ante and ex post solutions diverge.

“0 Given that virtually al such contracts nowadays (and at |east since the late 1980s) expressly include
ash-disposal costsin the change-in-law clause, it could be that RESCO was at first simply acting in
accordance with the industry’ s normal practice, without paying much attention to the words of its old
contract with the communities.
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obligations; they knew that it would not be easy to explain these to residents. Under such

circumstances, it is always useful to find someone else to point the finger at.

Second, adding to the feeling of community officials that they might be subject to
criticism might have been the suspicion that they or their predecessors had not cut the best
deal by agreeing in the contract to amortization of the change-in-law costs over such a
short period of time — five years asit turned out. All those involved agree that it was the
high annual cost to the communities that was so politically disturbing, even more than the

total amount that would be due.

Third, regardless of the cause of the disagreement, if community officias had
negotiated a compromise deal with RESCO to resolve the dispute, they would have been
subject to criticism later on that they could have done better if they had stood on their
rights and gone to court. They wanted to be safe. Inthe U.S,, getting lawyersinvolved
and suing the other party is not a bad way to demonstrate that one is doing the most one

can to rectify a bad situation.

6.2 Problems with Cost-Based Adjustments in Regulation-by-Contract
6.2.1 Residual Incompleteness

In terms of the conceptual framework set out in Chapter 2, the RESCO case
provides an excellent example of trying to deal with contractual incompleteness by letting
one party fill inaparticular gap when it appears. In this case, the gap consists of the costs
required to modify the plant, unknown when the contract was signed. Asnoted in
Chapter 2, however, it israre to find aregime of regulation-by-contract that alows the

regulated company simply to submit its actual costs, no questions asked. So in the RESCO
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case, the contract called for RESCO to “use its best efforts to minimize the total cost” of
the ateration or addition required by the change in law (see section 3.5.1, above). The
complete lack of guidance in the contract as to what this might mean in practice was
without doubt a major factor contributing to the dispute. The first question that would
suggest itself to an engineer or an economist is whether the value to be minimized covers
capital costs aone or “whole-life” costs (i.e. investment costs and the present value of

incremental recurrent costs).

The next question would be: From whose perspective should this cost
minimization be carried out? In a question-and-answer note prepared by one of the

communities, it is stated:**

While the choice to use a more expensive technology designed to meet pollution control
requirements into the 21st Century may have been a sound business decision for RESCO,
that is not the point. RESCO, not the communities, owns the plant, so their interests
differ: RESCO may want to protect its long-term investment by installing equipment that
exceeds present standards, while the communities’ only responsibility isto pay to meet
those standards that will be in effect for the next three years — i.e., the length of time
remaining on their contracts. Since RESCO opted for more expensive equipment than was
required, it — not the communities — should pay the difference.

This passage raises the important question whether “total cost” means cost from
the overall company perspective or from the narrower perspective of the communities.
We do not know; and in fact the parties negotiating the contract probably never really

thought this issue through.

“ Attached to a memorandum from John Henry, City Clerk of Revere, to the Resco Community
Representatives, November 12, 1993.
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6.2.2 Perverselncentivesas Provocation for Dispute

There is a deeper problem of differing perspectives. thereisa sense in which the
contract created perverse incentives for RESCO. To seethis, we should first recall how
capital costs were to be allocated to the communities. This involved amortizing the capital
costs by calculating constant annuity payments over five years or the remaining term of the
contract, whichever was greater. In the present case, the calculation would be carried out
for a 60-month term, and then the communities (more precisely, most of them)** would
make the required installments that fell due over the remaining term of the contract, 4

years.

From a perspective of basic fairness, this provision might be said to put an
inordinate burden on the communities. If the risk of finding new revenue sources when
the 1975 contract came to an end was to be borne by REsco (and this might involve
concluding new contracts with the same communities), then the capita charge paid by the
communities during the 1975 contract period should be based on some notion of levelized
capital recovery only over the remaining term of the agreement. Suppose that the
additions to the plant have a useful economic life of 20 years, but there are only 44 years
left in the contract. It would seem fair to calculate capital charge installments over al 20
years and then to have the contracting communities pay the installments that fall due over
the remaining 4%, years of their contracts. REsco would then have to recoup the
remainder from the customers it picked up at the end of the present contract. The

provision in the 1975 contract, however, would require the communities to pay a

“2 Not al had contracts that ended in July 1995,
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substantial part of the cost of the improvements (more precisely, of the communities

tonnage-pro-rata share of the cost) over 44 years, regardless of the useful economic life.

It is not clear what the rationale was at the time of negotiationsin 1974-75. The
potential for the spot market or for other waste contracts was not as certain. It may be
that the communities’ representatives believed that the market price at which RESCO
would be able to fill up the dedicated capacity once the communities contracts were
finished would not likely be high enough to compensate REsco sufficiently for capital
expenditures made in response to achange in law. In that case — to the extent that the
facilities were in effect permanently dedicated — it would have made sense that RESCO
should be compensated in full for such expenditures during the contract period with the

communities. But by the 1990s, market conditions had changed.

We now shift our focus from fairness to economic efficiency. What might be the
impact of these contractual provisions on RESCO’s investment decisions, and in particular
on what cost-minimization might imply? The best way to ensure that afirm has the
incentive to invest and operate efficiently isto subject it to competition. One might
wonder, then, why it would not have been in RESCO’s own interest to invest and operate in
the least-cost way, since more than half of its sales are made on the free market. The
problem is that complications often arise when some of afirm'’s activities are regulated
and others are not (cf. Armstrong, et al. 1994: 125-133). Thisiswhat happened with the
RESCO contract. Since the prices that RESCO faces on the market (spot market and short-
term contracts) are independent of the costs RESCO incurs, to maximize its profits RESCO

should choose the investment package that, for the same output, minimizes that part of its
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costs that it cannot recover from the communities by way of the pass-through provisions
(let’s call these “residual costs’). The essentia point is that this does not necessarily mean

minimizing the costs that it alocates to the communities.

We could probably come up with some formulafor allocating costs such that
minimizing the residua costs would necessarily result in minimizing the pass-through costs
also. If thiswere the case, the communities might not need to police RESCO’s investment
choices: incentive compatibility would have been achieved.”® But the contract called for a
different sort of allocation. The communities bear a pro rata share of investment costs
with respect to the total quantity of waste delivered to the plant (by all sources of waste)
over the next few years, but not with respect to the total quantity to be delivered over the

entire useful life of the investments.**

There are certainly a number of different technical solutions to the scrubber
problem, involving different combinations and trade-offs among fixed assets, maintenance,
overhauls, replacements, and operating material. On a discounted cash flow basis, the
share of up-front fixed asset costs allocated to the communities is greater than the share of
the other costs, since (i) the communities must pay for such alarge part of the total of

these costs over the 4%, years remaining in the contract and (ii) maintenance,

“3 In theory, one form of incentive-compatible contract in this context would provide that all the projected
incremental costs over the entire economic life of the new assets related to a qualifying change in law
would be allocated on a discounted basis to the total quantity of waste projected over the same period.
The communities would then pay this “average incremental cost” (asit is known) per ton of waste. This
should entirely eliminate the perverse incentives to use inappropriate technical solutions (allocative
inefficiency in production) and considerably eliminate the incentive to “goldplate.” (But not entirely:
since cost savings are shared between the communities and RESCO, RESCO'’ s “effort” to reduce costs would
be less than optimal.) In practice, problems of information asymmetry and verifiability would certainly
require modifications to the method given above. But it would be a good start.

4 More precisely, the discounted value of the future quantity.
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replacements, and operating activities extend beyond the remaining term of the contract.
So it is quite concelvable that RESCO could minimize residual costs — and hence
maximize total profits — by choosing atechnical solution that was biased towards initial
capital costs. In effect, RESCO received a subsidy on the initia investments just asiif the
investment cost it faced had been reduced. When the price of one factor of productionis
reduced relative to the others, the firm will reoptimize (isocost line rotating around the
isoquant curve) and choose a technical solution involving a greater proportion of the

cheaper input.

Many community officias are still convinced, based on the opinion of the
engineering experts they hired, that RESCo chose a“ Cadillac” of atechnical solution. If
this means making investments that involve reduced requirements for maintenance, later
overhauls, replacements, and operating material, such a decision would make perfect
sense, given the incentives provided by the contract. In fact, if RESCO did not make some
attempt to do this, | would argue that its shareholders would have had reason to be
unhappy. One moral of the story might be this. if you choose private-sector involvement
because you like the way the private sector responds to price incentives, then don’'t blame
the private company if the contract gets the incentives wrong. But we have the benefit of
hindsight: when the contract was signed, future market conditions were not known, and
so this may have seemed to be the best way of specifying the change-in-law obligations of

the parties.
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6.3 The Judicial System as Adjudicator

In Chapter 2, it was pointed out that, no matter what efforts the parties themselves
make to anticipate or cope with contractual incompleteness, ultimately a great deal
depends on the third-party contract adjudicator. The natural (or shall we say, default)
adjudicator in regulation-by-contract is often the ordinary judicia system; thisisthe case
in the U.S. (though not in France — see Chapters 3 and 4). How well does the judicia

system perform in the ReEsco case? The following sections will look at this question.

6.3.1 TheQuestion of Relevant Expertise
a) Cost Estimation and Minimization

When it comes to resolving complex contractual disputes, the judicial system in
some way's resembles a computer booted up with just its operating system: it has to be
laborioudly programmed for each specific application. The RESCO case provides many
examples. The depositions taken show how the kind of knowledge that a specialized
regulatory agency would have in house must be constructed painstakingly from scratch.
Two excerpts will serve as an illustrations. In the first example, an attorney for RESCO is

questioning the Director of Public Works of the Town of Wakefield:*

Q. What isthe basisfor the allegation by the town of Wakefield that the defendants did
not use their best efforts to minimize the costs of the modifications to the RESCO
facility?

>

They did not use the competitive bidding process, for one.

Q. What isthe basis for the alegation that a competitive bidding process would have
resulted in lower costs?

A. It always hasfor the community.

“ Deposition of Richard Boutiette, January 16, 1991, pp. 104-105 (part of officia court record, Civil
Action No. 90-3632). Objections entered by deponent’s attorney are omitted from the passage quoted
above.
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Q. Anything ese?

There are some questions about which costs should be included as pass-thru costs.

>

Q. Focusing solely on the bidding issue, is there anything el se, other than the genera
experience of the town, that is the basis for the allegation that a competitive bidding
process would have resulted in lower costs?

A. It dways has for the community.
One can envisage the jury faced with a parade of expert witnesses presenting
theoretical and econometric evidence on both sides of thisissue. The process would have
to be repeated for each case: the judicia system has no institutional memory for factual

information — only for the legal consequences of certain factual patterns.

In the second example, an attorney for RESCO grills an engineer from Camp,
Dresser & McKee (CDM) about how the consulting firm estimated RESCO’ sincrementa

operating costs.*®

QO

How do you go about estimating lime consumption?

>

| recall that lime consumption was based on an estimate of useage [sic] per ton of
refuse processed.

How did you derive that?
Based on vender [sic] proposal bids for other projects.
Did that exist in the CDM files that you cannot remember now, is that correct?

That exists in most past through [pass through] type contracts, yes.

o >» 0 >0

And how did you determine the actual number, did you look at CDM files or
somebody elses[sic] files?

We used CDM files.

Do you remember which files?

| don't recall.

Is there any records [sic] of which files you looked at?

There are several service agreements that we probably referred to.

o » 0 >» 0 »

| understand there are service agreements, but can you identify, is there any records
[sic] to which service agreements you in fact consulted?

“6 Deposition of Anthony Michael LoRe [sic], Feb. 28, 1991, pp. 46-48 (Civil Action No. 90-3632).

304



>

| don't recall the specific ones.

Q. I know you can't recal them here, but my question to you which is a different one s,
isthere any record that exists anywhere of which service agreements you consulted?

A. | amnot sure.

Q. Isthere any way of reproducing your analysis, would anyone ever be able to retrace
the steps you took in reaching this conclusion?

A. | think so.
Q. How would they know which service contracts to look at?

A. They could go to our files and pull out various service agreements or proposals.
Thereis[sic] probably five to ten different projects.

Q. And do they al have exactly the same number for useage [sic] per ton of refuse for
lime?

A. No.
Q. So how would they be able to tell which ones were the ones that you looked at?

A. | don't recall the exact number. It was probably either the upper end of the range or
the middle of the range.

Q. That may be, but that was not the question. The question is, how could a person
trying to reproduce your analysis identify which service contracts you consulted to
cometo your conclusion if there is such away?

A. | don't know.
It would be a daunting task to try to reconstruct in this ad hoc way the expertise of
aregulatory agency. The stock of knowledge and experience that a specialized agency
would develop over years must be absorbed anew for each case — in the free-for-al of

the biased experts provided by each party.

The RESCO caseisagood illustration of the point made by many observers. courts
are smply not the right forum for making complex technical and economic judgments after
the fact about costs incurred by the regulated company — e.g. whether they fall at some
sort of “minimum” level. This conclusion has serious consequences for ideas of

introducing profit-and-loss sharing into long-term service contracts, instead of pure
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indexed prices. It will be difficult in cases of loss to avoid considering whether the costs

incurred were reasonable or prudent; and thisis likely to lead to ajudicial morass.

6.3.2 Obsession with Interpretation in Regulation-by-Contract
a) TheFiction of Complete Contracts

Since the foundation of a contract consists in the common intentions of the parties,
courts focus their attention on interpreting the meaning of the contract set before them. It
has been widely noted that courts — in the U.S. at least — strive to rationalize their
decisionsin terms of what the parties have ostensibly agreed. Because of this, they tend to
push the interpretive task to the extreme and are reluctant to admit that the contract might

simply be incomplete in that particular respect.

The RESCO case provides severa telling examples of a court’s preoccupation with
interpreting what the parties might have meant by the words in the contract. A prime
example is the phrase “the effect of such alteration or addition upon Company’s per ton
cost of accepting and disposing of waste at the Facility.” During the dispute, the parties
offered different opinions as to what they meant by this phrase in different contexts and
what the implications were, in the context of the entire contract. (To give the full flavor
of this debate, it is set out in more detail in Appendix 3.) Looking at the issue from a
public policy perspective, it is not clear that there is much benefit to be gained by trying to
squeeze additional meaning from these words (except benefit for the lawyers). And yet

thisis the norma mode in which courts will operate.

Just as important, we see in Appendix 3 that underlying the judge's

“interpretation” was a strong predisposition to view the issue through a certain lens and to
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rule in aparticular way. The problem is not that judges must sometimes rely on their

intuition but that their intuition is often untrained in regulatory matters.

b) Ash Disposal: Where Did Minds Meset?

The issue of the landfill-related costs offers afine illustration of how a contract can
be incomplete in a latent sense (see definition given in Chapter 2) and how courts and

arbitrators are not well-suited for dealing with this.

It is not an easy matter to properly interpret the provision of the 1975 contract that
describes change-in-law pass-through costs as being those that involve an alteration or
addition to the incineration facility. To be sure, thereisthe classical canon of
construction: to state one thing isto exclude the others. But did the parties truly intend
to alocate the risk of landfill-related alterations to REsco? Or did they not have any
intention at all in this regard because they did not believe that there was any change-in-law
risk worth considering here? Put another way, was it the intention of the parties — if
indeed there was a meeting of the minds at all — that costs arising only from a specified
kind of change in law, a change involving an alteration of the incineration facility, would
be passed on to the communities? Or did the parties mean rather that costs arising from a
change in law requiring the ateration of any of the physical assets involved in performing
the service would be passed on — and the specific change in law that was mentioned is the

only relevant one that the parties could think of when they signed the contract?’

" The parties might have chosen to go beyond a general reference to change-in-law risk and to qualify it
by requiring that it apply to an alteration or addition to the facility because there are many kinds of
change in law that they did not want to include — e.g. achange in law involving incometax. Thereis
surely some truth to the canon that to state one thing isto exclude the others, but the exclusion operates
only over things that the parties believe to be worth considering.
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Discussions with some of the members of the team that negotiated the original
1975 contract suggest that neither party imagined that ash disposal could become a
problem in the future. Professionals at that time were focusing on issues concerning the
disposal of ordinary MSW and the conversion of open refuse dumps into sanitary landfills;
this was the emphasis in the 1976 Federal Resource Conservation and Recovery Act
(RCRA). Perhaps few were worrying that there might be a significant likelihood that the
disposal of clean, odorless incinerator ash would also be subject to more costly regulations
in the future. At least one participant in the RESCO contract negotiations recalls the
satisfaction al parties had in contemplating that in the future the only thing that would
need to be dumped in the old Saugus landfill was an “inert material” — the incinerator
ash.® There was also much talk at that time of RESCO being able to sall the ash for usein

construction work or for roads.

We should note, however, that one participant in the contract negotiations, a
member of the Mitre consultancy team, recalls that the communities quite intentionally did
not want to have anything to do with costs related to landfills: the old DeMatteo dump
had been the subject of numerous problems and legal violations; and the communities
wanted to make it clear that all of this risk would be REsco’s.*® But this interpretation

does not entirely invalidate the preceding one; for the communities may have been thinking

“8 But, to take the opposite position, note that a 1973 textbook states: “incinerator residue must be treated
in the same way as any other solid waste material going into alandfill. The residue may contain soluble
constituents, both organic and inorganic, and therefore must be protected from any leaching action.”
Again: fly ash “must be disposed of very carefully under standard landfill operating procedures’
(Hagerty, et al. 1973: 159). Given the intense attention being given at that time to landfill conditions,
wouldn’t Wheelabrator engineers have been aware of this risk?

“ Telephone interview with Ahti Autio, former Mitre employee (October 15, 1997).
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of the costs of past and existing violations relating to the old dump, not the fact that

incinerator ash might be the subject of future regulations.

Suppose for purposes of argument that the parties in fact had no intention
whatsoever concerning landfill-related change-in-law costs. Suppose one could prove this
from evidence of the pre-contractual negotiations. Where would that |eave the contract?
One possibility, often adopted by courts (and sometimes criticized — see e.g. Fried 1981.
64ff.), would be to let the loss lie where it falls, on RESCO’s side. Another possibility
would be to carry out athought experiment and make ajudgment as to what the parties
would have intended had they believed that landfill-related changesin law could
conceivably take place. Reasoning along these lines, one might begin by noting that the
parties alocated to the communities all change-in-law risks perceived to be relevant. If
landfill-related risks had been perceived as significant, wouldn’t they, too, have been
allocated to the communities? If not, one might ask: Why not? What was the difference?

It is hard to find a convincing reason for why they would have been treated any differently.

As anumber of writers have pointed out, the adjudicator in such a case will in fact
often be forced to leave the parties’ intentions behind and reason from more fundamental
principles — economic efficiency, distributive justice, or whatever. But the judicial
system, and arbitration that is strongly inspired by the judicial system, in dealing with an
ordinary contract isloathe to admit that it is going beyond the intention of parties. This
leads to an unfortunate outcome in the case of contractual incompleteness: the
adjudicator plays a game of pretending that she is interpreting the parties’ intentions and

may believe this herself; but the actua reasoning behind the decision remains opague (see,
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in general, Solan 1993). We can see thisin the RESCO case with respect to the landfill
issue. The arbitrator’sfinal award states: “| find and rule that Section 5.6 of the several
Service Agreements, properly interpreted, does not permit a‘ pass-through’ to the
Communities of [ash-disposal costs related to the development or closure of the landfill].”
The contract happily gives an answer to every question — of course. Thereis no need to

discuss public policy.

6.3.3 TheRoleof Public Policy

The RESCO case illustrates what many legal scholars have remarked: judges do
their best to avoid having to fall back on principles of public policy to fill gapsina
contract when the parties’ intentions cannot be deciphered.®® One can make a strong
argument, however, that in long-term contracts for public services, public policy issues
can hardly be avoided as away of filling gaps, first, because the contracts are likely to be
seriously incomplete, and second, because the whole idea of the parties’ “intentions”
becomes murky. The parties are corporate persons, not individuals. In truth (apart from
legal presumption), does the contract reveal the intention of the signatories or that of the
negotiators? The signatory as opposed to his principals, if any? Going further, one might
even ask if one should aways care about the meeting of minds of city officials and

company executives who have been out of office for years.

From an economic public policy perspective, an important reason why the parties

promises should be respected in a contract of the kind we are considering is to induce the

* Note that grounding a decision on public policy considerations is different from filling in a missing
contractual term by imagining what the actual parties or reasonable parties probably would have intended
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parties to carry out the desired transactions. A complete contract which the parties
believe will be enforced will result in ex ante optimal investments — i.e. from the
perspective of a cost-benefit analysis carried out before the venture starts. Incomplete
contracts are more problematic, for one reason or another. But if we look at the question
in this way, we can draw the following conclusion: if there exists an ex post mechanism
that results in something close to ex ante optimality, then it may be just as acceptable if
not more so to use this rather than to try to decipher the parties’ initial intentions and
extrapolate them to quite different circumstances. The aternative mechanism might

consist, for example, in the ex post application of certain principles of risk allocation.

To take the ash-disposal issue discussed above (section 6.3.2b)), shouldn’t one at
least consider, in such cases of incompleteness, the ideathat if risks have not truly been
allocated ex ante, then they should be allocated ex post to the party best able to bear them
— e.g. by various adjustments or ssimply by diversification (cf. Posner and Rosenfield
1977)? In effect, we are speaking of a more pronounced regulatory regime of one sort or

another.

6.3.4 |IsArbitration the Answer?

The major victory for the communities in the RESCO case resulted from the
arbitrator’ s apparent acceptance of the plain language of the contract, which limits cost
pass-throughs to changes in law that affect the incineration facility and associated
buildings and equipment and the land on which they lie. The true regulatory question,

whether RESCO used the |least-cost solution to meet the new requirements — the question

if they had had to deal with the question (see Murray 1990: 438). Judges are more likely to engage in the
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that had provoked one year of expensive discovery proceedings — was disposed of easily
by deciding in REScO’sfavor. The arbitrator was able to sidestep the regulatory
complexities completely. He was presented with a case that was amenable to the kind of
solution most arbitrators quite understandably like: find a plausible way to give something

to both parties without having to delve into murky legal or factual questions.

The arbitrator’ s award in this case does little to guide the partiesin the future if
they are faced with another complicated cost-pass-through situation. The arbitrator, like
the court, does not have a rule-making function.®* It was not in his terms of reference to
lay out clearly for the future how one should determine whether costs have been

“minimized.”

6.4 Improving the Contract to Reduce Incompleteness
6.4.1 Possible Motivesfor Leaving Certain Aspects|ncomplete

It is quite puzzling, as remarked in section 5.2, that the parties did o little to
rectify crucia problems of contractual language when they drafted the 1995 agreement.
For example: Why didn’t they make it clear whether incremental O& M costs are or are
not to be borne by the communities? The question of why people do not write complete

contracts has been addressed in the economic literature,> and it is generally noted that it is

latter sort of activity.

L A remark that ajudge makes that is not essential to the determination of the case before her is
considered “obiter dictum” and has no binding force.

*2 The questions one asks depend on the assumptions one starts with. Economists start off from the
theoretical concept of the fully state-contingent Arrow-Debreu contract; hence they naturally ask why
people don’'t behave that way in the real world. Lawyers and judges, who have to deal all the time with
written agreements that set out rights, obligations, and conditionsin only the foggiest of terms, would
never think to ask such a question. They find if more unusual when they come across a contract with a
high degree of completeness, and they presume that this has most likely been achieved only through the
efforts and prodding of lawyers — not of the parties themselves.
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costly to search out and think through the consequences of al possible contingencies or to
write down contractual terms covering these contingencies in a verifiable, enforceable
way. But this narrow transaction-cost explanation does not help much in answering why
the parties did not specify who will pick up the tab for O&M. It would have taken one

sentence to close the issue.

It is useful to offer afew hypotheses, even though they are little more than
speculation. To the extent that parties have strong motives to leave certain contractual
aspects incompl ete, the rationale for regulation-by-contract would appear to be

undermined.

One reason — well understood by lawyers — is that parties often know that the
only way they will be able to agree is by not addressing certain issues, even if one could
quite easily formulate a deterministic rule to meet the contingency in question. The parties
may be willing to keep silent and rely on later bilateral negotiations or let the court take a
decision if the contingency comes to pass. This might be because the parties are over-
optimistic about their future bargaining strength or about how the court would later rule.
Recent literature does indeed show a bias towards “ self-serving” assessments of fairnessin
certain bargaining situations (see Babcock and Loewenstein 1997). Such a systematic

psychological bias towards over-optimism might well constitute a serious defect in the

*3 |nsight into this phenomenon may be gained by trying to understand why it would not generally be
acceptable to the parties to include a contract provision that said in effect: “If thereis a question asto
whether incremental O&M costs will be borne by the communities, it shall be decided by the toss of a
coin” (or some other randomizing procedure in which the probability is different from 0.5). What is
probably going on is a case of mutually inconsistent subjective probabilities: each party thinks that it has
more than a 0.5 probability of winning. Hence the sum of the expected net gains from the contract is
greater than it would be if the parties wrote an explicit rule to determine the issue.
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regul ation-by-contract approach and might justify intervention by a higher-level public

authority — e.g. in the form of background legal rules.

Other motives for wanting to maintain incompl eteness involve complex principal-
agent issues. The lawyers and negotiators are agents of city and company staff, who are
agents of top city and company executives, who are agents of the city council and the
company board of directors, who are agents of city voters and company shareholders. It
is no wonder that all of thisis usually ignored in formal modeling of incomplete contracts,

but we have to consider it in the present context.

We would want to consider two types of phenomena. First, agents at some level
might behave paternalistically: they might be fully aware of the implications of the words
they are using and believe that the contract terms are in the best interest of their principals,
and they might also believe that the only way their principals, or other influential third
parties, will agreeisif the principals do not fully understand the implications of the written
words. Hiding the true meaning, even at the risk of incompleteness, might seem to be the
best solution. Leaving certain things vague can facilitate acceptance of the contract and

make it less apparent that a particular provision might actually favor the other side.

Second, the agents at some level might well be behaving in a self-interested way
that does not further the objectives of the principals. Agents themselves — on both sides
— will often benefit most by ensuring that the deal is Ssmply completed, even if they know

that problems are likely to crop up later, once they personally have disappeared from the
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scene.> This may be one of the principal reasons why long-term contracts often remain so
incomplete in ways that later appear so obvious. It isodd that this reason has not been

acknowledged and explored more in the academic literature.

Discussions with community participants in the RESCO case suggest that politics
and rhetoric played a prominent role in the dispute itself and in the negotiations over the
new contract. The communities representatives were playing to agalery of third parties
all aong the way. What effect al of this had on the crucial wording of the 1995 contract

is hard to say.

6.4.2 Effect of Greater Detail on Contractual Completeness

The present case throws light on the problem of contractual incompleteness and on
the manifest-latent distinction and in yet another way. The transaction-cost literature in
economics emphasizes cost as a barrier to the writing of complete contracts. costs of
thinking far ahead and planning, costs of negotiating, costs of writing provisionsin away
that can be enforced (see Hart 1995: 23). The focus in the economic literature is usually
on the written contract; incompleteness arises when the document is silent or ambiguous
about the parties’ obligations in some state of the world (see e.g. Hadfield 1994 for a

discussion of this point).”

One might think, then, that a set of highly state-contingent pricing rules would

move the contract toward greater completeness. One might think that if payment

> |n comparing regulation-by-contract with regulation-by-commission, one would want to go further and
ask if the same prablem is likely to arise in decision-making by regulatory commissions. If not, why not?

% There are problems enough in trying to model al that goes on with incomplete contracts without
complicating matters further by positing a divergence between what the parties write down and what they
have in their minds. This would open the Pandora’ s box of bounded rationality.
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obligations can be expressed in complete, formal mathematical terms, all the better. But
the present case — and especidly the analysisin Appendix 2 — raises the troubling
guestion whether great formal complexity necessarily removes incompleteness. Suppose,
asin the present case, that the parties agree to use a complicated algorithm for pricing.
Can it truly be said that they intended all the formal consequences of that algorithm? In
the present case, was there truly a meeting of the minds over the relationships among
variables described in Cases U1-U4 and D1-D4 in Appendix 2? Over the fact that in
some circumstances the Town could benefit smply by giving an exaggerated estimate of
recycling? Almost certainly not. And it does indeed matter what was in the parties

minds: for it ison this basis that the bargain is usually struck.>**’

This discussion has ramifications for the contracting approach to municipal service
regulation. Pricing and liquidated damage (or penalty) formulas often become quite
complex in long-term contracts (see the Lyon case, Chapter 4, in which the formulas
became more complicated as time went on). Given problems of bounded rationality, it is
possible that the parties will not grasp the implications of all the terms. It may become
apparent, for example, that the contract contains highly perverse incentives, not known at
the beginning. So we see that the attempt to remedy incompleteness by writing finely

differentiated state-contingent terms may not solve the underlying problem.

% |n economic terms, one would say that the ability of voluntary exchange through contracts to maximize
welfare depends (among other things) on the parties’ beliefs and preferences when they sign the contract,
not on what happens to be written on the page — though we hope there will be a strong connection
between the two.

>" One exception might be where the parties (or their computers) carry out detailed calculations and arrive
at expected values of costs and benefits. In that case, they are in some sense taking into consideration the
application of the pricing rules for all contingencies. But thisis not how contracts are usually concluded.
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7. CONCLUSIONS

The REscoO case highlights typical problems with regulation-by-contract in alegal
system, like that of the U.S,, that treats these contracts as it would treat any contract
between two parties that have the requisite contracting capacity. Under such conditions,
regul ation-by-contract appears to score poorly. In contrast, as we have seen, the French
approach gives a special status to contracts of this sort and provides a background of

regulatory rules, in effect.

Another difference between the RESCO case and the traditional French system s
that there was no reluctance to litigate on the part of the RESCO communities. A typical
French city would surely have made a greater effort to reach agreement through
negotiation; whether the solution reached would have been reasonably favorable to the
city isanother question. For city officials in Massachusetts, taking a strong stand against
the private company would be likely to bring political benefits; this would not be true in
the past for French city officials, though the mood is changing very rapidly as consumer

groups lead the way.

The case shows that writing good contracts of this sort — trying to look ahead
twenty years, sort out possible perverse incentives, and so on — is not an easy matter,
even for sophisticated parties. In particular, in the RESCO case, the structure of the
industry changed over the years, and contract provisions that may have made good sense
when the contract was signed — namely, the amortization provisions for recovery of
change-in-law costs — turned out to be inappropriate, and even provocative, under the

new conditions.
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We a so see the dangers of leaving important contractual conditions vague and
inserting ssimple price-adjustment clauses, and then relying on the parties good will to
reach a mutually satisfactory solution when the need arises. Astheory would predict, this
can be arecipe for trouble. Simple clauses and vague standards can, under certain
conditions, encourage disputes and litigation, rather than facilitate good-faith adaptation

of the contract.

The RESCO case gives us an excellent example of what happens when the ordinary
court system, and then conventional arbitration, has to tackle a complex regulatory issue,
involving a determination of the least-cost technical solution, various accounting issues
(e.g. transfer pricing), and procurement methods. It is seen that the common contract-law
fallback standard, “best efforts,”*® simply is not up to the measure of thistask. The “best
efforts’ standard may often work well for problems encountered in ordinary commercia

contracts, but it lacks the precision needed for this regulatory context.

Finally, this case study throws into stark relief the complicated principal-agent
relationships that can underlie contract formation and renegotiation. Asaway of
reflecting the preferences of the ultimate principals — city residents and company

shareholders — the virtues of regulation-by-contract pale somewhat in this light.

In sum, the RESCO case describes what can happen in one extreme form of
regul ation-by-contract — in which aregulatory framework does not exist and extra-
contractual rules are kept at aminimum. (Some contrasts with the Lyon case will be

brought out in Chapter 7.) It will be argued in the next chapter, however, that the
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weaknesses that are seen in the RESCO case may be able to be remedied without going all

the way to the opposite extreme of regulation-by-commission.

8 Meaning basically: reasonable efforts, given the circumstances— which is not much more of ahelp in
operationalizing the concept (see UNIDROIT Principles Art. 5.4(2)).
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Chapter 5: Appendix 1

Why Regulate Municipal Solid Waste Disposal ?

Is There a Natural Monopoly?

In analyzing whether a particular industry should be regulated as a natural
monopoly, it is useful to imagine what would happen if it were not so regulated — if
buying and selling were | eft to the free market. One critical aspect for municipal solid
waste (MSW) is the cost of transporting waste. |If transport costs were insignificant, there
would be little justification for economic regulation. (Note that we are concerned here
with economic, not environmental regulation.) Entrepreneurs of landfills or incineration
plants in deciding whether to invest would make their calculations of prospective
profitability based on the demand facing them from a deep market, just as most industrial
firms do; and they would not require special long-term commitments from neighboring
communities. Communities, on their side, would face a more uniform market price,
determined by aggregate supply and demand in the national market, and they would have
less reason to enter into long-term contracts for the supply of disposal services.

There are at least two reasons why this picture may not be accurate. First,
transport costs may still be relatively high compared with tipping fees. Thiswould tend to
insulate one geographical part of the market from another and might even allow spatial
monopolistic pricing in the absence of regulation — i.e. it could lead to circumstancesin
which afirm could increase its profit by continuing to raise its price unilaterally up to a
certain point. Under these circumstances, the natural-monopoly rationale for price
regulation would be the same — though not as strong — as for, say, a wastewater
treatment plant, where the cost of transporting wastewater from one service area to
another is prohibitive. (Considering also market power possibly gained through implicit
price collusion would strengthen this rationale.)

Transport costs have been falling, however, and it is no longer clear to what extent
this factor can legitimately justify economic regulation. Goémez-1béfiez, Meyer, and
Luberoff (1992) cite the feasibility of transporting waste to more distant facilities at a
relatively low cost, roughly one dollar per ton-mile, as arguing against the need for
regulation of tipping fees. Furthermore, the development of transfer stations, where waste
can be loaded onto large trailers for a more efficient long haul, is said to be able to reduce
transport costs for this leg of the journey to aslow as $0.10-0.15 per ton-mile.

One hypothesis that will play arole in understanding the RESCO contracts is that
market conditionsin 1975, when the first contract was signed, were very different from
those in 1995, the date of the second contract. The market for solid waste was much less
developed in 1975, and transport costs were relatively higher. A facility would have
viewed itself then as much more strongly dedicated to surrounding communities. Today,
with more facilities available and the increased role of transfer stations, the market is much
more competitive.
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The second possible justification for price regulation as a monopoly is that the
market is riddled with nonprice barriers to trade — “flow control” measures imposed by
host communities typically providing that all waste generated within the particular
jurisdiction must be delivered to a designated facility or site (Petersen and Abramowitz
1995). These measures tend to exacerbate the spatial segmentation of the market and
hence the potential for monopolistic pricing on the part of one facility that findsitself in a
relatively isolated geographical pocket. (In fact, haulers for years have challenged flow
control ordinances because tipping fees at the mandatory sites were often higher than at
other sites.) The U.S. Supreme Court in 1994 went far in pulling out the legal foundation
from under flow-control ordinances in the Carbone case," but flow control per seis still
quite alive and islikely to remain so for some time: more recent cases decided by the
Second Circuit Court of Appeals have held that flow control is permissible if accomplished
by means of contracts with collectors rather than city ordinances that apply to firmsin the
free market, since in the contracting case, the municipality, according to lega theory, is
acting as a“market participant” rather than a“market regulator.””

Thisisaclassic “second best” problem: if amarket is already distorted,
introducing a compensating distortion may lead to the most efficient feasible solution.

What Rolefor Long-Term Contracts?

One could make the argument that, under present conditions, municipal solid
waste transportation and disposal should be handled by the competitive market and do not
require economic regulation as a natural monopoly. Would this mean that disposal
facilities should be set up on a gtrictly merchant basis and that communities should buy
disposal services on the spot market or by short-term contracts? Possibly. But entirely
apart from considerations of natural monopoly and relationship-specific investments, there
may be other kinds of advantages for one or both parties in entering into along-term
contract. It iseasy to see why communities would like along-term contract: thereisthe
advantage of having a predictable expenditure stream that can be better matched with tax
revenues. But there must also be certain benefits for the disposal firm, or at least the
disadvantages cannot be great; for otherwise along-term contract could be obtained by
the communities only by paying a high premium.®

Long-term contracts give incinerator operators predictability of price and security
of demand. In addition, another possibility for why long-term contracts might be
atractive to incineration firms is based on the discussion above of what is driving spot

! C&A Carbone, Inc. v. Town of Clarksville, N.Y ., 114 S.Ct. 1677 (1994).

2 USA Recycling, Inc. v. Town of Babylon, 66 F.3d 1272 (2d Cir. 1995); SSC Corp. v. Smithtown, 66
F.3d 502 (2d Cir. 1995).

3 E.g. if communities enter into long-term contracts to avoid what they perceive to be a substantial risk of

ever-increasing tipping fees, one should ask why it is that the disposal firms agree to such contracts
without adding a high premium — unless their forecast of future price movements is different.
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tipping fees at the present time in Massachusetts. With incineration plants operating at full
capacity and with no expansion in capacity permitted, spot prices are being determined by
incremental landfill costs, landfill capacity regulation by DEP (driven largely by the politics
of recycling), and by export and transport prices. Under these conditions, an appropriately
indexed long-term contract price may better match incineration firms own, fairly

predictable capital and operating and maintenance costs than would the spot market or
short-term contract price.
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Analysisof Pricing Termsin 1995 REsco Contract

This appendix gives a detailed analysis of the pricing provisions of the 1995
contract. The notation isthe same asin the main text; it is repeated here for convenience.

P

RS
ARl
AcRI

RET

Tipping fee (price in $/ton) paid for every ton of waste delivered by
Saugus and accepted by RESCO

Annual quantity of waste (in tons) delivered by Saugus and accepted by
RESCO (“Facility Tonnage”)

“Base Tonnage’. Seetext below for definition.

Actua quantity of waste that Saugus recyclesin a given year (“Recycled
Tonnage”)

Saugus's reasonable estimate (made at the beginning of the year) of the
quantity of waste that will be recycled in the current year
“Recycling Shortage” = R.;— R (but only if positive)
“Anticipated Recycling Increase” = R%—R.1 (but only if positive)
“Actual Recycling Increase” = R —ARIl;—R.; (but only if positive)

::{Rt' R[—l if R[eER[—l

tR-R if RR>R,

Official wage index, published by the U.S. Department of Labor. In first

contract, Area Wage Survey of Boston Metropolitan Area. In second
contract, Employment Cost Index for the Northeast Region

Total annual real estate taxes levied on the facility and on the associated
landfill used for ash residue (but the only increases in assessment value,
relative to the base year, that are to be considered for this calculation are
those arising from alterations or additions required to comply with
changesin law)

The Base Tonnage to be used as the benchmark is as follows (except for the first
year, for which a numerical vaue is specified):

B =max(Q.,,095Q_,)- ARl

! The numbering of equations continues from the main text. The first few equations are repeated to
provide continuity.
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Given the definition of ARI , this may be written as:
B =max(Q.,,095Q ,)- max(R°- R_,.0)

The contract describes (entirely in verbal terms) the upside additional payment as
follows (cf. 1975 contract):

015R " [Q - 11(B, +Rs)], iff Q >11(B +RS)

The downside additional payment is as follows (ignoring some contingent elements
that are not important for present purposes):

P.” (0.9B;—Q;—AcRly), iff Q+AcRl; < 0.9B,

To see what «6» and «7» imply, we will need to look at a number of different cases
to account for the fact that each of ARI, RS and AcRI is operative only if itsvalueis
positive. To smplify the discussion that follows, | will assume for the rest of this section
that Q13 0.95Q., andthereforethat B; = Q.; — ARI .

To introduce the analysis, it will be helpful to think more about the underlying
concern: the avoidance of any penalty for shortfalls in waste due to increased recycling by
the Town. One simple and broad way to accomplish this would be to consider only the
sumof Q and R in setting the benchmark and in looking at each year’s performance. If
the total residential solid waste generated in the Town remained the same in a given year,
thenif R increased, Q must have decreased by the same amount. Focusing, then, on the
singlevaue Q + R would make the additional payments neutral with respect to any
tradeoff between Q and R. One could therefore express the downside additional
payment quantity term like this (operative only where positive):> 0.9(Qu1 + Ru1) — (Q: +
R) . Here, there would be no additional payment so long as the total waste generated
remained within the specified limits.

An additional question is how to deal with the estimates of recycling made by the
Town at the beginning of the year, R°. One could argue that REsco should be able to
rely on these estimates in its planning for the year. Without going into further detail now,
we note simply that R® could play somerolein the calculation of additional payments to
be incurred by the Town.

Let us now define “correction term” to be the result of subtracting Q;—1.1Q:.,
from the upside additional payment quantity term or of subtracting 0.9Q.1 — Q; from the
downside additional payment quantity term. (The two expressions just given are taken
from the 1975 contract, using asimplified ARl term.) The correction term therefore

2 |1t will be simpler from this point on to ignore the price terms in the additional payment formulas («6»
and «7») and to consider only quantities. The comparisons remain the same.
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gives us the extra quantity term (positive or negative) required because of the recycling
issue. In the broad and simple approach given above, where we have expressed the
downside additional payment quantity term as 0.9(Q.; + R.1) — (Q: + R) , the correction
term equals 0.9R.; — R, . The coefficients on the variables (0.9, 1, or 1.1) are not so
important; they depend on how one sets up the threshold condition. What is important is
to see — more or less— what we would reasonably expect the correction terms to ook
like:

I ndicative upside correction term:

R-R1 or Ri—Ra

| ndicative downside correction term:®

Ri-R or Rai-R}

The alternative of R® is given for the reason noted above; but no attempt is made
here to sharpen our understanding of when R and when R® should be used.

What the indicative correction terms do isthis. since the additional payment term
is calculated (more or less) on the basis of changes in the quantity delivered from one year
to the next, the way to correct it so that it reflects changes in the quantity generated isto
add or subtract changes from one year to the next in the quantity recycled.

Thus armed, we are now ready to examine the different cases of «6» and «7» to
see what approach to the question the 1995 contract takes. In the cases that follow, the
“conditions’ given in each follow in a straightforward way from the definitions of AR,
RS and AcRI.

CaseU1: ARI&RS'
Conditions: Ri>R1i>R

Estimated recycling is greater than last year’s actual recycling, but thisyear's
actual recycling turns out to be less than last year’s.

Upside additional payment quantity term:

% Note that the downside quantity term is expressed in positive termsin «7». So a negative correction
term reduces the additional payment that has to be made.

* The abbreviated case name means that both ARI and RS are operative — i.e. the expressions have
positive values. Cases beginning with “U” involve the upside additional payment quantity term.
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Q-11Qu-11(2R1 -R -RY)

Correction term: 1L.1(R + R —2R.1)

Remarks:

Either R —R.1 or R%—R.: would make sense as a proper correction term (see
«8») (we could also imagine aweighted average of some kind); but here, we have both
added together. We cannot tell if the correction term is positive or negative. The
rationale for this term is not apparent; two of the arguments seem superfluous. At least
we can conclude that this case is probably not alikely one.

CaseU2: not-ARI&RS’
Conditions: RAER, and R<R.,

Upside additional payment quantity term:

Q—1.1Qu - 1.1R. + L.IR

Correction term: 1.1(R—R.1)

Remarks:

Thisisin line with the indicative upside correction term, «8». The correction term
isnegative. The Town does not pay an upside additional payment to the extent that the
excess tonnage delivered is due to decreased recycling.

Case U3: ARI&not-RS
Conditions: Ri>Riy and R3 R

Upside additional payment quantity term:

Q- 1.1Qu + L.1(R% - Ru)

Correction term: 1.1(R% —R.1)

Remarks:

Thisisin line with «8». The correction term is positive. But it isnot immediately
apparent why the Town should gain in Case U2 based on R;, whileit losesin Case U3
based on the estimated measure, R .

® “Not-ARI” means that ARI is not operative since the expression would have a non-positive value.
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Case U4: not-ARI&not-RS
Conditions: RRERLER
Upside additiona payment quantity term:

Q-11Qu

Correction term: none

Remarks:

One could possibly construct a plausible explanation, but if it were not completely
consistent with the other cases, it might sound ad hoc.

Case D1:°* ARI&ACRI
Conditions: R>R%>Ra

Thisis an important case — one that could well occur: both estimated and actual
recycling have increased relative to the preceding year, but the estimate falls short of the
actual.

Downside additional payment quantity term:

0.9Qu — Q + 0.9(R1 —R%) —R + R,

Correction term: 0.9R.; — R + 0.1R%

Remarks:

In this critical case, the downside additional payment must be reduced because the
recycled quantity has increased. The correction term is negative and is close to «9», but it
isnot clear why, in effect, aweighted average of R.; and R% should be used in place of
R..1 . Although the correction is based primarily on the actual quantity recycled, it is oddly
offset in part by the estimated recycling quantity. Itisnot certain that this would comply
with the legal requirement that no penalty or fee should be imposed as aresult of a
municipa recycling program; for in this case, thereisa small penalty imposed if the
estimate is lower than the actual quantity.’

® Cases beginning with “D” refer to the downside additional payment.

" In November 1995, motivated by a condition that had been laid down by the Saugus Town Meeting, the
parties were considering the adoption of an amendment to the 1995 agreement that stated in part: “. ..
the Tipping Contract shall be interpreted so as to prevent the imposition of any penalties, fees, fines or
assessments for any amount of previously unspecified yearly tonnage reduction that occurs as aresult of a
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CaseD2: not-ARI&ACRI
Conditions: RAER1<R

Downside additional payment quantity term:

0.9Qu-Q—R+ R

Correction term: Ra—R

Remarks:

The correction term is negative and is the same as given in «9». Note that here, it
depends entirely on the actual quantity recycled.

Case D3: ARI&not-AcRI
Conditions: Ri>Ry and R%3 R

Thisis another important case: the Town estimates that recycling will increase
over last year, and the estimate turns out to exceed (or just equal) actua recycling for the
current year.

Downside additional payment quantity term:

0.9Qu1 — Q + 0.9(R.. — RY)

Correction term: 0.9(R1 —RY)
Remarks:

The correction term, negative, is roughly in line with «9». But note that the
correction here is based on the estimated quantity to be recycled. Itisnot clear why the
measure used (estimated or actual) should change from case to case.

Case D4: not-ARI &not-AcRI
Conditions: RRER, ad RER
Downside additional payment quantity term:

0.9Q1 - Q&

Correction term: none

municipal recycling program.” One wonders what a court would have made of this amendment, which
was never signed, read in conjunction with the provisions in the original agreement.
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Remarks:

Recycling has not increased over the previous year. So one can understand why
no correction may be called for.

Up to now, we have not paid attention to the question whether it is more
appropriate for R% or R to be used. Without pursuing thisissue in depth, it will be
useful to give aworked example to suggest that there may be problems with the way the
rules have been formulated in the contract. In this example, the following values are
assumed (in arbitrary units):

Qu = 100
Q = 80
Ra = 10
R = 15
Py = 1

The total quantity of waste generated has decreased by 15 units (from 110 to 95)
— thisis something that could arise from waste reduction at the source. Recycling has
increased by 5 units; so the total tonnage delivered to RESCO has decreased by 20.

K eeping these variables constant, we now see what happens as R is alowed to

vary — i.e. we look at the results for different estimates of recycling made by the Town at
the beginning of the year.
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Figure 1
Adjustment to Additional Payment Due to Recycling:
lllustration
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The results are surprising: the Town pays a lower additional payment to RESCO
the more its initial estimate differs from the actual recycled quantity, 15. The Town is
rewarded for giving an inaccurate estimate in either direction; and the reward here is
much greater if it gives a highly exaggerated estimate — e.g. 20 instead of 15. The
explanation is related to how the term R, figures in the expressions for the additional
payment in the various cases. One might ask why it is that the estimated quantity is used
at all in determining the downside additional payment.

Note that if the estimate of recycling is too great, the Town could run into
problems on the upside. The correction term in Case U3 is based on R’ ,not R,. Soif
the estimate is very high compared with the previous year’s actual recycling, an upside
additional payment could result. But the way the threshold is fixed gives a band of
freedom: in the present example, the Case U3 upside additional payment would not take
effect until R°, reached 37.3.
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Judge Ronan’s I nter pretation of the “ Effect” Provisions

This appendix illustrates two of the weaknesses of the regul ation-by-contract
approach: first, that a concern with uncovering the parties common intentions can
degenerate into a fruitless seach for a clear meaning behind an incompl ete contract; and
second, that many ordinary judges have an untrained intuition when it comes to regulatory
issues.

The narrow legal case of RESCO v. the communities dealt with the issue of whether
the communities should pay in full and then possibly collect damages, or pay in part and
then possibly pay an additional amount, depending on the outcome of the trial. Although
thisissueis hardly the central feature of this case study, it isimportant since it helps us
understand how the judicial system sometimes deals with the interpretation of a contract.
Can thislegal action tell us anything of interest about the regul ation-by-contract
approach?

The entire issue rests upon what is meant by the “effect” of the “alteration or
addition to the Facility” caused by the changein law, asthe term isused in clause 5.6 of
the 1975 contract. Thisis because both the pay-first provision and the third-party-
determination provision apply only to the “effect,” whatever this may be:

Notwithstanding any decrease which may be projected or any dispute regarding the effect
of such ateration or addition upon Company’s per ton cost of accepting and disposing of
waste at the Facility, the Municipality shall be obligated to pay to Company a portion of
the payments deemed to be made by the Company during any calendar year to finance
the cost of such alteration or addition. [Emphasis added.]

If the Municipality disputes Company’s statement asto the effect of such alteration or
addition upon Company’s per ton cost of accepting and disposing of waste at the
Facility, the Municipality shal have the right to insist upon an independent determination
of such effect to be made by The Mitre Corporation, or if The Mitre Corporation is

unable to undertake the task of making such determination, by athird party or company
mutually agreed upon by Company and the Municipality. [Emphasis added.]

The word “effect” is used seven timesin clause 5.6, and from the context, one can
hardly avoid the conclusion that it is being used in the same way in each instance. Itis
worth quoting afew key words from each occurrence in clause 5.6 to make this clearer
(emphasis added):

1. “...Company shal give notice to the Municipality within thirty (30) days. . .
stating its estimate of the total cost of the ateration or addition; the yearly payments
deemed pursuant to this Section to be made by the Company to finance such cost;
... and the projected effect of such alteration or addition upon Company’s per ton
cost of accepting and disposing of waste at the Facility . . .”

2. [followswithout a break from 1] “. .. (in calculating such effect the cost of the
alteration or addition shall not be taken into account but any increased Real Estate
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Taxes. . . and any increase in the capacity of the Facility resulting from such
alteration or addition shall be taken into account).”

3. “ Notwithstanding . . . any dispute regarding the effect of such alteration or addition
upon Company’s per ton of accepting and disposing of waste at the Facility, the
Municipality shall be obligated to pay to the Company [the appropriate capital
recovery charge].”

4. “If the effect of any such alteration or addition is projected to result in adecrease in
the Company’s per ton cost of accepting and disposing of waste.. . .”

5. *...Company’'s statement as to the effect of such alteration or addition upon
Company’s per ton cost of accepting and disposing of waste . . .”
6. “...independent determination of such effect . . .”

7. “Thedetermination ... asto such effect shall bebinding . ..”

The language used — the repetition of “ateration or addition”, the use of the
phrase “such effect” — makes it unlikely that the author intended to use the word “effect”
in different ways in this clause. Immediately after the first instance, a quaification and
clarification are given (see 2) that helps us understand what is meant or not meant by
“effect.” Can there be much doubt that this partial definition is meant to apply also to the
following instances of the word (3-7)? Thisis much like referring to “Tony” ina
conversation and immediately giving some additional facts so that the listener knows
which Tony is being referred to, and then continuing to use “Tony,” without further
gualification, for the rest of the conversation.

It islikely that anyone familiar with government regulation of services or industries
or public procurement practices would immediately arrive at a plausible and convincing
way of interpreting and explaining these parts of clause 5.6. There are two cost
components referred to in the contract: (i) capital expenditures and, by way of a
stipulated financing function, a monthly capital charge; and (ii) incremental recurrent (e.g.
operating) costs. Determining the incremental impact — the “effect” — of the capital
improvements on recurrent costs and revenues could be a complicated and highly
technical matter, and so a mechanism of third-party expert determination is included for
resolution of any disputes over this aspect. Moreover, if thereis adispute over thisissue,
the communities are obligated to go ahead and pay their portion of the capital charge —
i.e. the portion about which there is no dispute — in the meantime. A dispute over this
highly technical matter should not be used by the communities to hold up all payments.
According to this reading of the contract, which | would argue is certainly a reasonable
one, there is no requirement for the communities to pay the capital charge demanded by
RESCO if this payment isitself in dispute. Moreover, there is nothing in the contract that
refers to resolution by the Mitre corporation of disputes over capital expenditures.
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The communities lawyersin their response to RESCO’s complaint explain this
clearly in painstaking detail.* In sum: “the Communities have no contract obligation to
pay capital costs that they in good faith dispute pending adjudication of the matter” and
“the Communities are under no obligation to arbitrate disputes pertaining to capital costs”
(p. 20). This memorandum also includes an affidavit of one of the lawyers who developed
theinitial contract in 1974—75, along with a copy of “Draft #3” of the contract, dated
January 8, 1975. Thisdraft of the contract refers only to the “cost” of an addition or
alteration to the facility and to how this cost will be passed on to the communities. In this
draft, there is no mention of the “effect,” no mention of third-party expert determination,
and no mention of a pay-first obligation pending dispute resolution. These ideas were
added at alater stage. So, if the language of the written contract itself is not convincing
enough, one can refer to extrinsic evidence of how the party’ s intentions devel oped, which
also supports the communities’ position.

REscO’ s lawyers respond by attacking the communities' “tortured interpretation of
the Service Agreements.”? They then give their own interpretation in aflurry of legal
sophistry. Focusing on “per ton cost” rather than “effect,” they would like usto believe
that the phrase “ effect of such alteration or addition upon Company’s per ton cost of
accepting and disposing of waste” has one meaning when used in occurrence (1), above,
but another meaning in (3), (4), (5), (6), and (7). In other words, the clarification or
qualification of that phrase given in (2) applies only to the use of thetermin (1) —
nowhere else. Elsewhere, it means all components that go into the per ton cost of
accepting waste, including the capital cost. Asthey put it, in arather tortured sentence:
“The parenthetical limitation [occurrence 2] on per ton cost in the notice clause
[occurrence 1] would not be necessary if capital costs were not subsumed within that
clause absent the parenthetical” (p. 16). As part of their further argument, they remark
that it is significant that the parties did not generalize the application of (2) by using a
phrase such as “hereinafter” or “for purposes of this Section.” Of course, one could take
just the opposite position, arguing that neither did the parties narrow the application of (2)
by including a phrase such as “for this purpose only.”

They then invoke one of the classical canons of legal construction, the “last
antecedent rule”: amodifying clause ordinarily applies just to the immediately preceding
antecedent, unless the context requires otherwise. Without going into the reasons why
they have surely misapplied the “rule’ here, we should note that there is another classical
canon right on point: “The same language used repeatedly in the same connection is
presumed to bear the same meaning . . .” (Llewellyn 1950).

! Communities Memorandum in Opposition to RESCO’s Motion for Judgment on Pleadings and in
Support of the Communities Motion to Dismiss Resco’s Complaint”, March 23, 1992.

2 Plaintiff’s Memorandum in Support of Opposition to Defendants’ Motion to Dismiss Plaintiff's

Complaint and Response to Defendants' Opposition to Plaintiff’s Motion for Judgment on the Pleadings,
April 7,1992, p. 13.
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All of thisis the normal rhetoric of lawyers. Faced with this sort of argumentation,
how should the judge decide? In the present case, Judge Ronan was being asked for a
judgment on the pleadings. According to law, this should be granted only if the judge
finds that the pleadings present no genuine issue asto a material fact — in other words, in
this case, that the contract terms, on their face, unquestionably support RESCO’ s position.
But can we doubt that, at the very least, the contract was ambiguous? One could hardly
maintain that the position taken by RESCO’ s attorneys was the only interpretation
reasonably possible. Otherwise, why would RESCO’ s attorneys need to spend pages of a
“careful analysisof . . . text, structure, and policy” arguing in favor of their position?
Judge Ronan was clearly in error. How could he have made such a mistake?

The Lega Realist movement in the U.S. in the period between the two world wars
took a skeptical view toward the possibility of deciding cases on the basis of syllogistic,
non-discretionary rules. Instead, decisions were said to be based on judges’ intuitions,
their hunches, their personalities, their biases (see Fisher et al. 1993: 164ff.). The Legal
Realists would have relished this case.

In the RESCO case, we gain some insight into Judge Ronan’ s reasoning from
proceedings that were held about a month after the court’ s judgment had been handed
down to determine whether an appea would be allowed on thisissue.®* During these
proceedings, the lawyers and the judge spent quite some time discussing the problems of
interpreting the contract. The communities’ attorney stressed that the issue was
complicated, and he showed concern that the judge might not have looked at the affidavit
of one member of theinitial negotiating team that shed light on the parties’ original
intentions.”

Judge Ronan explained to them the way he analyzed at the issue. He knows how
municipalities operate: “. . .| asacountry lawyer would have occasion from time to time
to be asked by atown or city to take on some matter” (p. 29). He believes that one hasto
be careful dealing with cities and towns: they often try to get out of their obligations. A
private company contracting with them would do well to treat them the way a Chinese
laundry deals with customers. in the judge’s own words, “no tickee, no shirtee” (p. 30).
S0, according to the Judge, it stands to reason that REsco might well have insisted on
including the pay-first provision in the contract.

Later on in the proceeding, the judge comes out with his gut feeling about the
matter: “. . .these communities really seek to avoid, evade, and escape their written

3 Transcript of proceedings before Judge Ronan, May 21, 1992, in official court records for Civil Action
No. 92-721.

* The judge was free to consider documents presented by the parties outside the pleadings. Thiswould

have transformed the motion into one for summary judgment instead of judgment on the pleadings, with
no real change in substance or effect.
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agreement to pay and arbitrate; and the plaintiff has performed in reliance upon those
promises of these communities, and has expended millions of dollars’ (p. 59).

The problem would not be completely solved if judges were to come out and admit
that they often must apply their own principles of public policy or fairness in contract
cases. The problem is not that the adjudicator uses his discretion, but that there is no
coherent regulatory policy underlying this discretion. The judicia system — and
conventional arbitration, which resembles the judicia system in many ways — has no
special technical or policy-oriented expertise of itsown. Inthe U.S,, it relies principally
on expert witnesses provided by the parties.”

In the case of a contract that isincomplete with regard to an aspect touching on
the dispute, judges really have no choice but to go beyond the parties agreements —
unless the law provides adefault rule. The issue then is not whether adjudicators should
use thelir intuition in deciding cases of this kind, but it is rather whether their intuitionis
well trained. To return to Judge Ronan’s decision, few if any experienced regulators of
public utilitiesin this country would deny that firms regulated under a cost-of-service
regime have a tendency not to perform at atechnically minimum cost level.® The regulator
knows that this generally has nothing to do with falsifying invoices or intentiona
dishonesty. It issimply the result of the particular incentives acting on the decisions of
normal business people. An experienced regulator would therefore be quite sympathetic
to the communities desire not to pay until the cost issue was clarified. In fact, he would
probably approach the case with a rebuttable presumption in his own mind that REsco did
not minimize costs (why should they?). Moreover, aregulator would pay even more
careful attention when contracts between a regulated firm and affiliated companies are
involved.” Judge Ronan, in contrast, seems to treat this as a normal case of one party
failing to respect a bargained-for price. Yet in this case there was no bargained-for price:
RESCO simply presented the communities with its costs. Judge Ronan was using the
wrong model.

® Courts may employ independent experts in some instances, but in any event the examination and cross-
examination will still proceed one witness at atime. Some arbitrators examine both parties’ expert
witnesses at the same time in order to iron out discrepancies on the spot. See Groton (1992).

® To take one example almost at random, in a recent article examining a new trend in U.S. utility rate
regulation, “Performance-Based Ratemaking” (PBR), the author tosses out, almost as if no one would
disagree: “The basic premise motivating PBR . . . isthat under traditional, cost-plus, rate base regulation
... utility managers not only fail to minimize costs but also attempt to conceal the firm’s true minimum
cost curve” (Navarro 1996: 108).

" Regulatory commissions look carefully at such contracts (see Phillips 1985: 267).
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CHAPTER 6

| MPROVING REGULATION-BY-CONTRACT:
| DEASFOR REFORM

1. INTRODUCTION

The present chapter builds on the findings of Chapters 3-5 by addressing some of
the major weaknesses of regulation-by-contract and proposing ways to strengthen this
approach as it applies to municipal servicesin developing and transition countries. There
are two major aspects to be considered: organizations and procedures (section 2) and
rules (section 3)." Finally, aproposal for a comprehensive support system is sketched out

(section 4).

Although this dissertation does not address the issue directly, there seemslittle
doubt that regulation-by-contract is not well-suited for al kinds of utility-type services.
This question will be discussed in the next chapter. For purposes of the present chapter, it
will be assumed that a decision has aready been taken as to which services or projects are
amenabl e to this approach, which ones are more suitable for regulation-by-commission,

and which should be left to the competitive market.

The recommendations made in this chapter are tentative and exploratory. No
suggestion is being made that the system proposed here is ready to be implemented asisin

any country; among other things, the scheme would have to be carefully tailored to the

! The word “rules,” as used in this chapter, usually refers to a broad category containing rules, principles,
standards, etc., that constrain the adjudicator’s discretion in some way. In particular, | am not using
“rules’ in the narrower sense that relates to the “rules versus standards’ issue found in the legal literature,
where a“rule” is so tightly expressed that it permits very little discretion.
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particular country’s institutional endowment (see Guasch and Spiller 1996: 14ff.). The

purpose is rather to reflect on the preceding chapters and to stimulate thought.

Finally, it should be noted that no attempt will be made to address the technical
legal aspects of setting up an alternative mechanism — the detailed legal engineering. In
particular, whether or not the proposed mechanism would be considered to be aform of
arbitration under the laws of a particular county, thus triggering that country’s arbitration
rules, will not be considered here. In the same spirit, no attention will be given to the
detailed organizational design of the system — e.g. the administrative locus, composition,
and internal organization of the proposed government agency. Thisis not the purpose of

this chapter.

2. A SPECIALIZED THIRD-PARTY INTERVENOR

One lesson that follows from the preceding chaptersis that, no matter how much
care the parties themselves take to deal with contractual incompleteness, it is essential to
have a third-party adjudicator® or referee capable of delivering expert decisionsimbued
with public-policy considerations and viewed by both parties — and, just as important, by

consumers — as having legitimacy.

The starting position in this chapter — a working assumption, not afinal

conclusion — is as follows;

2 |t is worth noting again (see Chapter 2) that the term “adjudicator,” as used in this dissertation, means
any third party who is given the responsibility of filling a contractual gap or deciding a dispute or issue in
away that is binding on the parties, as opposed to simply giving recommendations that may or may not be
followed.
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- Something more is needed than the ordinary court system or conventional
arbitration.® These mechanisms are not well-suited for complex long-term
contracts in which the probability of frequent adjustment, revision, and
renegotiation is high, where quick and inexpensive resolution of disputesis
essential, and where an important goal is to enable the parties to resolve their
differences and get back to work together rather than to terminate the contract and

award damages.

- Something less is needed than regulation by a permanent, broad-mandate, highly
discretionary, proactive regulatory body set up at the local or national level (like
Ofwat inthe U.K.). The adjudicator’ s discretion should be more highly constrained

than that of the regulator in most forms of regulation-by-commission.

2.1 Capsule Summary of Weaknesses of Judicial System

A number of U.S. writersin the early 20th century pointed out reasons why the
ordinary court system is not well suited to play the role of adjudicator in aregime of
regulation-by-contract (see e.g. King 1912). It will be useful to summarize these reasons
here, before moving on. All of the following points are well illustrated in the RESCO case
study (Chapter 5), in which it was apparent that the judge was quite happy to find away
to get the case out of the judicia system and into the arbitrator’ s hands. The points apply

with full force to the U.S. legal system, and some of the points (1, 3, 4, 6) apply aso to

3 Thisis certainly true of the ordinary court system in the U.S. and even of the administrative court system
in France (though with certain qualifications). Thereislittle doubt that it applies also to the official court
systems in most other legal systems and countries.
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the French system to a considerable extent. There s little doubt that the points apply to

the legal systemsin many other countries, too.

1. Thejudicia system lacks the requisite expertise for information gathering and

anayss.

2. It shows areluctance to admit the existence of contractual incompleteness
(especidly latent incompleteness), tries to avoid filling gaps itself, tends to clothe its
own extra-contractual interventions as if they were merely interpretation, and

favors bright line tests and binary solutions.

3. It does not have a strong and appropriate public policy background to be able to
supply the most appropriate regulatory rules, especialy in cases where the parties

cannot agree during renegotiations.
4. Itistime-consuming and costly.

5. Itisnot oriented towards dealing with long-term relationships, where one

important goal isto work out an arrangement that will keep the parties together.

6. It focuses on past offenses and is not concerned with laying down rules to be

followed in future dealings between the parties.*

* Compare the reason given by Delos Wilcox (1911: 743) for why state utility commissions should review
rate cases before recourse is had to the courts: “. . . an appeal from the local authorities directly to the
courts would not give an opportunity for the development of a consistent theory of rate-making for the
stete at large .. . .”
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2.2 Alternative Trends: Expert Forums

The proposal made here builds on recent trends in the use of private experts as
third-party adjudicators or intervenors and the use of informal procedures. Two trends

described here are “ expert determination” and “dispute review boards.”

“ Expert determination” isthe term used in English law to refer to awide variety
of methods for the binding resolution of contractual issues or disputes by athird party
who is not acting as an official arbitrator (seein general Kendall 1996). In principle,
expert determination is usually designed to give a conclusive and final decision, but it will
still be subject to limited review by a court, the scope of which will depend on national

law.

Two common threads link the different varieties of expert determination. First, the
adjudicator uses his own technical expertise, instead of, or in addition to, relying on other
experts. Second, the mechanism is purely contractual: it depends entirely on what the
parties have agreed; it is asif the third party were ssimply writing an amendment to the
principals contract. Assuch, this method is particularly appealing if the goal isto give the
parties the freedom to decide how and by whom contractual gaps will be filled; it
corresponds well with a justification for contracts that is based on decentralized decision

making by economic actors and with the “private-ordering” model for dispute resolution.

Expert determination is used a great deal when the issues are primarily technical or
involve questions of valuation or complex calculations involving expert judgment (e.g.
valuation of a company’s stock). It has been used for the periodic readjustment of prices

in long-term commodity contracts. All of this makesit an interesting model for our
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purposes since in many cases of the kind we are considering, there is no disagreement over
issues of law. For example, in the Lyon case, amost al issues to be negotiated involved

cost estimation; it was quite clear that the city had to bear the burden, whatever it was.

Dispute review boards (DRBS) began to be used in the U.S. in the 1960s for large,
complex construction projects (see in general Matyas et al. 1996). They are considered to
be quite successful in dealing with disputes and are becoming widespread in many parts of
theworld. Typicaly, a DRB consists of three independent, neutral persons — usualy
having technical expertise — chosen by the parties at the start of the contract. The DRB
makes visits to the job site every few months, regardiess of the occurrence of a dispute.
When a dispute does occur, the DRB conducts informal job-site hearings and then issues
written recommendations, together with any explanations, which are usually not binding
but are admissible as evidence in any later proceedings. (If they were binding and final,
the DRB could be considered as a specialized form of expert determination.) Experience
has shown that most DRB decisions are adopted by the parties without the need for

litigation or arbitration.

The DRB makes its decisions on the basis of the contract, applicable law, and al
the facts and circumstances of the case. Most of the disputes brought before DRBs have a
high factual, as opposed to legal, content. Construction contracts that have been carefully
drafted (which one might expect for large, complex projects) show a high degree of
completeness. Disputes often turn mainly on factual determinations, whereit isrelatively
clear what the contract requires and what the legal consequences will be once the answer

isdiscovered. E.g.: Did the owner’s construction plan show all the reinforcing bars that

341



would reasonably be needed by the contractor to carry out the intended works? Did the
contractor obtain the written approval of the engineer before installing certain materials?
(See Matyas 1996: 146, 150.) Where interpretation of the contract is not straightforward,

the rules and techniques used for ordinary contracts will generally suffice.

Looking at the two types of alternative dispute resolution sketched above, we see
severa desirable features for the type of third-party intervention most suitable for

regul ation-by-contract:

1. The DRB has an ongoing responsibility that begins even before there is a dispute
and continues throughout the life of the contract. This can provide necessary

continuity for regulation-by-contract.

2. The procedures are inquisitorial and investigative in nature, rather than adversarial,
and are highly informal. Time and cost are greatly reduced, and there isless
tendency for positions to become highly polarized. Thisisimportant where the aim

isto continue with along-term relationship.

3. Thereferee hersalf, or the tribunal, possesses relevant technical (or financial, or
economic) expertise. Thisis certainly important for regulation-by-contract, where
much of the work by the third party concerning renegotiation episodes will involve
technical, economic, and financia questions — and where there may be little

disagreement over the legal issues.

In fact, one can see how third parties inspired by these institutions could address
all the weaknesses of the judicial system listed in section 2.1, with the possible exception

of point 3, the need for a stronger public policy input — an issue we will consider later.
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2.3 A Proposed Forum: The Concession Referee Board (CRB)

The DRB provides a good base for us to work from. It would have to be modified
to function well during the operational phase of a concession as well as the construction
phase — e.g. in the case of aBOT project — and this might involve choosing different
profiles of experts to serve on the board for the two phases. To distinguish the proposed

forum from the typical DRB, let’s call it a“concession referee board” — CRB.

Most construction DRBs achieve their results by issuing nothing stronger than
non-binding recommendations; the parties usually decide that, given the continuing nature
of their relationship, it isin their benefit to reach a quick agreement and get on with work.
It is proposed that this approach be adopted for the CRB during an initial period. This has
three advantages. First, as apurely advisory forum, the CRB will be easier to implement
legally in many countries: there will be no potential issue of having to reconcile it with the
country’s arbitration laws. Second, it will be easier to have the new forum accepted by
policy-makers, politicians, and the parties themselvesiif it is not binding and final; one can
argue that nothing is lost by the experiment since any party can always go on and suein
court — just as before. Third, the mechanism can be refined and any “bugs’ eliminated

while it still has only advisory force; no mgor policy disasters can occur.

If the CRB approach works well, the CRBs' recommendations appear sound, few
parties go on to courts or conventional arbitration, and for those that do, the final
adjudicator generaly supports the CRB’ s recommendations — under these conditions, the
CRB could continue to function on a purely advisory basis. If, on the other hand, after a
trial period, the approach is evaluated positively and CRBS recommendations appear
sound, but either (a) many parties decide to go on to the final adjudicator (court or
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arbitrator) or (b) for those that do, the adjudicator’s decision often goes against the CRB’s
recommendations — if thisis the outcome, then it would be wise to consider

strengthening the force of the CRB’s decisions.

There are anumber of ways to bolster the CRB’ s decisions, most involve either
shifting the burden of proof or changing the scope or evidentiary standard for the next
level of review. One possibility, for example, would be to permit the court to overturn the
decision of the CRB and render a contrary judgment only if the challenge were supported
by “compelling evidence,” or asimilar standard — in other words, to give the CRB the
benefit of the doubt. A solution that would strengthen the decisions of the CRB even
more would be to permit appeal to the regular court system (or conventional arbitration)
only on limited grounds of fraud, evident bias, or obvious error (fundamental mistake) in
construing the contract or in applying the law, an error that is apparent without the need
for extrinsic evidence — e.g. clearly applying the wrong rule, not just applying the right
rule in the wrong way. If the CRB’s decision were overturned, the case would be
remanded to the CRB with instructions. Any of these departures from a straightforward
de novo hearing by the officialy recognized adjudicator at the level above the CRB,
however, might in some countries require fundamental legidative re-engineering to avoid

preempting basic powers possessed by the official adjudicator.

Another way to strengthen the weight of the CRB’ s conclusions would involve
contraining the nature of the adjudicator’s decision, rather than tinkering with the burden
of proof or the scope or evidentiary standard for that level of review. Final offer

arbitration comes to mind as an intriguing possibility for the next, and final, level of



review: the CRB’s conclusion would very likely serve as astrong focal point for the
parties and the arbitrator. It would tend to decrease the variance of the parties' subjective
probability distributions concerning the arbitrator’s preferred solution, and it might

therefore help to ensure convergence to the CRB’ s conclusion.”

In any case, some form of appeal to a more conventional and generally accepted
adjudicator (official court system or conventional arbitration) would be advisable. At
stake is the regulation of a public utility, or something close to that, not just the resolution
of an entirely private dispute: questions of procedural fairness in an administrative setting

become relevant.

Another important issue to deal with is how the members of the CRB would be
selected. It is proposed that there be a process of pre-qualification of candidates in order
to strengthen the legitimacy of the CRB institution. If the parties are free to pick anyone
as a CRB member, with, say, the two party-nominated members choosing the third, there
isaways the risk that highly partisan advocates will be chosen rather than unbiased,
neutral experts. Sophisticated repeat players in huge international construction contracts
may well understand that, viewed ex ante, they are likely to benefit more if they choose
someone who istruly neutral; but it is not so clear that local governments and typical

concessionaire companies will generally think this way.

> One theoretical problem with final offer arbitration is that, for many plausible types of probability
distribution, it turns out that the loss in potential payoff as a party moves towards the median of its
subjective probability distribution for the arbitrator’ s preferred solution outweighs the gain in the
probability that the arbitrator will select that party’ s offer, thus pushing the parties apart rather than
making them converge. The more peaked is the subjective probability distribution, the less likely isit that
this undesirable outcome would occur. (See Brams, et al. 1991.)
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So an “appointing authority” is needed, whose main task would be to draw up a
short-list of eligible (expert, impartial, judicious, pragmatic) candidates for the CRB. The
guestion of who this appointing authority should be leads to the next section, whereit is
proposed that private organizations can play this role, with the state entering the picture
perhaps to license these private organization and certainly to serve as the default

appointing authority.

2.4 Private or State-Administered Proceedings?

The idea of a decentralized, private system of adjudication for regulation-by-
contract is appealing. Respected institutions — e.g. professional associations or joint
industry-municipal groups — could offer their services, and the parties could choose the
one they prefer and write its name into their contract. Thisis often done today with
conventional arbitration (see the RESCO case (Chapter 5), where the CPR Institute was
designated as the supporting institution for arbitration in the second contract). The private
organization would play two roles: first, as the appointing authority to pre-qualify the

CRB members; second, to provide rules for and administer the CRB proceedings.

Arbitration is generally a private affair. In the case of regulation-by-contract, there
would be a public policy interest in requiring CRBs to state the reasoning behind their
awards and to publish the results. How else could parties judge whether they want to use

aparticular organization?

The national government would have to play arole. First, the government would
need to set up the overarching framework for the CRB system — the enabling legidation

or regulations — (though this would not be necessary for the ssimple ad hoc use of a CRB
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in the context of a specific contract). Second, if the CRBS' decisions were given more
force than that of mere recommendations, the government might well want to license the
administering organizations to bolster the legitimacy of the system. Third, it would be
good for the government to offer its own services as an appointing and administering
authority, if the parties wished; this would be especially important if the parties failed to
specify avalid private organization or if, for any reason, the one they chose could no

longer servein that capacity.

3. DEVELOPING NEEDED BACKGROUND RULES AND STANDARDS

3.1 Rationale

This dissertation has focused on the problems caused by contractual
incompleteness in long-term contracts. It has been argued that background rules and
standards are needed to fill contractua gaps. One may ask why explicit background rules
are needed at all if a competent third party is chosen — such as would be found in awell-
designed CRB system. The answer isthat thisis the way to increase the predictability of
decisions and hence ingtill confidence in the system; otherwise, it will remain dependent
on the persondity of the third party in any particular case. So the CRB system would

need background rules to function well.

3.2 Existing Rules

Chapters 3-5 have looked at some of the existing background rules that might
apply to regulation-by-contract as practiced by the judicial system. Before moving on, it

will be useful to survey briefly two other possible sources for these rules: customary rules
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for international commercial arbitration; and the growing body of specialized “concession”

or “BOT” laws.

3.2.1 Lex Mercatoria

A body of customary rules are said to be evolving in international commercial
arbitration awards — the “lex mercatoria.” They are discussed by certain legal scholars
because some commentators believe that they could constitute a sound basis for resolving
such disputes, rather than the application of the laws of a particular country (seein genera
Carbonneau 1990). This particular use of these rulesis not our concern here. What is
interesting isto see what kind of rulesthey are: Could they usefully serve as the

background rules needed for regulation-by-contract?

The“rules’ of the lex mercatoria are really just broad principles. Thereisno
authoritative, generally accepted statement of these principles, but a number of authors
have attempted to distill some of the magjor ones (seg, e.g., the discussion in Lowenfeld
1990, esp. at pp. 54-55). Most of them deal with the general issues that typically arisein
commercia contracts — the kinds of issues that contract law is concerned about. A few
examples. “No party can be allowed by its own act to bring about a non-performance of a
condition precedent to its own obligation.” “A party must act promptly to enforce its
rights, on pain of losing them by waiver.” “Failure by one party to respond to a letter

written to it by the other is regarded as evidence of assent to its terms.”

More to the point for our purposes, one of the principles cited by Lowenfeld
(1990: 54f.) deals with the question of renegotiation. It isadefault rule: “If unforeseen

difficulties intervene in the performance of a contract, the parties should negotiate in good
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faith to over come [sic] them, even if the contract contains no revision clause.” Classical
contract law tends towards a binary solution in the face of an unforeseen, uncontrollable
event: as Lowenfeld notes, the party is either fully discharged from its obligation or it is
fully liable. In contrast, in lex mercatoriathere appears to be a different tendency: to
postpone performance or to apportion losses. Given the diversity of commercial contracts
and arbitration cases, it is hardly reasonable to expect a synthesis of emerging principles to
go much beyond that. Y et, given the importance of the issue in regulation-by-contract,
such principles by themselves hardly give sufficient guidance to arbitrators or a sufficient

sense of predictability and consistency to potential parties.

What are the principles that govern how contracts are to be revised or adapted?
The details depend on particular cases, of course, but as a general principle, we cannot
find much more than an attempt to reach an “equitable contractual balance’ that serves the
“business efficiency” of the parties’ relationship (see Nassar 1994: 237ff.). “Sharing”

becomes a dominant theme (Nassar 1994: 23).
It does not seem, therefore, that the lex mercatoriawill be of much help for the

needs of regulation-by-contract.

3.2.2 Special “Concession” Legidation
Given the current popularity of various forms of concessions and BOT

arrangements, many countries in recent years have adopted special lawsto serve asa
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framework for these activities.® Do these laws provide adequate background rules for a

sound system of regulation-by-contract?

In general, these laws are especially concerned with the procedures that public
authorities must follow to grant a concession to a private company (e.g. procurement
procedures and approvals), with the contents of the concession agreement (i.e. at the very
least, the topics that should be covered), and with certain critical, sometimes politically
sengitive, rights and obligations that the concessionaire will have. It is often not clear from
these laws, however, if these statutory rights and obligations are to be considered

mandatory or default.

With respect to one of the main concerns of this dissertation — namely, the
problem of contractual incompleteness — most of these laws take a cavalier attitude. Itis
not uncommon for them to specify that the written agreement between the government
authority and the concessionaire must provide mechanisms for the revision of tariffs or
must provide for relations between the partiesin the event of unforeseen circumstances.
Although thisis useful, it is hardly sufficient, for as we have noted, the contract itself is
generally not capable of containing all the rules needed to complete the contract

adequately.

It is noteworthy how similar the provisions for local-level concessions are to those
governing national-level concessionsin these laws. Instead of “prime minister,” we read
“mayor”; instead of “national assembly,” we read “city council.” Too much in these laws

reads as if the parties are of equal bargaining power and sophistication. This may be more

® The following is based on internal documents from the UNCITRAL Expert Group that is working on a
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true for projects at the national level: when the central government decides to grant a
concession for a utility service such as power or telecoms, it can pour avast amount of
money into preliminary studies, advisors, task groups, the creation of specia regulatory
bodies, and so on. Thereislittle recognition in present laws that the problems are vastly
different with most municipalities. When aloca government comes up against alarge

private utility company, we are confronted with a highly asymmetrical bargaining situation.

Asfor force majeure or hardship or “change of circumstances’ provisions, most of
the laws do not go much beyond setting out the genera principles often found in ordinary
contract law — e.g. that an event of force majeure will excuse or suspend the obligations
of the affected party — or smply requiring that the contract deal with the issue. There are
exceptions, however. Colombia, for example, provides that the administration may
unilaterally modify the contract for reasons of public interest, but in that case, the
company is entitled to be compensated for any additiona costs, and (especially important
from our perspective) later regulations will “provide the procedures for ascertaining and
liquidating such costs, . . .”" All too often, however, the stated criterion strikes that

familiar tune: restoring the “balance of the economic assumptions that presided over the

n8 »9

signature of the contract™® or the “initia financial and economic equilibrium.”” Sometimes
all that issaid is that the contract “may, in the case of substantial changesin the

circumstances, be amended upon the initiative’ of the company. '

legidative guide for BOTSs.

7 Ley 19 de 1982 (22 Jan. 1982), art. 6.

8 Spain: Decreto 923/1965 (8 April 1965), art. 74.

® Brazil: Lei No. 8.987 (13 Feb. 1995), art. 9, para. 2.
19 glovenia: Public Trading Services Act, 1993, art. 39.
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3.3 Types of Rules

We can classify the types of rules that might be needed into four categories.
() mandatory contract rules that cannot be overridden by the parties; (b) default contract
rules that comeinto play only if the actual contract terms are silent, vague, or ambiguous
regarding the issue; (c) contract information requirements that specify the factua
information about the project that must be contained in the contract for it to be considered

valid; and (d) non-mandatory guidelines that smply provide the parties with suggestions.

More will be said below about the subject matter of desired background contract
rules. One question to address at the outset, however, is whether and in what
circumstances mandatory rules should ever be used in regulation-by-contract. What isthe
justification for such paternalism? Why not let the parties decide for themselves? One can
think of several reasons for using mandatory background rules to prevent egregious
injustice or inefficiency:

1. Thefact that city officials have short termsin office compared with the duration of
along-term contract in regulation-by-contract increases the possibility that they will

not sufficiently take into account the long-term interest of residents.

2. The economics and incentive effects in long-term contracts are often complex and
subtle. City officials and their lawyers may not fully understand them. For
example, the usefulness during later renegotiations of a contract provision that
permits the city to terminate the contract “at will” in exchange for afully
determinable payment may not be sufficiently appreciated by the parties. And non-

experts often see no problem in simply stating that city must pay the “fair value” of

352



the plant and equipment, not realizing that in a regulated industry with sunk costs,
valuation is athorny question, the answer depending ultimately on how the user
charge is going to be set in the future. One could argue that in an area as important

asthis, some well-placed mandatory, as well as default, rules might be beneficial.

On the other hand, one could take the common position that, in a case of poor
information, the best solution is to provide more information — e.g. annotated

guidelines and training courses — rather than mandatory regulations.

In general, one can say that default rules should be used for the most part, but in

some cases mandatory rules might be warranted.

A word should also be said about contract information requirements. Thereisno
doubt that the process of adjusting the contract in the face of various contingencies would
be greatly aided if the contract already contained certain kinds of detailed information —
e.g. information about costs. The background rules can best be applied only if sufficiently
detailed information is contained in the origina contract. For example, just to deal with
the question of avoided replacement cost, one would want to see, at a minimum, an
indicative equipment replacement schedule and the original investment cost of the
component in question. The parties themselves might not think of putting this kind of

detail in the contract.

To solve this problem, the company could be obligated at the time of bidding to
place in escrow all the documentary information that it used in preparing its bid —
itemized costs, copies of quotations, consultants' reports, etc. These documents could

then be examined by the parties and by the CRB in any case in which it became necessary
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to adjust the price in response to a change in equipment or process (cf. Matyas et al. 1996:
157ff.)."* Such arequirement might have facilitated the renegotiation episodesin the Lyon
case, for instance, where it was necessary to estimate the incremental impact of various

changes on operating costs.

The idea of information requirements raises the question of whether the contract
should need to be approved by a government agency before it can enter into effect. We

will return to this point later.

3.4 Subject Matter of Rules

Before considering who should write the rules, it will be good to look at several
categories of issues that typically arise in contracts of this sort and discuss what kinds of
rules are needed. Aswe have noted, the two major occurrences of incompletenessin the
contracts we have been considering concern: (a) dealing with changesin service
requirements that result in changes in the company’s costs, and (b) needed readjustments
to the price terms of the contract (especialy, the price indexation formula) due to changes
in the prices of the company’sinputs. We will therefore begin with these items and then

move on to other issues that were brought out in the case studies.

3.4.1 Modificationsto Plant or Equipment

As we have seen from the case studies, contracts often give very little guidance as

to how the impact of a change in plant or equipment on price should be determined. If

1 Of course, one has to be aware of the company’s possible strategic manipulation of the information it
provides.

354



regulation-by-contract is to be effective, the adjudicator should have rules and standards

that he can apply if needed.

The common problems of incompleteness that affect ordinary contracts are
different from those typically affecting long-term contracts for the regulation of monopoly
services. Asthe scholarly literature shows, a principa concernin ordinary contractsis a
gap regarding the allocation of a particular risk. The question then becomes. Who should
bear thisrisk? Thisisindeed a concern with respect to revisions of price indexation
formulas. But with respect to revisions dealing with changes in service requirements or
modifications in equipment, the gross alocation of risk is often quite clear: i.e. there may
be no disagreement that the municipality will have to bear the cost of a certain changein
service — asin both the Lyon and RESCO cases. This practically goes without saying if
the change in service has been ordered by the municipality, as opposed to having been
caused by an event outside the control of both parties. Here, theissue of risk alocation is
often one of fine tuning: What does it mean in precise, operational terms for the
municipality to “bear the costs’ of the change? Fine tuning becomes important in
regul ation-by-contract because of the frequency with which such issues will arise and the
long-term nature of the contract. In ordinary commercial contracts, in which atypical
pattern is for one dramatic episode to occur leading the parties, if all elsefails, to goto
court, the fine tuning is not so important; instead, determining the gross allocation of risk

is the main concern.
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Presuming that the method to be used is based on incremental costs and revenues
(i.e. thereis no global review of the entire revised contract),'? one can break down the

required process into severa steps:
1. The municipality specifies the change in service output that is desired.

2. A determination is made of the changes in the company’ s inputs (investments,
O&M, etc.) that will be needed. This should be the least-cost solution; and exactly
what this means (e.g. from whose perspective? over what time period?) and how it

will be determined must be made clear.

3. Theincremental costs associated with the change are estimated (presuming that the
method of price adjustment is ex ante and not ex post — and this would need to be
specified, too). It must be specified how the estimate is to be made. Account must

be taken, aso, of al costs that can now be avoided by the company.

4. Findly, afinancing algorithm is needed to trand ate investment costs into a periodic

payment or a unit price.

The case studies have suggested just how complicated and hardly self-evident
some of these issues can be. For example, referring to (3), we note that the Lyon contract
(Amendment No. 4) contained a clause stating in effect that the parties should take into
account the costs avoided by the company in not having to replace the origina equipment
if upgraded equipment were to be installed, since the new equipment would make
replacement of the original equipment unnecessary. Thisisagood principle that is seldom

set out explicitly in such contracts. Moreover, as noted in Chapter 4, the calculations can

12 And this assumption itself would need to be the subject of a background rule.
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be carried out in different ways: for instance, one could use accounting conventions or

discounted cash flow techniques. The rules should make this clear.

3.4.2 Specification and Adjustment of I ndexation Formulas

The second major area of concern in regulation-by-contract (for long-term
contracts) iswith the price indexation formula. We have seen, especialy in the Lyon
study, just how complicated these formulas can be. A perennia question in regulation-by-
contract is whether one can expect such a set of formulas to be acceptable to the company
for the 20-30 years needed — without the company’ s adding an enormous risk premium
to the price. Obvioudly, the answer depends on industry practices and the behavior of
costs, given the type of industry, the country, and so on. The Lyon contract gives ample
room for arevision of the indexation formula; in contrast, the RESCO contract makes no

provision whatsoever for this.

In many legal systems, there is a concern that, even if the contract is written as if
the indexation formula applies absol utely, the adjudicator may find away to “adapt” the
contract to prevent extreme hardship to the company. Since the parties know that this
possibility exists, the company can exert pressure on the municipality to revise the formula
if conditions change dramatically. Moreover, if the contract is awarded through
competitive bidding, the uncertainty over if, when, and how the indexation formula might
be revised in the future may affect different bidders' pricesin different ways, thus

confusing the municipality’s evaluation of the offers.*®

13 Some observers in the international market, for instance, are convinced that certain water and
wastewater companies believe that away can always be found to revise prices later on, and thisinduces
them to bid lower than they otherwise would — “lowballing.” But the municipality may be evaluating the
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Assuming here that the parties want to leave the door open for a possible revision

of the indexation formulain case it diverges far from actual costs — if only to preempt a

court’ s later intervention in the matter — the question becomes how to control the criteria

and the method of revision to prevent having to rely on unconstrained bargaining.

Suppose that the parties do not refer at al to these details in the contract — or do so only

in cursory terms. There might be an advantage to having background rules that address

theseissues. There are many different approaches that could be followed. One possible

set of rules— given for purposes of illustration — would be as follows:

1.

3.

A detailed cost analysisis submitted by the company, substantiated by the

company’s records and adequate supporting documents.

A “reference cost” is calculated, in which al quantities remain the same asin the
estimate attached to the contract and in which only the prices of inputs are updated.
Thisis an ideataken from one of the French model contracts mentioned in the Lyon
case study — i.e. only input price risk is passed on to the municipality, not input

quantity risk.

As atrigger condition for arevision to take place, the reference cost of carrying out
the activities in question must be least X% greater than the actual payments

received according to the current pricing formula

If anew kind of input is used by the company (in which case there is no contractual
guantity to refer to), the revised cost element corresponding to that input will be

based on an assumption of efficient operator performance in accordance with best

bids asif prices will not be revised; and other bidders may make this assumption also in submitting their
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industry practices and not take into account any increase in cost caused by the
company’ s faillure to comply with the terms of the contract or by higher current

operating or maintenance costs due to inadegquate maintenance in the past.

One could treat these rules as default rules, to be brought into play if, say, the
parties smply write into their contract a general hardship clause relating to the price
indexation formula. But note that there is a contract information requirement also: point
(2) refersto an estimated bill of quantities to be attached to the contract. Thisis agood

example of how different types of rules might interact.

There is no doubt that this particular set of rules would provoke considerable
discussion among experts and would certainly have to be modified and refined before it
would be acceptable. Point (4), for example, might cause concern. The reason for
including it isthat, if a particular input became very costly because of apricerise, the
company might substitute another, cheaper input. 1t would not make sense, then, to
compensate the company as if it were still using the more expensive input. In some cases,
however, the company might in consequence have to alter the quantities of other inputsto
compensate for use of the new input. But according to (4), this would not be reflected in
the price revision. So some modification to the formulation given above would surely be

necessary.

This illustrates well that no matter how detailed such rules become, there will
always be aspects for which the adjudicator will have to exercise discretion — and, let us

hope, educated discretion. General principles — e.g. those that bring in the whole

offers.

359



intellectual baggage of a particular discipline— can help here: e.g. “in determining Y,
generaly accepted principles of discounted cash flow analysis and modern-finance
technigques of capital budgeting shall be used” (and one could go on to cite several
standard textbooks). Discretion will not have been eliminated by this method, but its

scope can be greatly constrained by the background rules and principles.

In addition to the question whether there should be background rules regarding the
revision of indexation formulas, one could ask whether there would be benefit in having
rules for the composition of indexation formulas. In France, the model contracts and
national law serve (or in the past have served) this function to some extent. For example,
should certain kinds of price indices be barred from use in regulation-by-contract? What if
the weight on a particular index plainly bears no relation to the weight of the
corresponding cost component in the total of costs that the formula purportedly is
intended to track? It may be that non-mandatory guidelines are most suitable for handling

issues of this sort.

3.4.3 Priceof Capital

Given the growing interconnection of world capital markets and the
standardization of benchmark interest rates, such as the various U.S. Treasury rates or
LIBOR, thereis hardly any excuse today for along-term municipal service contract not to
contain areference rate, a credit or risk margin, and a financing function that will apply in
case of any unplanned capital expenditures whose cost is to be passed on to the
municipality or to consumers. Both the REsco and Lyon contracts (Amendment No. 5)

use this method.

360



It may be, however, that some parties will leave this value open, to be decided in
future negotiations. Or, even if areference rate is specified, one could argue that the rate
is conditional on relevant features of the contract remaining unchanged. As the discussion
in the Lyon case study suggested, if because of reasons related to unusual technical
features or to different arrangements for risk sharing, the risk characteristics of the
incremental project were sufficiently different from what might have been contemplated in
the original contract, one might contend that the reference financing rate should be
modified. In either one of these cases, it would be useful for the adjudicator to have

background rules, based perhaps on modern finance theory.

The background rules should not attempt to fine tune this aspect, however. The
first goa should be to identify the issue and encourage the parties to address it in their
contract (i.e. to contract around the background rule); the second goal should be to

provide a roughly reasonable value in case the parties do not address it.*

3.4.4 Overhead Cost

Most contracts do not go into great detail in describing what considerations should
go into the renegotiation of all components of aprice. The Lyon study pointed out the
fallacy of using the original percentage allocated to the overhead of the project company
as the rate to be applied for an incremental project. The question has to be decided by an

incremental analysis. Just what are the expected incremental overhead costs? Once

14 For instance, we would expect that, in a new concession with a novice municipality, the risk as
perceived by the concessionaire (and hence the required return on equity) might decrease over time, if all
went well. It would probably not be advisable, however, for the background rule to try to capture such a
highly idiosyncratic aspect. The parties would simply have to make do with arougher rule if they failed
to deal with thisin their contract.
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again, it would be helpful to have background rulesto help fill in contractual gapsin this

area.

3.4.5 Risk Allocation

In much of the discussion up to now of the impact of modifications to plant and
equipment, we have been presuming that the question of who should bear this cost is quite
clear. In fact, asthe RESCO case brought out in dramatic detail, there is often
disagreement over how various risks are to be allocated. There may be clarity over certain
well-specified kinds of risks, but this leaves a large set of events and circumstances for
which various kinds of argument by analogy could be made on one side or the other —

even before the problem of latent incompleteness is considered.

Both legal and law-and-economics writings have pondered over the normative
issue of how the legal system should allocate risk in contracts under various
circumstances, in the absence of a clear agreement by the parties. Thisis not the place to
review this corpus of literature. The point to be made here is ssimply that appropriate
background rules could be developed to deal with the types of problemsthat arisein
regulation-by-contract, just as French law has developed an unequal sharing rule (typically
90:10) to handle temporary hardship faced by a concessionaire due to unforseeable
circumstances beyond its control — the theory of imprévision. The rules could be more
specialized and differentiated than, say, a simple sharing rule that splits unallocated risks

50:50, arule discussed by Fried (1981: 70f.) in the context of contracts in general.

Following Posner and Rosenfield (1977), the rules that are developed might

alocate a particular risk to the party best able to control or bear it — on a case by case
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basis. In principle, one could imagine quite sophisticated decisions being made by an
adjudicator using accepted economic theory — e.g. concerning diversification of risk. For
instance, in the event of an unexpected and extreme increase in the price of one of the
speciaized materia inputs used by a company, if the price rise affects many of the
company’ s operations, located in different cities, one could make a good argument for
allocating most or all of the cost to users, since the service in question will normally make
up only asmall part of their consumption basket. If the concessionaire company were to
bear the risk, this might cause its bankruptcy, and there may be high costs associated with
that outcome. But one might reach quite a different conclusion if the unexpected event
were something that had a broad impact on one community but only an isolated effect on
the company’ s overall operations — e.g. damage from localized flooding. In that case, it
might be more efficient for the company to bear the cost rather than users. For the

company, such arisk is diversifiable.

Despite the attractiveness of such policy decisions from an economic point of
view, taking such a decision might require a costly study of each particular set of
circumstances. It may be that smpler rules of thumb would be better, as in some other
areas of economic regulation — e.g. in U.S. anti-trust regulation, the distinction between
bright line (“per se”) tests and the “rule of reason” standard. Given that expenditures for
municipal services occupy arelatively small percentage of the average household’' s budget,
one can see why it is usualy the municipality or users that should bear most of the risk of
unexpected events. But requiring the company — as agenera rule, evenif it may not fit
every case — to take a small percentage of these costs is a good way to deal with the

moral hazard problem inherent in the unobservability (or at least unverifiability) of actions
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or omissions by the company that increase the probability or cost of such purportedly

uncontrollable events. There is merit to the French imprévision approach.

A more recent view, inspired by game theory, is that greater benefits can often be
obtained if default rules serve to induce the parties to contract around them, instead of
their remaining silent or fudging the issues (see Ayres and Gertner 1989). For example, a
statute could state that all risks that are not explicitly described and allocated in the
contract will be borne by the company, and that any ambiguity or vagueness in this regard
will be construed against the company. Given the greater information possessed by the
company and its greater skillsin drafting contracts, such arule would encourage
companies to enter into considerable detail and precision in describing in the contract any
risks that are to be passed on to the municipality. And the municipality would learn a
great deal about the company’s perception of conditions and of its own ability to estimate

parameters and to control events by the proposals that it put forward.

As an example of this approach, let uslook again at price indexation formulas and
at whether they can be revised in exceptiona circumstances. Under many systems of
contract law, this possibility would exist. According to a restatement of genera principles
of European contract law, “If . . . performance of the contract becomes excessively
onerous because of a change of circumstances, the parties are bound to enter into
negotiations with a view to adapting the contract or terminating it, provided that: . . . (C)
the risk of the change of circumstancesis not one which, according to the contract, the
party affected should reasonably be required to bear” (CECL 1995: Article 2.117). The

issue dealt with in (c) would leave a considerable amount of discretion to the adjudicator
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in deciding whether the presence of a particular price indexation formulain a contract
impliesthat al residua risk should be borne by the company, no matter how onerous. In
the context of regulation-by-contract, one approach would be to provide more guidance to

the adjudicator on this matter by giving her more detailed rules.

But what if, instead, the law were quite clear in stating that a price indexation
formulaincluded in amunicipal service contract, in the absence of any express
qualification or exception, creates a conclusive presumption that the company has agreed
to bear the entire residual risk of input price changes, regardless of how onerous
performance becomes because of a change of conditions. Now companies would think
more carefully about what exceptions they would like to see put into the contract, and
they would have to raise these issues with the municipality. Moreover, there would be a
greater chance that the bid prices for such a contract would be based on common
assumptions about whether an indexation formulawould be taken at face value over the

course of the contract.

3.5 Who Should Develop the Rules?

Where should the needed background rules come from? In France, until quite
recently, the rules emerged entirely by way of common law: the jurisprudence of the

Consell d'Etat, synthesized and annotated by scholarly commentary (doctrine).

Those advocating the use of private arbitration, or privately administered CRBs, to
resolve disputes in regul ation-by-contract might tend to favor the gradual evolution of
customary ways of handling various issues — atype of lex mercatoria specialized for this

purpose (cf. section 3.2.1). But thiswould probably not give the needed predictability to
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create sufficient confidence in the system; and confusion would likely result if each
administering organization were required to prepare explicit guidelines on these

methodological issues.

There is another important reason why non-judicia dispute handlers, such asthe
CRBs, are not well placed to develop optimal rules in the course of dealing with problems
they encounter in their work. To be optimal, the rules should be developed ex ante, not
just when adispute arises. If aruleis developed ex post by an adjudicator who is
concerned only with the outcome in the particular case before her, the incentive effect of
the rule on the performance of other contracts will not be considered. If a party knowsin
advance that the tribunal is likely to adapt the contract later to eliminate hardship, how
great an incentive will it have to reduce the probability of such circumstances and to
mitigate the severity of their impact? There isamoral hazard problem: sorting out ex
post what was reasonably controllable by a party is no easy task for atribunal. Moreover,
aparty will tend to reduce the effort spent at the contract-drafting stage in identifying and
alocating future risksiif it believes that it is likely to get a better deal by remaining silent.™
In attaining the right balance between writing rigid rules and allowing more discretionary
flexibility, one must deal with the tradeoff between creating incentive effects for the future
and attaining the best outcome, ex post, in aparticular case. An adjudicator from outside

the official judicia system (e.g. a private arbitrator or CRB member) is more likely to give

'3 These are some of the reasons put forward by defenders of the classical view of contracts as bargains
whose integrity must be respected, even if hardship on one party is the outcome (see in general Fried
1981).
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too little weight to the broader incentive effects of rules and decisions. institutionally, he

does not internaize the benefits.*®

It seems inescapable, therefore, that the national government should have an
important role to play in developing the basic rules and principles. Following the general
pattern in other areas of regulation, the best approach would probably be alayered one: a
general statute on top, followed by more detailed regulations issued by a specialized
governmental body, and finaly a“common law” that would evolve out of the decisions of
adjudicators in their efforts to fill inevitable gaps in the statutes and regulations. Bringing
these ideas together with the CRB concept outlined above (section 2.3), we would want
each CRB to be free to give its own reasonable interpretation to the regulations. The
private administering organizations might have different approaches: some might give
their CRBs complete freedom of interpretation (subject of course to the official
regulations); others might decide to operationalize the regulations in the form of interna
guidelines that the CRBs under their administration would be expected to follow —
perhaps a detailed cookbook-type manual containing genera principles, specific rules, and

lots of worked examples.

Since no set of written regulations can yield a determinate rule for every situation,
each administering organization or each particular CRB might, in effect, develop its own
customary law and its own style of decision-making, which the others would not be

obliged to follow — i.e. an intertitial “common law,” but without stare decisis. The

18 This may be one reason why the lex mercatoria, distilled from arbitration proceedings, tends to favor
rulesinvolving sharing in the case of hardship, compared with a more rigid binary treatment by the
official legal systems of many countries.
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concerned government agency (or ad hoc commission) would study these developments
and from time to time would revise the regulations to incorporate improvements — an
evolving “restatement” or codification of the CRB case law, or in some instances, a

modification or rgjection of it.

Finaly, we should mention one further role that could be played by a body at the
national level. As mentioned earlier (Chapter 2), unanticipated productivity increases over
the long term may well result in windfall gains to the concessionaire in a system of
regulation-by-contract. One possible ideais that the concessionaire’ s remuneration should
be “rebased” periodically (say, every five years) in a forward-looking manner to take into
account increases in productivity in the particular industry, given the characteristics of the
service system.'” Such an adjustment would be accepted by both parties only if it were
carried out by a high-level expert body. In effect, this would be a periodically convened
regulatory commission with avery narrow mandate. The determination of the commission

would enter into the contract as a specia mandatory background rule.

3.6 Contract Clearance

As described above (section 3.3), it would be helpful for later negotiationsif the
original contract contained detailed information of the right kind about costs and other
parameters. One way to achieve this would be ssmply to urge local governments to
include this information — urging them by means of training sessions, non-mandatory

guidelines, etc. Another way would be to require that these contracts be cleared by the

Y E.g., if new technology has made it possible to dramatically reduce the cost of removing phosphorus
from wastewater, one must take into consideration how much this function accounts for the total costs of
the service system — and the system may not even involve phosphorus removal.

368



concerned government agency before they can go into effect. Such an ex ante review
process should focus on making sure that al essentia items have been included in the
contract — a checklist approach — rather than on the substance of the contract terms. In
some countries, however, it may be unrealistic to imagine that a government agency
carrying out such areview process would not end up raising a score of meddiesome
objections or trying to rewrite the contract for the parties. In that case, it would be better
to forgo the possible benefits of alight-handed clearance process and rely instead on

education and exhortation.

4. THE NEED FOR A COMPREHENSIVE SUPPORT SYSTEM

This chapter contends that many of the problems seen in regulation-by-contract
could be remedied by an adequate support system set up by the national government.*®
Thereis a strong public-good aspect to many features of the contracting process, from the
initial competitive bidding procedure, to the written contract itself, and then to the process
of renegotiation when the contract reopens. Nonrivalrous benefit can be obtained by
many parties by costly efforts expended by one agency to develop rules, techniques, and
documents. In particular, it is unrealistic to expect the parties themselves to spend a
sufficient amount of time and cost to think through all contingencies and detailed rules for

handling them.

A government that takes serioudly the problems of regulation-by-contract for local

government services would want to develop a comprehensive support system. What

18 Bearing in mind also that not all service systems may be suitable for a regime of regulation-by-contract,
as will be discussed more fully in the concluding chapter.
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might the different components of such a system be? We have already looked at them

piece by piece. Now we can summarize the scheme:

1. A basic enabling act at the national level.

2. A specia-purpose government agency charged with:

a

developing detailed regulations (the background rules, most of which would

be non-mandatory):*

developing non-mandatory guidelines and possibly model contracts — or at
least various model contract clauses to suit different purposes;

developing ways to improve the quantity, quality, comparability, and
effectiveness of information obtained about the performance of companies
and contracts (involving accounting conventions, forms, reporting

requirements, publicity, benchmarking, etc.):®

developing other supporting material, such as guidelines for local

governments for the selection and management of consultants and lawyers,
carrying out workshops for local government officias;

(possibly) reviewing in advance and giving clearance to all contracts within its

jurisdiction (see section 3.6);

1% One possibility would be for the rules to be developed and periodically revised by an ad hoc blue-ribbon
committee of distinguished practitioners and scholars, rather than by the agency itself (and therefore this
comment appliesto (f) also).

% An important reason for central-level involvement concerns disparities in information about costs. The
large concessionaire company groups have the possibility of exchanging goods and services among
subsidiaries at transfer prices that may not represent those of the free market. It is quite difficult for a
single municipality to sort this out in studying just the financial statements of its own concessionaire.
Monitoring, reporting, and analysis at a higher level would be useful.
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g. studying the recommendations/decisions issued by the CRBs (private and

government-run) with aview to improving the official regulations,

h. commissioning studies and holding conferences periodically with a view to

elaborating or revising rules, guidelines, etc.

3. A basic framework for concession referee boards (CRBSs) that would deal with
these contracts. In essence, private organizations (e.g. municipal, trade, or
professional associations) would be permitted to offer their services as CRBS,
using their own procedures. Parties would choose a CRB when they signed the
contract, and if they did not specify one, the government-run CRB would be the
default forum. The CRBs would have to follow the official background rulesin
construing the contracts. The CRB would be obliged to set out the reasoning
behind its recommendations, and these would be published. Publication is
important if the background rules are to be progressively improved and if

potential parties are to be able to judge the quality of different CRBs.

4. A government-operated CRB (a specia administrative forum) to be used as one
of the alternatives to be selected by the parties, or as a default choice if the

parties do not name one of the private administering organizations.

5. The parties would have recourse to a de novo hearing or a more limited appeal,
as the case may be, by the normal dispute-resolution forum in that country —

courts or arbitration.

As noted at the beginning of this chapter, no pretense is being made here that the
system, as described above, is ready to be implemented. The organizational requirements
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of thisideal-type model might be daunting for any government, especially onein a
developing country. Nevertheless, in a number of countries, national governments are
taking a hard look at what is happening with urban water and wastewater systems where
responsihilities have been devolved to local governments and the local governmentsin turn
are now delegating responsibilities to private operators through long-term contracts.
Some national governments are contemplating the establishment of regulatory
commissions that would oversee al these local utility companies. It isuseful to bear in
mind that there may be attractive alternatives and that these may be no more costly for the
government to set up and run — especially since the model described here involves

decentralization to private organizations of part of the regulatory function itself.
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CHAPTER 7/

CONCLUSIONSAND REFLECTIONS:
CONTRACTSVERSUSCOMMISSIONS

1. INTRODUCTION

This dissertation has presented two contemporary case studies to explore whether
the problems seen in regulation-by-contract for municipa services areintrinsic to the
approach itself, or whether regulation-by-contract failed in the past for reasons that can be
avoided. We have seen how difficult it is to write a complete long-term contract for a

typical public service, even for something as smple as a municipa waste incinerator.

A focus on the problem of contractual incompleteness, along with insights gained
from the historical record and from the two case studies, led to suggestions for a reform

program, outlined in Chapter 6.

This chapter — the concluding one — steps back from the details, reflects on what

we have learned, and then attempts to place the subject in a larger historical context.

2. U.S.-FRENCH COMPARISONS

Neither the French nor the U.S. approach gives a completely satisfactory solution
to the problems related to contractual incompleteness. The major difference between the
U.S. and the French systems, as brought out in Chapter 3, is the reliance of the French
system on extra-legal norms and custom to stabilize the contract and to prevent a strong
sense of deference to the company from leading to gross abuse. The judicial system does

not seem to play a predominant role. A number of other comparisons can be drawn, and
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thinking about these can help us clarify our ideas about the strengths and weaknesses of

regulation-by-contract in general and about ways to improve it.

1. Locus of regulatory functions. France does not have a distinct regulatory body

responsible for managing or supervising regulation-by-contract for municipal services.

Y et, even apart from extra-legal norms, regulation of a diffuse sort is present, dispersed
among severa organizations and ingtitutions. model contracts issued by the Ministry of
Interior; adistinct system of administrative courts with awell-developed jurisprudence and
doctrine; until 1982, intervention by prefects and deconcentrated administrative field
services, and finaly, informal linkages between the state and companies at the level of the

elite administrative corps.

In contrast, in the U.S,, there is much more of avoid when it comesto an
institutional support system for regulation-by-contract for municipal services. Since the
beginnings of the movement for regulation-by-commission, the focal point has been on
regulating “utilities,” and regulatory effort shifted in this direction. In most if not al
states, a privately run wastewater treatment plant or a waste-to-energy plant that is
remunerated directly by the municipality would not be classified as a utility — despite any
natural monopoly characteristics. The result isthat, until recently at least, regulation-by-
contract, in that old American tradition, has been considered to function like any other
private contract. The past few years have seen more of an effort to provide special
procurement regulations for these contracts,* but the full problem of regulation-by-

contract has hardly begun to be confronted.

! For arecent example, see California Government Code, sections 5956-5956.10, added in 1996.
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We have seen in the RESCO case the confusion that this can cause. With no
support from relevant extra-contractual rules or regulatory institutions and with no help
from arich stabilizing custom in this area, we have the sense of a process gone somewhat

out of control.

2. Formalistic nature of French legal approach. The French system involves a

number of discrete contract types, each linked in the past to particular model contracts and
each with its own bundle of characteristics. The advantage of thisisthat the type (e.g.
“concession” or “METP”), once it has been determined by the adjudicator, will trigger a
particular set of regulatory control rules. This can be of great advantage in filling gaps. In
the last few years, there has been a great deal of criticism of the rigid, static nature of
contract typesin France. It issaid, with justification, that the real needs of the parties and
the conditions they find themselves in today have rendered the conventional types
obsolete. Nevertheless, the idea of contract types per se may still have some merit and

should be explored further in the context of the support system outlined in Chapter 6.

Inthe U.S,, in contrast, each contract of the kind we are considering is a creature
sui generis, shaped by all the various obligations, rights, and conditions found iniit. In
general, the background rules of ordinary contract law are atomistic, each applying to one,

often highly technical, aspect of the overall contract.

3. Different approaches to cost-based pricing. Surprisingly, despite the fixed,

indexed prices in the contracts, the French system has a strong cost-of-service flavor. This
isrealized not by an automatic cost-plus or rate-of-return pricing mechanism — or, to any

great extent, by the intervention of the administrative judge — but by the ease with which
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the price terms of the contract can be renegotiated and by the customary principle
according to which the parties, in their negotiations, will orient their arguments around

what the cost of the modification is likely to be for the concessionaire.

The striking difference, however, is that the French concession approach prefers ex
ante negotiated adjustments while the American approach has a strong bias in favor of ex
post cost-of-service adjustments. This topic would merit an entire study in the
comparative history of economic ideas. Suffice it here to draw attention to the differing
conceptions of fairness. The U.S. regulatory style focuses more on what the company is
getting in its assessment of the fairness of an arrangement. Excess profits are therefore
ipso facto an indication that something is awry; and the issue takes on an almost moralistic
tone. The French style (at least traditionally) pays more attention to what the public entity
or consumers are getting: this can be determined ex ante in a fixed-price regime and

involves ideas of avoided cost (what the city would have to pay otherwise).

We can reflect further and remark that, at the formal level, the French approach is
closer in spirit to an ideal contractual paradigm (autonomous entities arriving at a
bargained-for exchange), while the U.S. approach shows the influence of a property
paradigm (owning the assets gives the company the right to a certain rate of return). In
fact, when the present regulation-by-commission model was being worked out in the early
years of the 20th century, the U.S. Supreme Court toyed with both ideas but finally came
down firmly for the property theory (for afascinating look at this debate, see Henderson

1920).
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One large difference in the consequences of the two systemsis that the French
approach has created an environment in which French municipal service companies over
the years have had a powerful incentive to innovate and increase productive efficiency,
since once the priceis set after each renegotiation, the company is the resdua cash-flow
clamant until another revision is needed — and perhaps even beyond that, if the revisions
affect only incremental costs and revenues. This difference has become apparent in
watching the performance of French versus U.S. water and wastewater companiesin the

international market in the past ten years.

3. UNBUNDLING REGULATORY FUNCTIONS

In this concluding chapter, it is appropriate to move to a higher perspective and
look once again at the two approaches. regulation-by-contract and regulation-by-
commission. In Chapter 2, the basic characteristics of both approaches were outlined and
the strengths and weaknesses of regul ation-by-contract were discussed. It was pointed
out that one of the comparative strengths of regulation-by-contract isits greater ability to
separate out political concerns from other, more technical, considerations. We can say
more about this now in the light of the suggested regulatory system in Chapter 6 —

presented there as away of illustrating the themes of this dissertation.

In the proposed system of regulation-by-contract — and probably in any sound,
workable system of regulation-by-contract — we see a clear unbundling of different
functions and an assignment to different organizations or processes. Political concerns
are first dealt with by the partiesin their negotiation of the contract, and the outcome is

formalized in the contract terms. During the course of performance, political factors are
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dealt with by the municipality alone: for instance, lobbying to extend the network into a
new section of town; public pressure to increase service quality or to change the tariff
structure. The municipality first decides on the needed changes to the service, and then
the contract is used to specify the algorithm or principles that will transform these changes

into anew tariff level.

Because of contractual incompleteness, a new third-party intervenor was
proposed: the concession referee board (CRB), which, in addition to dealing with more
run-of-the-mill contractual disputes, serves asan “organic” subgtitute for the illusive fully
deterministic (contractually complete) agorithm that could transform any specified service
changesinto a new tariff level. Theimportant point is that the CRB does not consider
political issues. these have first been resolved by the municipaity, with public input as
necessary. This means that consumers and other stakeholder groups do not have to (in
fact, should not) be given the opportunity to present their views before the CRB — a

contrast with growing practice for regulatory commissions.

The contract has to be drafted in away that is consistent with and that facilitates
this separation of functions. For example, the issue of tariff structure, as opposed to tariff
level, might be left to the municipality if it were felt that the company would not have the
right incentives to adopt the socially optimal structure. In that case, the contract could
contain a principle of projected net cash flow neutrality (with risk adjustment, as
appropriate) to govern how the tariff level should be readjusted after any change in the
tariff structure ordered by the municipality; and this principle could be fleshed out with

some operationa rules.
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There isyet another unbundling, this time regarding the functions of the third-party
intervenor. The CRBs deal with specific cases using background rules, but the rules
themselves are developed and periodically revised by another entity (an agency or ad hoc
commission) — a separation of powers in which the legislative function is performed by
the rule-making commission and the judicial, and perhaps executive, functions by the
CRB.? Thisisa useful separation: the rules are made by an entity that has a policy
interest in their effect on all such contracts, present and future — including ex ante
incentive effects — while decisions are reached on each specific case by an entity that has
an intimate understanding of the particular contract, the relevant facts, the course of
performance, and the parties’ relationship. So we have an unbundling of the political and
the technical (“technical” in the broadest sense), and then, within the technical, an

unbundling of rule making and rule application.

Compare this with regulation-by-commission. Although thereis no single model, a
typical regulatory commission encompasses most of these different functions within itself.
Certainly rule making (interpreting and elaborating on the basic enabling legidation) and
case-by-case determination are generally carried out by the same commission,® and the
interaction — and possibly tension — between the two will often be hidden away within

the walls of the organization.

2 Though the line cannot be drawn with precision, one might say that the CRB exercises ajudicial
function when it decides a conventional contractual dispute (a“rights’ dispute) and more of an executive
function when, if the parties cannot reach agreement, it specifies a new tariff level after achangein
service requirements (an “interest” dispute).

® Thisisthe U.S. administrative agency model.
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The question of palitical influence is more complicated. Thereisno doubt that
regulatory commissions deal with public policy issues dl the time — e.g. access rules and
tariff structures. Although the view is often taken that politics (to be distinguished from
public policy concerns) should not be alowed to interfere in the actions of aregulatory
commission,” it is often very difficult to prevent thisin practice, as may be witnessed by
the history of utility regulation in the U.S. (see, e.g., McCraw 1984: 63) and the more
recent experience in the U.K. If the commission issues opinions or decisions about
investment programs, service coverage, and the like, then political considerations are
virtually inescapable. And the very fact that some sort of influence must be exercised over
regulators so that they are ultimately politically accountable makes it more difficult to sed

them off from shorter-term political influences.

In contrast, one great advantage of regulation-by-contract is that it makesit easier
to disentangle the political (both policy and short-term palitics) from the technical. Since
political or regulatory risk isthe critical element in a prospective private company’s
analysis of the costs and benefits of investing and operating in a regulated environment,
regul ation-by-contract has much to offer. One limitation of regulation-by-contract,
however, is that the separation of the political from the technical may not always be
feasible; in that case regulation-by-contract will probably not be appropriate. Thisissue

will be explored further in the next section.

* E.g., referring to the regulatory agency for the water and sewerage sector in Chile: “Setting a natural
monopoly priceis essentially an economic decision, . . . only technical aspects should be considered
leaving aside palitical considerations’ (Sanchez and Sanhueza 1997: 11).
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4. WHEN REGULATION-BY-CONTRACT MAY NOT BE APPROPRIATE

A caveat was put forward at the beginning of Chapter 6: the reform program
suggested in that chapter should apply only to those services appropriately handled by
regulation-by-contract. We now return to that issue and ask: What are the main
conditions under which a particular service is probably not well suited for regulation-by-
contract? Under those conditions, aform of regulation-by-commission may be the only

realistic alternative — or public ownership and control.

(1) Consderable uncertainty regarding conditions present at the time of contract

sgning. There are likely to be difficulties using regulation-by-contract if information
about important initial conditions is poor — e.g. information about the present condition
of the assets and about key input parameters (demand, technical performance of the
existing system, revenue collection efficiency, etc.). Thislack of information will not
usually prevent the writing of atight, reasonably complete contract; the problem is rather
that an enormous amount of risk has been created because uncertainty over initia
conditions trandates itself into uncertainty about the work that will need to be carried out
by the company during the course of the contract. So, in the first place, the price paid for
the service will reflect a high risk premium; and second, there will be a greater chance of
either contract rupture or dispute (if the company guessed wrong and it ends up hurting)
or public outcry over “excessive’ profits (if the company gambled well and its returns are

greater than expected).

In some sectors, such as water and wastewater, greenfield projects would be more

suitable because there are no existing assets that could bring uncertainty. But in other
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sectors, e.g. tollroads, upgrading existing assets would usually be less risky than
constructing new ones because traffic levels are already apparent and construction

problems are already better understood.

Where existing assets come under the company’ s responsibility, plants are often
more suitable than underground networks, because it is more difficult to determine the
condition of the network assets — and in some cities, it is difficult even to know exactly

what lies buried.

There are ways to get around the problem of poor information about initial
conditions — e.g. the use of agorithms for readjusting the tariff level asafunction of
better information gained during atrial period after start-up. But thismay lead to a

contract that is too complex and unwieldy, especialy if a number of variables are involved.

(11) High likelihood of unpredictable changes in the future that will require

frequent or complex modifications to the company’ s rights or obligations. Thisisa

problem about uncertainty that affects the future, not the present. A salient example these
days (seen in both case studies) involves environmental regulations. When emission
standards change, the company’ s remuneration will normally have to be readjusted to
compensate for upgrading the plant; and it is difficult to provide for thisin the initial
contract in acompletely deterministic way. The contract should of course contain change
mechanisms, with the most specificity being devoted to the types of change that have the
highest expected-value impact. But if, at the outset, it seems likely that change, of the
eligible sort, will be a permanent and dominant feature of the relationship, it may be that

regulation-by-contract is not well suited.
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Category (11) encompasses many different cases and it could be subdivided in

different ways. One useful taxonomy might be as follows:

(na) Each changeinitsalf isrelatively smple and could be adequately handled in an
incremental fashion, amenable to regulation-by-contract, but there are so many of

them that the cumulative effect begins to become unwieldy.

(nB) The changes are complex or have complex effects, and it is difficult to specify
ahead of time just how such changes or effects should be analyzed and what the

decision-rules should be for modifying the company’s concrete rights or obligations.

The Lyon case, with its layering of change upon change, if carried even further
might fall under (11A), as might some network systems that will require many small

investments over time in response to spatial shiftsin demand that are hard to predict.

Also in that category would be certain cases in which the company’ s obligations,
for one reason or another, must be expressed to a large extent in terms of inputs rather
than outputs; for there is a greater likelihood that input specifications will change more
over time than output requirements. For instance, one can define fairly well the desired
outputs for awater supply system in terms that will not change too much: availability,
quality, and pressure, with respect to each customer — that pretty much doesit. There
may be many changes over time, however, in the inputs needed to achieve those targets

(plants, storage tanks, pumps, water mains) as the system grows or is rehabilitated.”

> Note that there is another type of case in which the company’s obligations are indeed expressed in terms
of outputs, but because of the nature of the service (e.g. education, perhaps), it is difficult to arrive at
objective and easily verifiable output measures. In that case the contract may be fatally incomplete. This
isadifferent problem atogether from (1) or (i1).
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Category (11B) includes awide variety of cases; and it is especially in (11B) that it
might become difficult to disentangle the political from the technical — a necessary

condition for regulation-by-contract, as we have noted above.

One type of (11B) case would be where service provision takes place in an
environment of regulated competition, rather than monopoly. The regulatory framework
for the service would need to deal with issues of industry structure, competition, access
pricing, etc. If these issues were still in flux, any long-term contract might well become
radically outmoded before its term isup.® In some sectors (e.g. power and telecoms),
future changes in the overall regulatory framework and in industry conditions are likely to
be considerable. Regulation-by-contract is probably not suitable for these sectors —
except for well-defined and -demarcated components of the entire service system (e.g.
independent power producers, mobile telephone companies). But this also suggests that
regul ation-by-contract may become more and more relevant as regulated industries are
unbundled: various pieces of the unbundled package may be quite amenable to this mode

of regulation.

Also falling under (118) might be cases in which the nature or the conditions of
service or the underlying technology change considerably over time. In such cases, it may
be difficult for the contract to contain precise rules for atering the terms and conditions.

There might be no way to avoid recourse to the discretion of aregulator.

® We saw aglimpse of thisin the Resco case, where changes in market structure (growth in competitive
market demand) meant that the formula chosen in the contract for passing on change-in-law costs to the
communities was perceived as unfair.
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An important feature of mogt, if not all, of the cases in which regulation-by-
contract is not suitable is that adjustments will take place by means of global, rather than
incremental, reviews — since incrementa adjustments become unwieldy or unfeasible.
This requires a sophistication of regulatory expertise and a store of knowledge that will
probably need a permanent, speciaized body and a regulator with considerable discretion,

pulling with it an admixture of political considerations.

The boundaries are not fixed, however. Given the advantages of regulation-by-
contract, a useful exercise for policy makers who are designing a regulatory approach
would be to do their best to see if they can formulate the issuesin away that makes

regul ation-by-contract feasible.

5. THE U.S. EXPERIENCE REVISITED: THE ROLE OF IDEOLOGY

Chapter 1 raised the question of why the regulation-by-contract approach was
virtually abandoned in the U.S. in the early years of this century — to be replaced, at the
state level, by the public utility commission (PUC) — and it was suggested that purely
historical reasons may have played a significant role. It isinteresting, for example, that
one of the people who understood the U.S. experience with municipal franchises best of
al, Delos Wilcox (1911: 743-745; 1924), recommended in the early years of the century a
system that bears resemblance to the suggestions made in Chapter 6. Believing that more
control should be kept at the local level, he bucked the then dominant trend and argued in
favor of utility rates being determined by contracts between local governments and utility
companies — as they had been under the old franchise system. But, according to Wilcox,

the state did have an important role to play with regard to information — e.g. the
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development of standard accounting principles and forms and reporting requirements.
Moreover, the parties should have the right to have any dispute reviewed by a state utility
commission acting in a purely advisory capacity (like the CRB proposed in Chapter 6) to
“investigate the matter, make its recommendations and use its good offices to bring about
aproper adjustment” (1924: 221). Formal appea would then be to the courts. Wilcox

asserted that the trend towards state control had gone too far (pp. 222f.):

It istheoretically and practically absurd to give a remote centralized authority like a state
commission exclusive power to prescribe standards of service or specia service
requirements for the hundreds of separate local communities of a great state like
Pennsylvania.

Aswe near the end of this dissertation, let us look once more at this question. In
short: Why the PUC? Why not try to strengthen regulation-by-contract, as Wilcox
proposed and as | have suggested in Chapter 6, by creating various supporting

institutions?

Of course, there are situations in which regulation-by-contract is not appropriate
(see section 4). But | suggest that thisis not the whole story. Part of the answer liesin
spirit of the times, the regnant ideology strongly related to the Progressive Movement. It
was believed that the regulation of monopoly should be carried out by the benevolent
professional administrator and the newly empowered expert. Direct government
intervention was the solution to society’s problems. In an influential book in 1914, Walter
Lippmann launched an attack on Woodrow Wilson's “New Freedom,” which he described
as*“...avigorous restatement of the traditional American utopiain which justiceisto be

attained by the balance of self-interest” (1914: 168). Instead:
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We can no longer treat life as something that has trickled down to us. We have to dedl
with it deliberately, devise its socia organization, alter itstools, formulate its method,
educate and control it.

An emphasis was put on the scientific spirit and mastery over unruly social and
economic forces. “Whatever the reformer’ s specialty, his program relied ultimately upon

administration” (Wiebe 1967: 169).

Asaclassic historical study of the Progressive Movement puts it (Wiebe 1967:

160f.):

Trained, professiona servants would staff a government broadly and continuoudly
involved in society’ s operations. In order to meet problems as they arose, these officials
should hold flexible mandates, ones that perforce would blur the conventiona distinctions
among executive, legidative, and judiciary.

The [new political] theory’ s advocates were convinced that the process of becoming an
expert, of immersing oneself in the scientific method, eradicated petty passions and
narrow ambitions, just asit removed faultsin reasoning. The product was the perfect
bureaucrat, whose flawlessly wired inner box guaranteed precisely accurate responses
within his speciaty. The latitude he enjoyed in the administration existed only because
no one could predict the course of afluid society and the expert would require a freedom
sufficient to follow it.

These passages mesh perfectly with the idea of the regulatory commission: they
suggest its rationale (a fluxing society requiring continuous adjustment) and justify the
discretion to be given to it (the enlightened bureaucrat acting in society’s best interest).
The dangers of market failure had been learned, but not those of regulatory failure; and
regulators motives were not yet seen as anything but the reflection of a benign social
welfare function. It is no wonder, then, that this solution was preferred to one which
would am merely to provide a supporting framework within which decentralized

bargaining and decision making could take place in the context of a contract — permitting
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achanneling rather than a mastery over the forces of self-interest. It isonly in recent

years that regulation-by-contract is being given afair chance once again in the U.S.

6. CONCLUDING THOUGHTS

Has any national government ever undertaken a serious effort to build a sound and
comprehensive framework for regulation-by-contract for municipal services, aframework
that explicitly confronts the problem of contractual incompleteness and the renegotiation
problem and that does not shy away from giving a strong and well-supported public-policy
role to the contract adjudicator? There are movements in this direction, especially in some

countriesin Latin America— e.g. Chile. But these efforts are not yet widespread.

The U.S. could have moved in this direction, given the prevalence of regulation-
by-contract in the past, but for a number of reasons, as we have seen, the tide turned
towards a regulation-by-commission approach. If as much thought and discussion went
into the problems of regulation-by-contract in the U.S. during the period 1880-1940 as it
did into the intricacies of rate-of-return regulation, we might have a remarkable body of

rules and methods to work with today. But this path was not taken.

In France, regulation-by-contract devel oped into a widespread system that has had
considerable success, but the problem of incompleteness has been virtually ignored by

tacitly relying on norms and forces outside the legal system to stabilize the contracts.

Regulation-by-contract seems eminently suitable for many local government
services, such as water, wastewater, district heating, and solid waste, where there are clear

advantages in placing the main policy responsibility on local officials and in keeping the
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central government at an arm’s length. It is thus in harmony with the world-wide

movement towards devolution of local responsibilitiesto local governments.”

The regulation-by-contract approach, this dissertation contends, has great promise
despite some limitations; and it has just begun to be explored in awell-managed, coherent,

sophisticated way in developing and transition countries.

" Another way to think about it would be like this. If one pictured all possible regulatory arrangements
arrayed along a continuum between two ideal points, pure regulation-by-contract and pure regulation-by-
commission, the optimal arrangement for a given service system would be closer to regulation-by-contract
in the case of a service under the responsibility of alocal government (as opposed to the national
government), ceteris paribus, because of the likelihood and welfare cost of inappropriate national
government control and meddling in local affairsif a national regulatory body were to be given
responsibility.
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