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operates much like a cost-plus contract.  As a result, the prices consumers pay tend to vary 

directly with the reported costs of the firm.  

An important property of PCR is that the regulator no longer has to second guess the firm’s 

operations and evaluate the prudence of its investment decisions and operating practices.  This is 

a difficult task for the regulator because it is generally recognized that the firm has superior 

information regarding its business operations including opportunities for reducing costs.17 Pure 

PCR makes the firm the residual claimant for improvements in operating efficiency.18  Under 

pure PCR, the link between the firm’s [actual] costs and its prices is severed.  The superior 

incentive properties of PCR derive in large measure from breaking this link between costs and 

prices.  In other words, because the regulated firm retains one-hundred percent of its efficiency 

improvements, it has ideal incentives to strive for maximum efficiency.  The regulator can thus 

be assured that the regulated firm will enlist its informational advantage to improve efficiency.   

Pure PCR is the exception rather than the rule, however.  It is standard practice for the 

price cap plan to be reviewed after some stipulated period of time.19  This review may be limited 

to a reexamination of the parameters of the price cap formula (e.g., the X-factor),20 or entail a re-
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2.2 The Commitment Problem 
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returns equal to 4 percent, 8 percent, 12 percent and 16 percent, respectively.  The key question 

concerns whether the firm with a return of 4 percent should be able to appeal to Hope on the 

grounds that its return is grossly deficient and therefore impedes its ability to attract capital and 

operate its business successfully?  

 The answer to the aforementioned question is “no.” The reasoning is as follows. First, as 

part of the price cap agreement, the firm agrees to bear the risk that its returns may well be less 

than that which it could reasonably have expected to earn under traditional RRR.  Second, at its 

core, Hope turns on the issue of government confiscation.  There is no evidence here that either 
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4.  Regulatory Opportunism 

Recall that regulatory opportunism refers to actions undertaken by the regulator that reduce 

the profitability of the regulated firm in the short run and undermine the performance of PCR in 

the long run without technically breaching the price cap commitment.  We present two examples 

drawn from the U.S. telecommunications industry.  The first example focuses on the 
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under pure PCR which implies that this $2 per month reduction in the cost of providing basic 

local telephone service is retained in full by SWBT and its shareholders. 
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risks assumed certainly cannot be condemned as invalid, even though they 
might produce only a meager return on the so-called “fair value” rate base.41   
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reflect the stronger incentives for efficient performance under price cap
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gains from such effort to be fully appropriated, it would seem that the ability to engage in 

regulatory opportunism rests principally on the successful deception of the regulated firm.   

 If the Hope standard is not the applicable standard for determining what governmental 

actions are confiscatory in a price-cap setting, what is the relevant standard?  We contend that 

the foregone opportunity to earn on the merits is the relevant standard.  In a price cap setting, a 

governmental action may be confiscatory even though the regulated firm’s actual rate of return 

exceeds some benchmark rate of return.  The regulated firm is the residual claimant under pure 

PCR.  This has a precise and unambiguous meaning.  Specifically, it means that the firm is price 

regulated rather than earnings regulated.  Hence, provided that the price cap constraint is 

satisfied, any opportunity to earn on the merits that is denied the regulated firm admits the 

possibility of a confiscatory act and hence a taking.50, 51    
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returns is symmetrically balanced against the risk of lower-than-normal financial returns.  In 

other words, the regulated firm bears greater risk in exchange for the prospect of greater reward.  

What is not well-defined is the precise nature of the risk that the firm is expected to bear under 

PCR.   

The transition to competition in traditionally-regulated markets raises complex public 
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