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STRATEGIC STATUTORY INTERPRETATION
BY ADMINISTRATIVE AGENCIES

Yehonatan Givati*

Abstract

How do administrative agencies interpret the law when it is am-
biguous? This paper shows that administrative agencies choose be-
tween two strategies of statutory interpretation: the risky strategy —
a relatively aggressive interpretation that provokes an appeal by the
firm — and the safe strategy — a relatively non-aggressive interpreta-
tion that the firm complies with. The agency’s strategy depends on
the level of judicial deference, and on litigation costs. It turns out
that an increase in the level of judicial deference or in the firm’s liti-
gation cost will not necessarily result in the agency choosing a more
aggressive statutory interpretation. Since an increase in the level of
judicial deference may result in a shift from the risky strategy to safe
one or vice versa, the number of cases in which the court upheld the
agency’s interpretation cannot be used to measure the effect of such
a change.

1 Introduction

Many laws are administered by administrative agencies. How do adminis-
trative agencies interpret the law when it is ambiguous? This question will
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Harvard Law School for helpful comments on prior drafts, and to the John M. Olin Center
for Law, Economics, and Business at Harvard Law School for research support. Please
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STRATEGIC STATUTORY INTERPRETATION

be considered in the present paper, employing a model with two strategic
players — an administrative agency and a firm — and a non-strategic one —
the court.

The model assumes that the administrative agency maximizes some ob-
jective function when choosing how to interpret the law. Once the agency
chooses its statutory interpretation the firm either complies with the agency’s
interpretation or appeals it in court. If the interpretation is appealed the
court has to decide whether to uphold the agency’s interpretation, or to re-
verse it and adopt the interpretation that the court thinks is most reasonable.
Thus, when choosing its statutory interpretation the agency takes into con-
sideration the firm’s and its own litigation cost, as well as the probability that
its interpretation will be reversed by the court. This probability is affected
by the doctrine of judicial deference, according to which courts must defer to
the agency’s interpretation of its own statute as long as that interpretation
is reasonable.!

According to the model, administrative agencies choose between two
strategies of statutory interpretation: the risky strategy and the safe one.
In the risky strategy the agency chooses a relatively aggressive interpreta-
tion that provokes an appeal by the firm, and consequently the agency bears
the cost of litigation and the risk of having its interpretation reversed by
the court. Nonetheless, the agency refrains from choosing an interpretation
that is too aggressive in order to avoid a high likelihood of reversal by the
court. In the safe strategy the agency chooses a relatively non-aggressive
interpretation that will be complied with and will not provoke an appeal
by the firm. Still, the agency refrains from choosing an interpretation that
is not sufficiently aggressive, since as long as no appeal is provoked a more
aggressive interpretation is preferred to a less aggressive one.

The agency’s choice of strategy depends on the level of judicial deference,
and on the firm’s and its own litigation cost. The model realistically predicts
that depending on these variables in some cases the agency chooses the safe
strategy and its interpretation will not be appealed, and in other cases it
chooses the risky strategy and its interpretation will be appealed. If the
interpretation is appealed then in some cases it will be upheld by the court,
while in other cases it will be reversed.

The model is used to analyze how changes in the level of judicial defer-

IThe doctrine of judicial deference to a government agency’s statutory interpretation
was clearly set forth in the Supreme Court’s decision Chevron (1984).
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ence affect the aggressiveness of the agency’s statutory interpretation. This
analysis shows that a change in the legal doctrine so that courts become
more deferential not only makes the risky strategy, but also the safe one,
more appealing, as the firm’s threshold for appealing the agency’s interpre-
tation increases. Thus, if the agency originally chose the safe strategy, it will
adopt a more aggressive interpretation, regardless of whether it will move to
the risky strategy or hold on the safe one. However, if the agency originally
chose the risky strategy, it will not necessarily adopt a more aggressive in-
terpretation of the law, and in some cases the agency may even adopt a less
aggressive interpretation. This occurs when following the increase in judicial
deference the agency moves from the risky strategy to the safe one. More-
over, the agency may adopt a less aggressive statutory interpretation even if
it holds on to the risky strategy. This occurs when despite the decrease in the
probability of reversal by the court due to the increase in judicial deference,
there is an increase in the marginal probability of reversal by the court. This
analysis has significant implications for the debate on the appropriate level of
judicial deference to administrative agencies’ statutory interpretation (Scalia
1989, Breyer 1986).

Furthermore, the analysis shows that an increase in the level of judicial
deference may result in the agency moving from the risky strategy to safe one
or vice versa. Since a move to the safe strategy eliminates litigation, and a
move to the risky strategy produces litigation, the number of cases in which
the court upheld the agency’s interpretation cannot be used to measure the
effect of an increase in the level of judicial deference.

The model is also used to analyze how changes in the agency’s and the
firm’s litigation cost affect the aggressiveness of the agency’s statutory inter-
pretation. This analysis has important ramification, since it introduces new
tools for affecting agencies’ statutory interpretation, and explains what type
of changes in litigation costs should be made if one would like to reduce agen-
cies’ aggressiveness. More concretely, the analysis shows that an increase in
the firm’s litigation cost makes the safe strategy more appealing, since the
firm’s threshold for appealing the agency’s interpretation increases. Accord-
ingly, if the agency originally chose the safe strategy, it will hold on to this
strategy, adopting a more aggressive interpretation of the law. However, if
the agency originally chose the risky strategy, under certain conditions it will
move to the safe strategy, adopting a less aggressive statutory interpretation.
Likewise, the model explains that an increase in the agency’s litigation cost
makes the risky strategy less appealing. Accordingly, if the agency originally

3
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chose the safe strategy, it will hold on to this strategy and there will be no
change in its interpretation of the law. However, if the agency originally
chose the risky strategy, under certain conditions it will move to the safe
strategy, adopting a less aggressive statutory interpretation.

Several papers have used formal models to address administrative agen-
cies’ statutory interpretation, either directly (Stephenson 2006) or indirectly,
when analyzing the interaction between Congress, the president, an admin-
istrative agency and the court (Cohen and Spitzer 1994, Eskridge and Fer-
ejohn 1992, Ferejohn and Weingast 1992). This paper is different in several
respects. Unlike other papers, this paper incorporates the firm’s decision to
appeal the agency’s interpretation into the model, and does not assume that
the agency’s interpretation will always be challenged in court. This point
is presented in a more general setting in Shavell (2006). Furthermore, some
of those papers do not incorporate the judicial deference doctrine into their
model, while others which do so, do it in a relatively simplistic manner. The
judicial deference doctrine is modeled in those papers as some exact thresh-
old that when crossed triggers the court’s intervention. Since this threshold
is assumed to be known to the agency, the agency can accurately predict the
court’s decision, which means that the agency’s statutory interpretation is
never appealed or reversed by the court, and that the higher the level of def-
erence the more aggressive the agency’s statutory interpretation will be. By
contrast, the model that is analyzed in this paper realistically assumes that
the agency is uncertain of the court’s decision, and the judicial deference
doctrine is reflected in the probability of reversal by the court, where the
less reasonable the agency’s interpretation is the more likely the court is to
reverse it. Thus, according to the model, when the agency’s interpretation is
appealed in some cases it will be upheld and in other cases it will be reversed.

The paper proceeds as follows. Section 2 presents the model which, for
concreteness, and without restriction of generality, focuses on an environmen-
tal protection agency. Section 3 analyzes the model and section 4 analyzes
comparative statics. Section 5 concludes.

2 The Model

Consider a model with two risk-neutral strategic players — an environmental
protection agency and a firm — and a non-strategic one — the court. The law
concerning the environmental standard that the firm has to comply with is
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Figure 1: Reasonableness of Possible Interpretations

Probability
Density

ambiguous. Different statutory interpretations are possible, and every possi-
ble interpretation corresponds to a certain standard. The possible standards
are between a low standard, s;, and a high standard, s;, and the court’s view
of their reasonableness is described using the probability density function
f(s). The higher f(s) the more reasonable s is.

Given the different possible interpretations of the law and the court’s view
of their reasonableness, the most reasonable standard that the firm should
comply with is s*, where:

s* = arg maxf(s)
S

I assume that f'(s) > 0 for s € [s;, s*), and that f'(s) < 0 for s € (s*, sp].
This means that as we move away from s* the reasonableness of the standard
decreases.? Figure 1 depicts a possible density function of the standards.

The model has three stages. In the first stage the agency chooses s, the
standard that it thinks the firm should comply with. In the second stage the
firm decides whether to comply with this standard or to appeal the agency’s

2The analysis will not change if there are several standards that are equally most
reasonable instead of a single one. Specifically, if [$,5] = argmax f(s), which means
that [$, 8] C (s!,s") includes possible standards that are all equally most reasonable (and
assume now that f’(s) > 0 for s € [s!,$) and that f'(s) < 0 for s € (§,s"]), then if we
define s* = ($ + §)/2 there will be no change in the analysis of the model. In such a case
the administrative agency will choose s € [§,s"] and the model explains how the agency
stretches the statutory interpretation beyond the most reasonable interpretation that is
also most reasonable (§). In a similar setting s* can be thought of as the agency’s expected
interpretation upon remand.
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decision in court. An appeal is costly for the firm and the agency. If the firm
decides to appeal the agency’s decision then in the third stage the court has
to decide what standard should be complied with.

The agency’s objective function, U, takes into account the standard, s,
and its litigation cost, ¢, if the case is litigated. The agency prefers a
higher standard to a lower one (an environmentalist agency),® and assume
for simplicity that U is linear in s. Thus, the agency maximizes:

U=as—c" (1)

where o > 0.

The firm’s objective is to minimize its cost function C, which takes into
account the cost of complying with the standard s, and its litigation cost, ¢/,
if the case is litigated. The higher the standard is, the more costly it is to
comply with, and assume for simplicity that C is linear in s. Thus, the firm
minimizes:

C=pBs+c (2)

where 5 > 0.

If the firm appeals the agency’s decision the court has to decide what
standard should be complied with. Both the firm and the agency are un-
certain of the court’s decision. There is a probability g(f(s)) € [0,1] that
the court will reverse the agency’s interpretation of the statute and instead
adopt the most reasonable statutory interpretation s*, and there is a prob-
ability 1 — g(f(s)) that the court will uphold the agency’s interpretation. I
assume that ¢g(f(s*)) = 0 and ¢(0) = 1, and that ¢'(f(s)) < 0. This is a
formal expression of the judicial deference doctrine, since it means that the
less reasonable s is, the more likely the court is to reverse it.

For ease of exposition, let us define h(s) = g(f(s)), the probability of the
court reversing the agency’s interpretation s. Accordingly, h(s*) = 0, and
h(sp) = h(s;) = 1. Note that h'(s) > 0 for s € (s*, s3], and that h/(s) < 0 for
s € [s;, s*). This means that as we move away from s* the probability of the
court reversing the agency’s interpretation increases.

At this point it is important to emphasize the difference between the way
judicial deference is modeled in this paper and the way it is modeled in other

30ne can also think of a tax agency that wants to maximize tax revenue, or in which
there is a widespread perception among employees that promotion depends on enforcement
results. See: US General Accounting Office (1998).
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papers. In other models judicial deference is defined by some threshold § that
is decided by the court. The agency knows that if it chooses § (or any s < §)
its interpretation will be upheld by the court, but if § 4 ¢ is chosen it will be
reversed. By contrast, this paper uses a framework that seems more realistic.
The model assumes that the agency knows that there is some indisputable
interpretation, represented by s*, that will not be reversed by the court.
The agency also knows that some flagrant interpretation is guaranteed to be
reversed by the court, and this interpretation is represented by s; (or s;).
In between s* and sp, (or s;) there are many possible interpretations that
the agency may choose. The closer the interpretation is to the indisputable
interpretation the lower the probability of the court reversing it

3 Analysis

Since the agency prefers a higher standard to a lower one (see expression 1),
it will choose s € [s*, s, in the first stage (s < s* will never be chosen). Let
us adjust s*, s, and s; so that s* is normalized to equal 0.

In the second stage, the firm appeals the agency’s decision s if its cost
function, given the court’s expected ruling (based on the probability of the
court reversing the agency’s interpretation, h(s)) and its litigation cost (c/),
is lower than the cost of complying with s. Thus, based on expression 2, the
firm will appeal the decision if the following condition holds:

Bs > Bs(1 — h(s)) + ¢ (3)

where the left side of expression 3 is the firm’s cost of complying with s, and
the right side is of expression 3 is the firm’s expected cost of appealing s.

Let us define the threshold s, above which the firm will appeal the
agency’s decision. Rearranging on expression 3, the threshold s is the s
for which the following expression holds:

¢/ = Bh(s)s (4)

As will be shown immediately, this s is a corner solution, and accordingly it
will be denoted 5.
Now we can define U(s), the agency’s expected utility for every choice of

s it makes: ;
as if s < g%
Uls) = { as(l—h(s)) —c* else (5)

7
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Let us explain expression 5. If the agency chooses s < s as its interpre-
tation of the law, the firm will not appeal the decision and will comply with
the standard s. If the agency chooses s > s as its interpretation of the law,
the firm will appeal the ruling. In that case the agency will have to pay its
litigation cost (¢*), and its expected utility depends on the probability of the
court upholding its interpretation (1 — h(s)).

The agency chooses s to maximize expression 5. There is a different s
that maximizes each range. For s < s, s maximizes U(s). This is the
corner solution. For s > s the s that maximizes U(s) is defined by the first
order condition:

h'(s)s =1 — h(s) (6)

The s for which expression 6 holds is the interior solution, and will be denoted
Si8.4

Let us elaborate on the first order condition. The right side of expression
6 is the increase in the agency’s utility from increasing s by one, since it is
the probability that the court will uphold the agency’s interpretation. The
left side of expression 6 is the decrease in the agency’s utility from increasing
s by one, since it is the marginal change in the probability that the court
will reverse the agency’s interpretation, multiplied by the agency’s loss of
utility in that case. Thus, the first order condition means that the marginal
increase in the agency’s utility from increasing s by one is equal to marginal
decrease in its utility from this change.

Proposition 1 The agency chooses its statutory interpretation by comparing
its expected utility from the interior solution and the corner solution. If
U(s®) > U(s®) it will choose the interior solution s as its interpretation
of the law. If U(s") < U(s®) it will choose the corner solution s° as its
interpretation of the law.

Choosing the interior solution s is the risky strategy, since the firm will
appeal the agency’s decision, and consequently the agency has to bear the
cost of litigation as well as the risk of having its interpretation reversed by

4The second order condition for this s to maximize U(s) is: h”(s) > —2h'(s)/s. Since
h'(s) and s are positive the second order condition will not be met only if h”(s) is negative,
and smaller than -2h/(s)/s. In such a case this s will minimize U(s), and the agency will
always choose the corner solution or a different s that maximize U(s). Therefore such a
case is of little interest.
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Figure 2: Agency’s Expected Utility

as(1 - h(s)) - c*

the court. Choosing the corner solution s is the safe strategy, since the firm
will comply with the agency’s interpretation and will not appeal it

U(s) is depicted in figure 2 for the case where U(s") > U(s*). As one
can see, reflecting expression 5, U(s) is the linear function as for s < s,
but for s > s it is the curve as(1 — h(s)) — ¢*. The corner solution s and
the interior solution s are indicated in figure 2.

Depending on the parameters of the model the agency will chose the
safe strategy in some cases, and the risky strategy in other cases.” If the
safe strategy is chosen the agency’s interpretation is not appealed. If the
risky strategy is chosen the agency’s interpretation is appealed. It will be
reversed by the court with probability h(s*), and upheld with probability
1 — h(s*). Thus, the model explains three types of cases: cases where the
agency’s interpretation of the law is not appealed; cases where the agency’s
interpretation of the law is appealed and reversed by the court; and cases
where the agency’s interpretation of the law is appealed and upheld by the
court.

5Note that unless both ¢* = 0 and ¢/ = 0 there will always a trade-off between the
safe strategy and the risky one.
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4 Comparative Statics

In this section the effect of changes in certain variables on the agency’s statu-
tory interpretation will be analyzed. If following a change in a variable the
agency chooses an interpretation s that is further from the most reasonable
interpretation s* than its original interpretation, it will be considered more
aggressive.

Before turning to the comparative statics, let us note in corollary 1 an
immediate result from the model that will be later used.

Corollary 1 If U(s") > U(s%), which means that the risky strategy is cho-
sen, then s* > s,

Proof. U(s*) > U(s*) means that as®(1 — h(s*)) — ¢* > as®. Since
as® > as®(1 — h(s")) — ¢ it must be that s* > s. m

Intuitively, If the agency prefers the risky strategy to the safe one, it is
willing to bear the cost of litigation and the risk of having its interpretation
reversed by the court. What compensates for the cost and the risk involved
in the risky strategy is the possibility of implementing a higher standard.
Thus, in this case the chosen standard must be higher then the safe strategy’s
standard (s > s).

4.1 Level of Deference

The level of judicial deference to agency’ statutory interpretation reflects
a balance between two competing objectives: allowing agencies to use their
expertise, and requiring agencies to adopt a reasonable reading of the statute
so that they will not pursue their own independent objectives. A change
in the balance between these two objectives changes the level of judicial
deference.

An increase in the level of deference to the agency’ statutory interpreta-
tion means that for every interpretation of the law the agency chooses there
is a lower probability of reversal by the court. Formally, h(s) was defined in
section 2 as a function that expresses the probability of the court reversing
the agency’s statutory interpretation s and instead ruling that s* = 0 should
be complied with. h;(s) will be considered a new function that expresses a
higher level of deference if h(s) > hi(s) for s € (s*, sp).

The increase in the level of deference affects the model. Following the
change in the court’s decision function from h(s) to hi(s) the new threshold

10
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s above which the firm appeals the agency’s decision will be denoted s{°, and
is be defined by the following condition:

¢/ = Bhi(s)s (4a)

This s is also the new corner solution. Comparing expressions 4 and 4a we
can see that s{® > s (since hy(s*°) < h(s®) and h}(s) > 0). This result can
be understood intuitively. The increase in the level of deference means that
for every s that the agency chooses there is a lower probability of reversal
by the court. Thus, the firm will be more reluctant to appeal the agency’s
decision, and will appeal the decision only above a higher threshold.

The agency’s new expected utility function will be denoted Uj (s), and is
defined by the following:

| as it s < s§°
Ui(s) = { as(1 —hi(s)) — ¢ else (52)

The new interior solution, s%, is defined by the following first order condition:
Ri(s)s =1— hy(s) (6a)

Following the increase in the level of deference, if Uy(s%*) > Up(s§*) the
agency will choose the risky strategy and si* as its interpretation of the law.
Otherwise, the safe strategy will be chosen, and s{* will be its interpretation
of the law.

Proposition 2 When the level of deference increases, and the court’s deci-
sion function changes from h(s) to hi(s), then

1. If the agency originally chose the safe strategy its new interpretation
will be more aggressive than its original interpretation.

2. If the agency originally chose the risky strategy then, depending on
the shape of hi(s), the agency’s new interpretation will either be more
aggressive or less aggressive than its original interpretation.

Let us first focus on case 1 of proposition 2. If the agency originally
chose the safe strategy, its original interpretation was the corner solution s°.
Following the change the agency holds on to the safe strategy in some cases,
and in other cases it moves to the risky strategy. This can be shown using
an example.

11
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Example 1 Suppose h(s) = = and hi(s) = zh(s), where z € (0,1). hi(s)

Sk

expresses a higher level of judicial deference since h(s ) > hl( ) fors € (0, sp).

Based on expression 4 we get s = (cfgh)% and s§* = (%52 ")é, and using

expression 6 we get s = f and s% = ;i

Smce the agency originally chose the safe strategy we know that U(s) >
U(s™). If we assume for simplicity that ¢* = 0 this occurs when ¢/ > Blsﬁh.

Follounng the increase in the level of judicial deference, the agency holds
on to the safe strategy if Uy(s$®) > Uy(si), which occurs when ¢/ > /.fgh
Thus, if the agency originally chose the safe strategy then, following the in-
crease in the level of judicial deference, it will hold on to the safe strategy,
choosing the new corner solution s§* when ¢/ 2 B S L [t will move to the risky

strategy, choosing the new interior solution sj when e e [51%, %)

After showing that both cases are possible, let us anlayze them. If follow-
ing the change the agency holds on to the safe strategy and chooses the new
corner solution s{*, then since s{° > s, the new interpretation is more ag-
gressive than the original interpretation. If following the change the agency
moves to the risky strategy and chooses the new interior solution s, then
we know that si" > s7° (corollary 1). But since s{* > s it must also be that

57 > 5, Wthh means that the new interpretation is more aggressive than
the original interpretation. Thus, in both cases the agency’s new interpreta-
tion is more aggressive than its original interpretation.

Let us now focus on case 2 of proposition 2, showing that unlike the
common view in the literature (Stephenson 2006, Cohen and Spitzer 1994,
Eskridge and Ferejohn 1992, Ferejohn and Weingast 1992, Elliott 2005), an
increase in the level of deference will not necessarily result in the agency
being more aggressive in its interpretation of the law. If the agency originally
chose the risky strategy, its original interpretation was the interior solution
s%. Following the change the agency holds on to the risky strategy in some
cases, and in other cases it moves to the safe strategy. This can be shown
using an example.

S

Example 2 Suppose h(s) = 2 and hi(s) = h(s)%. hi(s) expresses a higher
level of judicial deference since h(s) > hi(s) for s € (0,sy,). Based on ez-
. f cfs?
pression 4 we get s = (Cﬁsh)z and s§° = (Th)?s, and using expression 6 we
get s = L and s = %
Since the agency originally chose the risky strategy we know that U(s™) >

U(s%). If we assume for simplicity that ¢® = 0 this occurs when ¢/ < 8 Sh.

12
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Follounng the increase in the level of judicial deference, the agency holds
on to the risky strategy if Ui(st) > Uy(s$*), which occurs when ¢/ < stg
Thus, if the agency originally chose the risky strategy then, following the

increase in the level of judicial deference it will hold on to the risky strategy,

choosing the new interior solution s when ¢/ < Sfj’l It will move to safe

strategy, choosing the new corner solution s$* when ¢/ € [Zf\%, Bl‘zh).

After showing that both cases are possible, let us first analyze the case
where following the change the agency moves to the safe strategy and the new
corner solution s{°. Is s{® greater or smaller than the agency’s original inter-
pretation s**? Since the agency originally chose the risky strategy, we know
that s > s (corollary 1). As noted before, we also know that s§* > s°.
This is because for s the right side expression 4a is smaller than its left
side (since hy(s%) < h(s®)) and thus s must be increased in order to restore
the equality. Note that dﬂhl(s = [B(Ry(s)s + hi(s)). Thus, the smaller h}(s)
and hq(s) are, the higher s 5 will have to be in order to restore the equality.
Accordingly, if h)(s) and hl(s) are sufficiently small the agency’s new inter-
pretation will be more aggressive than its original interpretation. However,
if h(s) and hq(s) are not sufficiently small the agency’s new interpretation
will be less aggressive than its original interpretation.

Let us further explain the latter result. The increase in judicial deference,
which reduces the probability of reversal by the court, makes the safe strat-
egy more appealing, since the firm’s threshold for appealing the agency’s
interpretation increases (s§* > s°). Therefore the agency moves from the
risky strategy to the safe one, adopting a less aggressive interpretation that
will not be challenged in court.

Now let us turn to the case where following the change the agency holds on
to the risky strategy and chooses the new interior solution s%.% Is s%* greater
or smaller than the agency’s original interpretation s**? This is determined
by comparing expressions 6 and 6a. Define h)(s*) for which h/(s%)s" =
1—hy(s*). This means that for A} (s*) the first order condition in expression
6a holds for s%, the original interior solution. Now, if h/(s%) < A} (s*) then
for s% the right side expression 6a is greater than its left side. Therefore s
must be increased in order to restore the equality (an increase in s decreases
the right side of expression 6a, since h)(s) > 0, and increases the left side

6This is particularly relevant to high profile cases, where the agency expects its inter-
pretation to always be appealed, and therefore the risky strategy will always be chosen.

13
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Figure 3: Increase in Judicial Deference

7]

of that expression). Accordingly s{* > s, which means that the increase
in the level of deference results in the agency choosing a more aggressive
interpretation of the law.

However, if h(s*) > h)(s*) then despite the fact that hi(s*) < h(s®),
for s% the left side expression 6a is greater than its right side, and in order to
restore the equality s must be decreased. Accordingly s¢* < s%, which means
that despite the increase in the level of deference the agency will choose a
less aggressive interpretation of the law. This occurs in the realistic case
where following the increase in deference the court gives the agency more
leeway around s*, but is not significantly more tolerant for more distant s’s,
as depicted in figure 3.

Let us further explain the latter result, focusing on the first order con-
dition in expression 6. As noted in section 3 this condition means that the
increase in the agency’s utility from increasing s by one is equal to the de-
crease in its utility from this change. The increase in the agency’s utility
from increasing s depends on the probability that the court will uphold the
agency’s chosen interpretation (the right side of expression 6). An increase in
the level of deference increases the probability that the court will uphold the
agency’s interpretation, and thus the agency’s expected utility from choos-
ing a more aggressive interpretation increases. However, the decrease in the
agency’s utility from increasing s depends on the marginal increase in the
probability of the court reversing the agency’s interpretation (the left side
of expression 6). Even if the level of deference increases, it is still possible
that, in the vicinity of s%, the marginal increase in the probability of the
court reversing the agency’s interpretation is higher than before, and conse-

14
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quently the agency’s utility from choosing a more aggressive interpretation
decreases. If the latter effect is sufficiently strong, the agency will choose a
less aggressive interpretation in spite of the increase in the level of deference.

According to the above analysis, an increase in the level of judicial defer-
ence may result in a shift from the risky strategy to safe one, but may also
result in a shift from the safe strategy to risky one. When the agency moves
from the risky strategy to the safe one litigation disappears, while a change
in other direction produces litigation. This means that the consequences of
an increase in the level of judicial deference cannot be measured by observing
the number of cases in which the court upheld the agency’s interpretation, a
method that was employed in several papers (Schuck and Elliott 1990, Merill
1992, Cohen and Spitzer 1994, Avila 2000).

4.2 Firm’s Litigation Cost

Suppose the firm’s litigation cost increases to cg , where cg > ¢/. This increase

affects the threshold s above which the firm appeals the agency’s decision.
The new threshold s will be denoted s5°, and this will also be the new corner
solution. Based on expression 4 we can tell that s§° > s (since h'(s) > 0).
This can be understood intuitively — when the firm’s litigation cost is greater
it will appeal the agency’s statutory interpretation in fewer cases.

The agency’s new expected utility function will be denoted Us(s), and is
defined by the following:

as it s < s§°
Ua(s) = { as(l —h(s)) —c* else (5b)

There is no change in the interior solution s, since there is no change in the
first order condition in expression 6.

Following the increase in the firm’s litigation cost, the agency will choose
the risky strategy and s as its interpretation of the law if Uy(s%) > Us(s5?).
Otherwise, the safe strategy will be chosen, and s5° will be its interpretation.

Define & and based on expression 4 a corresponding 5, for which 5§ =
s'. This means that if the firm’s litigation cost is ég , the corner solution
interpretation is identical to interior solution interpretation.

Proposition 3 When the firm’s litigation cost increases to cg then

1. If the agency originally chose the safe strategy its new interpretation
will be more aggressive than its original interpretation.
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2. If the agency originally chose the risky strategy then, if cg > ég its new
interpretation will be more aggressive than its original interpretation,
but if cg < 55 its new interpretation will be less aggressive than its
original interpretation.

Let us first focus on case 1 of proposition 3. If the agency originally
chose the safe strategy, its original interpretation was the corner solution
5. Accordingly, we know that U(s®*) > U(s%). Since Uy(s*) = U(s*) and
58 > 5% it must be that Us(ss®) > Us(s™). Thus, if the agency’s originally
chose the safe strategy it will hold on to this strategy, choosing the new corner
solution interpretation s$°. Since s§° > s, this means that the increase in
the firm’s litigation cost results in the agency’s choosing a more aggressive
interpretation.

Now, let us turn to case 2 of proposition 3. If the agency originally chose
the risky strategy, its original interpretation was the interior solution s%.
Define ég > ¢/, and based on expression 4 a corresponding 35° > s¢, for
which U,(85°) = Us(s™). This means that if the firm’s litigation cost is &,
the agency’s utility from choosing the safe strategy and the corner solution
interpretation is equal to its utility from choosing the risky strategy and the
interior solution interpretation. Now, if ¢} < ¢ then Uy(sS¥) < Uy(s%), which
means that following the change the agency holds on to the risky strategy
and remains on the interior solution which did not change. But if cg > ég
then Us(ss®) > Us(s™), which means that following the change the agency’s
moves to the safe strategy, choosing the new corner solution interpretation
s5°. In this case, if cg > Eg then s5° > 5% which means that the agency’s
new interpretation is more aggressive than its previous one. However, if
cg < 55 then s5* < 5%, which means that the agency’s new interpretation is
less aggressive than its original interpretation.

Let us further explain the latter result. The increase in the firm’s liti-
gation cost increases its threshold for appealing the agency’s interpretation.
This makes the safe strategy more appealing. Consequently, the agency
moves from the risky strategy to the safe one, adopting a statutory interpre-
tation that is less aggressive but will not be challenged.

4.3 Agency’s Litigation Cost

Suppose the agency’s litigation cost increases to c§, where ¢§ > ¢*. The
increase in the agency’s litigation cost does not affect the corner solution s,
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which is also the threshold s above which the firm will appeal the agency’s
decision, since there is no change in expression 4. The agency’s new expected
utility function will be denoted Us(s), and is defined by the following:

as if s < s
Us(s) = { as(l—h(s)) — & else (5¢)
There is no change in the interior solution s*, since there is no change in the
first order condition in expression 6.

Following the increase in the agency’s litigation cost, the agency will
choose the risky strategy and s as its interpretation of the law if Us(s™) >
Us(s5®). Otherwise, the safe strategy will be chosen, and s§* will be the
agency’s interpretation.

Define & for which Usz(s™) = Usz(s®). This means that if the agency’s
litigation cost is ¢§, the agency’s utility from choosing the safe strategy and
the corner solution interpretation is equal to its utility from choosing the
risky strategy and the interior solution interpretation.

Proposition 4 When the agency’s litigation cost increases to c§ then

1. If the agency originally chose the safe strategy its interpretation will
not change.

2. If the agency originally chose the risky strategy then, if ¢§ > ¢§ its new
interpretation will be less aggressive than its original interpretation, but
if ¢§ < c§ its interpretation will not change.

Let us first focus on case 1 of proposition 4. If the agency originally
chose the safe strategy, its original interpretation was the corner solution s°.
Accordingly, we know that U(s®) > U(s*). Additionally, since Us(s®) =
U(s%) and Us(s*) < U(s") (because ¢§ > ¢*), it must also be that Us(s®) >
Us(s%). Thus, if the agency originally chose the safe strategy, it will hold on
to this strategy, and there will be no change in the agency’s interpretation
which remains s.

Now, let us turn to case 2 of proposition 4. If the agency originally chose
the risky strategy, its original interpretation was the interior solution s%. If
¢4 > % then Us(s™) < Us(s*) and following the change the agency moves to
the safe strategy, choosing the corner solution s as its new interpretation.
Since s* > s (corollary 1), the new interpretation is less aggressive than its
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original interpretation. If ¢§ < ¢& then Us(s™) > Us(s), which means that
following the change the agency holds on to the risky strategy and remains
on the interior solution which did not change.

5 Conclusion

This paper explains how administrative agencies strategically choose their
statutory interpretation. According to the model administrative agencies
choose between the risky strategy — a relatively aggressive interpretation that
provokes an appeal by the firm — and the safe strategy — a relatively non-
aggressive interpretation that the firm complies with. This choice depends
on the level of judicial deference, and on the firm’s and the agency’s litigation
cost.

The paper analyzes how changes in certain parameters affect the ag-
gressiveness of the agency’s statutory interpretation. It turns out that an
increase in the level of judicial deference will not necessarily result in the
agency choosing a more aggressive statutory interpretation. Accordingly,
when discussing the effect of an increase in the level of judicial deference two
additional factors have to be taken into account: the effect of the increase
in deference on the firm’s threshold for appealing the agency’s interpretation
as well as on the marginal probability of reversal by the court. Furthermore,
the model shows that the number of cases in which the court upheld the
agency’s interpretation cannot be used to measure the effect of an increase
in the level of judicial deference.

The model also analyzes the effect of changes in the firm’s and the
agency’s litigation cost on the agency’s interpretation of the law, thus in-
troducing a new tool for affecting the aggressiveness of agencies’ statutory
interpretation. The paper contains several predictions that can be tested
empirically in further research.
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