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OR NEARLY FOUR decades, presidential administrations

have required executive branch regulatory agencies to

identify the problem they are trying to address and assess
its significance, examine a wide range of alternative solutions, esti-
mate the costs and benefits of the alternatives, and regulate only
when the benefits justify the costs. In 1993, President Clinton’s
Executive Order 12866 laid out the fundamental requirements
that have governed regulatory analysis and review ever since.!
In January 2011, President Obama’s Executive Order 13563 reaf-
firmed the principles and processes articulated in the Clinton
executive order:

Our regulatory system must protect public health,
welfare, safety, and our environment while promoting
economic growth, innovation, competitiveness, and
job creation. It must be based on the best available sci-
ence. It must allow for public participation and an open
exchange of ideas. It must promote predictability and
reduce uncertainty. It must identify and use the best,
mostinnovative, and least burdensome tools for achiev-
ing regulatory ends. It must take into account benefits

1. Executive Order 12866, Federal Register 58, no. 190 (1993): 51735-44, http://
www.whitehouse.gov/sites/default/files/omb/inforeg/e012866/e012866_100
41993.pdf.



and costs, both quantitative and qualitative. It must
ensure that regulations are accessible, consistent, writ-
ten in plain language, and easy to understand. It must
measure, and seek to improve, the actual results of regu-
latory requirements.>

Regulations, regulatory impact analyses (RIAs), and notices
of proposed rulemaking (NPRMs) that reflect the following 10
principles have the best chance of accomplishing these goals.
Regulatory agencies are permitted to follow these principles only
to the extent that they do not conflict with the laws the agencies
implement, so it would also behoove Congress to keep these prin-
ciples in mind when it writes regulatory legislation.

1. Since regulations impose constraints that govern people’s
behavior, a sensible regulation should solve a real, widespread
problem that could reasonably be addressed by altering con-
straints. It should not just respond to anecdotes of bad behav-
ior by bad actors.

e The very first principle enunciated in Executive Order
12866 is that “each agency shall identify the problem that
it intends to address (including, where applicable, the
failures of private markets or public institutions that war-
rant new regulatory action) as well as assess the signifi-
cance of that problem.”

2. Executive Order 13563, Federal Register 76, no. 11 (January 21, 2011): 3821-23,
http://www.whitehouse.gov/sites/default/files/omb/inforeg/e012866/e013563
_0118201L.pdf.

3.1Ibid,, sec. 1(b)(1). “Market failure” and “government failure” are both pieces of
economic terminology that have specific meanings; they indicate situations when
markets or the government fails to produce economically efficient results, for sev-
eral well-defined reasons. For a highly readable and brief description, see Susan

E. Dudley and Jerry Brito, Regulation: A Primer, 2nd ed. (Arlington, VA: Mercatus
Center at George Mason University and George Washington University Regulatory
Studies Center, 2012), 12-20.
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» It makes sense that this is the first principle. Before regu-
lating, regulators should ascertain whether they are deal-
ing with a systemic problem that regulation could solve.
And understanding the nature of the problem is vital to
crafting a solution that will actually work.

* Circular A-4, the Office of Management and Budget
(OMB) guidance on regulatory analysis for agencies,
elaborates further:

If the regulation is designed to correct a significant
market failure, you should describe the failure both
qualitatively and (where feasible) quantitatively. ...
For other interventions, you should also provide a
demonstration of compelling social purpose and the
likelihood of effective action. Although intangible
rationales do not need to be quantified, the analysis
should present and evaluate the strengths and limi-
tations of the relevant arguments for these intan-
gible values.*

» Agencies often fail to adequately identify or thoroughly
analyze a systemic problem. The Mercatus Center’s
Regulatory Report Card assesses the extent to which
agency RIAs comply with the major principles in
Executive Order 12866 and Circular A-4.° Assessment of
the systemic problem is the regulatory analysis criterion
that earned the lowest score on the Regulatory Report
Card in both the Bush and Obama administrations.®

4. Office of Management and Budget (OMB), Circular A-4, September 17, 2003, p.
4, available at http://www.whitehouse.gov/omb/circulars_a004_a-4.

5. Regulatory Report Card evaluations of economically significant regulations pro-
posed since 2008 are available at http://mercatus.org/reportcard.

6. Jerry Ellig, Patrick A. McLaughlin, and John F. Morrall ITI, “Continuity,
Change, and Priorities: The Quality and Use of Regulatory Analysis Across US
Administrations,” Regulation & Governance 7, no. 2 (2012): 161, available with
registration at http://onlinelibrary.wiley.com/d0i/10.1111/j.1748-5991.2012
.01149.x/full.
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BEST PRACTICE

WORST PRACTICE

An RIA explicitly defines a failure

of market institutions, a failure of
government institutions, or an over-
riding social need

A rulemaking simply cites an
authorizing statute, providing little
or no definition of the problem the
rulemaking intends to address

An RIA outlines a theory of cause
and effect that explains why the
market or government may have
failed, or why the social need may
be met insufficiently

An RIA or NPRM defines the prob-
lem as the absence of arule

An RIA presents empirical evidence
that the problem actually exists and
is widespread—not just anecdotal

An RIA or NPRM presents anecdotes
of bad behavior, but no evidence of
how widespread the behavior is

Note: For examples of actual RIAs that illustrate best and worst practices, see Jerry Ellig and James
Broughel, “Regulation: What’s the Problem?” (Mercatus on Policy, Mercatus Center at George
Mason University, Arlington, VA, November 2011), http;//mercatus.org/sites/default/files/Ellig
_broughel_Regulationwhatstheproblem.pdf.

2. A regulation should be accompanied by proof that it is likely
to make life better for citizens in a significant and tangible way.

Regulators should specify the ultimate outcomes that
benefit citizens—not just inputs, activities, or processes.
Circular A-4 notes, “In constructing measures of ‘effec-
tiveness, final outcomes, such as lives saved or life-years
saved, are preferred to measures of intermediate results,
such as tons of pollution reduced, crashes avoided, or
cases of disease avoided.””

Circular A-4 further instructs agencies, “Explain how the
actions required by the rule are linked to the expected
benefits. For example, indicate how additional safety
equipment will reduce safety risks.”®

Good intentions are not proof that a regulation will
achieve the desired results. Executive Order 12866 states,

7.OMB, Circular A-4, p. 12.
8.1Ibid., 2.
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“Each agency shall base its decisions on the best reason-

ably obtainable scientific, technical, economic, and other

information concerning the need for, and consequences

of, the intended regulation.” In other words, regulation

requires evidence, not just assertions.

* Inthe Mercatus Center’s Regulatory Report Card, agen-

cies receive a better score for analyzing outcomes than

for other aspects of regulatory analysis. Nevertheless, the

average score for analysis of outcomes is just 3.2 out of 5

possible points for regulations proposed in 2008-2012.1°

BEST PRACTICE

WORST PRACTICE

An RIA and NPRM define the
intended results as outcomes that
clearly improve citizens’ quality of
life

An RIA or NPRM defines the goal
as activities (e.g., adoption of a
rule, improved enforcement of an
existing rule or law) or outputs
(e.g., more enforcement actions,
reduced emissions) without iden-
tifying the proposed regulation’s
ultimate effect on people’s lives

An RIA offers a theory of cause and
effect, consistent with established
economic and scientific theories, that
shows how the regulation could pro-
duce the desired outcomes

An RIA offers no theory of cause
and effect showing how the regu-
lation could produce the desired
outcomes, or the theory is inco-
herent, or it is self-contradictory

An RIA presents empirical evidence
that each step of the theory is likely
to be correct, instilling confidence
that the regulation is likely to pro-
duce the desired outcomes

An RIA simply assumes the regu-
lation will produce the intended
outcomes without providing any
evidence to support this assump-
tion; it regards good intentions as
sufficient to produce good results

Note: For an example of an RIA that illustrates both some of the best and some of the worst prac-

tices, see the discussion of the Occupational Safety and Health Administration’s rule on cranes and

derricks in Jerry Ellig and Patrick A. McLaughlin, “The Quality and Use of Regulatory Analysis in

2008,” Risk Analysis 32, no. 5 (May 2012): 7-8.

9. Executive Order 12866, sec. 1(b)(7).

10. Jerry Ellig, “Improving Regulatory Impact Analysis through Process Reform,”
testimony before the Joint Economic Committee, June 26, 2013, p. 4.
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3. Regulators should define how they will know the problem is
“solved” and no additional regulation is necessary.

* Presidents periodically require agencies to develop plans
for retrospective review of existing regulations.!

e The Government Accountability Office and independent
scholars have found that few agencies engage in genuine
retrospective analysis of regulations—that is, evaluations
to ascertain the actual benefits and costs of regulations
after they have been implemented.?

e Agencies could greatly facilitate this kind of retrospective
review by clearly explaining, when a regulation is imple-
mented, what counts as “success.” When will the problem
be considered solved? When will the proposed regulation
no longer be necessary, or when will no additional regula-
tion be necessary?

e Inthe Mercatus Center’s Regulatory Report Card, two of
the criteria for which agencies earn the lowest scores are
assessing whether they have articulated goals and mea-
sures to gauge the results of the regulation and indicating
what data they will use to evaluate the regulation’s results
after it is adopted.”

11. Executive Order 12044, Federal Register 43 (March 24, 1978), sec. 4, http://www
.presidency.ucsb.edu/ws/index.php?pid=30539; Executive Order 12291, Federal
Register 46 (February 17, 1981), sec. 3i, http://www.archives.gov/federal-register
/codification/executive-order/12291.html; Executive Order 12866, sec. 5; Executive
Order 13563, sec. 1.

12. U.S. Government Accountability Office, “Re-examining Regulations:
Opportunities Exist to Improve Effectiveness and Transparency of Retrospective
Reviews,” Report GAO-07-791 (2007); Randall Lutter, “The Role of Retrospective
Analysis and Review in Regulatory Policy” (Working Paper No. 12-14, Mercatus
Center at George Mason University, Arlington, VA, April 2012), http://mercatus
.org/sites/default/files/Lutter_Retrospective_v1-2.pdf.

13. Ellig, “Improving Regulatory Impact Analysis,” 4.
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BEST PRACTICE WORST PRACTICE

An RIA repeats the same statistics
on the size of the problem that

An RIA clearly indicates the size of were used to justify other regula-
the problem, and the benefit calcula- | tions aimed at the same problem,
tions show how much of the problem | suggesting that the agency never
the regulation is likely to solve updated its assessment of the
problem to reflect the effects of
other regulations

An RIA or NPRM specifies a baseline
against which the agency will mea-
sure benefits and costs in the future
and indicates what results will be
considered a “success” or a “failure”

An NPRM clearly indicates that the
agency will assess the benefits and
costs of the regulation at some rea-
sonable time after it is implemented

An agency commits to no goals or
measures for the regulation

An agency does not commit to
any evaluation of the regulation’s
effects after it is implemented

The datain the RIA are so sparse
An RIA or NPRM indicates what data | that it is not even clear how the

the agency has access to or will com- | agency could project the benefits
mit to gather for this assessment or costs, much less assess them
after the regulation is implemented

4. Regulators should consider alternatives to regulation and
alternative forms of regulation.

» Executive Order 12866 indicates that agencies should
consider a variety of alternative solutions to the problem
identified, including performance standards, economic
incentives, provision of information, modification of
existing regulations or laws, and not regulating.!*

e Circular A-4 provides a broader list of alternatives,
such as fees, bonds, insurance, changes in liability
rules, definition or redefinition of property rights, and
information provision or disclosure.’® It also directs

14. Executive Order 12866, secs. 1(a), 1(b)(2), 1(b)(3), 1(b)(8).
15. OMB, Circular A-4, pp. 8-9.
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agencies to consider alternatives outside the scope of
current law, in order to inform congressional delibera-
tions under the Congressional Review Act.*

* Regulatory scholars suggest an even broader range of
alternatives that can be effective in some situations, such
as agencies requiring firms to analyze and plan for poten-
tial hazards or risks, or firms voluntarily adopting stan-
dards at the behest of customers or suppliers.”

e Inreality, agencies rarely consider innovative alterna-
tives. One agency economist notes, “We do what we
always do, just trotting out the same old thing. That’s why
we don’t come up with better regulations; we just come
up with the same regulations in different areas.”

16. Ibid., 17.

17. Cary Coglianese and David Lazer, “Management-Based Regulation: Prescribing
Private Management to Achieve Public Goals,” Law & Society Review 37, no. 4
(December 2003): 691-730; Aseem Prakash and Matthew Potoski, “Racing to the
Bottom? Trade, Environmental Governance, and ISO 14001,” American Journal of
Political Science 50, no. 2 (April 2006): 350-64.

18. Richard Williams, “The Influence of Regulatory Economists in Federal Health
and Safety Agencies” (Working Paper No. 08-15, Mercatus Center at George
Mason University, Arlington, VA, July 2008), 6, http://mercatus.org/sites/default
/files/publication/WP0815_Regulatory%20Economists.pdf.
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BEST PRACTICE

WORST PRACTICE

Regulators consider alternatives to
federal regulation, such as informa-
tion provision, liability through the
legal system, state regulation, or the
possibility that the evolving market-
place will solve the problem

An RIA and NPRM fail to consider
alternatives to federal regulation

Regulators consider a wide variety
of alternative regulatory approaches

An RIA or NPRM offers alterna-
tives that merely tweak the favored

regulatory approach

An RIA comprehensively assesses
the benefits and costs of a wide vari-
ety of alternative solutions

An RIA or NPRM offers a cursory
discussion of alternatives without
appearing to seriously consider

them

Note: For examples from actual Regulatory Impact Analyses of best and worst prac-
tices in the analysis of alternatives, see Jerry Ellig and James Broughel, “Regulatory
Alternatives: Best and Worst Practices” (Mercatus on Policy, Mercatus Center at George
Mason University, Arlington, VA, February 2012), http;//mercatus.org/sites/default/files

/RegulatoryAlternativesElligBroughel2-21-12.pdf.

5. The regulatory alternative selected should provide the “big-

gest bang for the buck.”

» Executive Order 12866 directs agencies to “select those
approaches that maximize net benefits .. .. unless a stat-

ute requires another regulatory approach”” and “pro-
pose or adopt a regulation only upon a reasoned determi-
nation that the benefits of the intended regulation justify

its costs.”?°

» Agencies are explicitly permitted to consider unquanti-
fied benefits or costs, as well as other values that are nei-
ther benefits nor costs, including “equity, human dignity,
fairness, and distributive impacts.”?!

19. Executive Order 12866, sec. 1(a).
20. Ibid., sec. 1(b)(6).
21. Executive Order 13563, sec. 1(c).
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e During 2008-2012, agencies chose the alternative that
maximized net benefits or explained why they chose
another option for just 33 percent of proposed, economi-
cally significant prescriptive regulations.??

e Analysis of values other than benefits and costs is
particularly sparse. For example, in the first round of
regulations implementing the Patient Protection and
Affordable Care Act, the RIAs characterized various
results of the regulations as improvements in “equity”
without ever defining equity or explaining how the
regulation improved it.?®

22. The percentage is calculated from the Mercatus Center’s Regulatory Report
Card data, available at http://mercatus.org/reportcard. These are the prescrip-
tive regulations that received a score of 4 or 5 points (out of a possible 5) on the
question whether the agency chose the alternative that maximized net benefits or
explained its reasons for choosing another alternative. A total of 36 out of 108 pre-
scriptive regulations received a score of 4 or 5 in 2008-2012. A “prescriptive” reg-
ulation is a regulation that imposes mandates or prohibitions.

23. Christopher J. Conover and Jerry Ellig, “Beware the Rush to Presumption,
Part A: Material Omissions in Regulatory Analyses for the Affordable Care Act’s
Interim Final Rules” (Working Paper No. 12-01, Mercatus Center at George
Mason University, Arlington, VA, January 2012), 21-25, http://mercatus.org
/sites/default/files/publication/Beware_the_Rush_to_Presumption_PartA
_ConoverEllig.pdf.
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BEST PRACTICE

WORST PRACTICE

An RIA comprehensively assesses
the benefits and costs of a wide
variety of alternative solutions

An RIA offers a cursory discussion
of alternatives that do not appear to
be seriously considered or merely
tweak the selected regulatory
approach

An agency selects the alternative
that maximizes net benefits, OR

An RIA is so incomplete that the net
benefits of alternatives are unclear

If the agency does not select the
alternative that maximizes net ben-
efits, it presents a clear, evidence-
based explanation of other factors
that motivated its decision

An NPRM cites unquantified ben-
efits or costs as a motivation for the
decision without presenting evi-
dence that these benefits or costs
are real and that the regulation will
affect them

If values other than benefits or
costs (such as equity) motivated
the decision, the agency clearly
defines those values and presents
evidence that the regulation will
substantially advance those values

An NPRM merely asserts that the
regulation is justified because it
advances a value that is only vaguely
defined, and the agency presents no
evidence that the regulation will in
fact advance that value

Note: For examples from actual regulations of best and worst practices in the analysis of alterna-
tives, see Jerry Ellig and James Broughel, “How Well Do Federal Agencies Use Regulatory Impact
Analysis?” (Mercatus on Policy, Mercatus Center at George Mason University, Arlington, VA, July
2013), http;//mercatus.org/sites/default/files/Ellig_FedAgenciesRIA_MOP_071513.pdf.

6. Regulation should respect consumers’ freedom of choice.

» Executive Order 12866 rightly focuses regulatory agen-
cies’ attention on remedying failures of market or govern-
ment institutions that allow people to harm each other,
rather than trying to correct every “mistake” fallible indi-
viduals might make that harms themselves.?* The govern-

ment is more likely to be able to remedy institutional fail-

ures than to change fundamentally people’s preferences

or decision-making methods. Experimental evidence
shows that market institutions often produce sensible
results even when individuals appear to be behaving

24. Executive Order 12866, sec. 1(b)(1).
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irrationally.? Focusing on institutions also helps regu-
lators avoid a tempting analytical error: when people
appear to be making “irrational” decisions, they may be
doing so because they see some source of value that the
regulatory analyst did not think to include in the analysis.

¢ When individual irrationality is proffered as a justifica-
tion for regulation, there is no reason not to apply the
same evidence-based standard of analysis that applies to
other claims of market or government failure. The agency
should have actual empirical evidence of irrational con-
sumer decisions based on a study of consumer behavior in
the market that would be affected by the regulation, not
just speculation, analogies, or anecdotes.

e Executive Order 12866 also specifies that a regulation
should be no more restrictive than necessary to correct
the problem the agency identified. It directs each agency
to consider a wide variety of alternatives (including eco-
nomic incentives and information provision),? “design its
regulations in the most cost-effective manner to achieve
the regulatory objective,””” and “tailor its regulations to
impose the least burden on society.”?®

e Nevertheless, many significant regulations assume,
without rigorous evidence, that individuals—and some-
times businesses—make the “wrong” decisions because
they have “irrational” preferences. Most of the ben-
efits ascribed to energy-efficiency and fuel-efficiency
standards, for example, stem from the assumption that
for many people, the value of future cost savings from

25. Vernon L. Smith, “The Contrast Between Economics and Psychology,” Journal
of Political Economy 99, no. 4 (August 1991): 877-97.

26. Executive Order 12866, sec. 1(b)(3).
27.1Ibid,, sec. 1(b)(5).
28.1bid., sec. 1(b)(11).
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reduced energy usage is lower than the regulatory agen-
cy’s analysts think is rational. The RIAs have not tested an
alternative, equally plausible explanation: that consumer
decisions reflect some aspect of quality that the analyst
has not taken into account. The bulk of the estimated
benefits for these regulations come from correcting these
“irrational” choices, not from reduced pollution.?’

e Other regulations limit consumer choice in ways that
are broader than necessary to fix the genuine problem. If
consumers lack information or process it incorrectly, the
appropriate remedy is not to ban products or services, but
rather to make the relevant information available or pro-
vide it in ways that are more understandable. As Circular
A-4 notes, “A regulatory measure to improve the avail-
ability of information, particularly about the concealed
characteristics of products, provides consumers a greater
choice than a mandatory product standard or ban.”*

29. See Ted Gayer and W. Kip Viscusi, “Energy Regulations: Protecting ‘Irrational’
Consumers from Themselves?” (Research Summary, Mercatus Center at George
Mason University, Arlington, VA, August 1, 2012), http://mercatus.org/sites
/default/files/Energy-Regulations-Protecting-Irrational-Consumers-From
-Themselves.pdf; and Michael L. Marlow and Sherzod Abdukadirov, “Fat Chance:
An Analysis of Anti-obesity Efforts” (Working Paper No. 12-10, Mercatus Center at
George Mason University, Arlington, VA, March 2012), http://mercatus.org/sites
/default/files/publication/Fat_Chance_MarlowAbdukadirov_WP1210_0.pdf.

30. OMB, Circular A-4, p. 9.
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BEST PRACTICE

WORST PRACTICE

The benefits claimed in an RIA
stem from the correction of
genuine institutional failures, not
merely the correction of consum-

T

ers’ “irrational” decisions

Most of a regulation’s claimed ben-
efits stem from the fact that the
agency assumes with little or no evi-
dence that people have the “wrong”
preferences

The agency regulates to protect
consumers only if consumers are
vulnerable to monopoly, are poorly
informed, or make decisions that
impose significant costs on third
parties

The regulation overrides consumers’
freedom of choice by mandating or
banning a product, service, or fea-
ture, even though consumers are rea-
sonably well informed and experience
all or almost all the benefits and costs
of their decisions

The RIA or NPRM supports claims
that consumers lack information or
process it incorrectly by empirical
research on the market that would
be affected by the regulation

The RIA or NPRM theorizes that con-
sumers lack information or process
information incorrectly, but provides
no empirical evidence that this is true

The regulation imposes a remedy
that is no more restrictive than
necessary to correct a well-
documented problem; for exam-
ple, it corrects consumers’ lack
of information by improving con-
sumer information

The regulation imposes a remedy
that is much more restrictive than
necessary to fix an identified failure
of private markets; for example, it
mandates or bans a product because
consumers lack adequate information

7. Regulation should be technologically neutral.

e Regulation should focus on establishing performance
goals that create tangible results for the public—not pick-

ing the means by which businesses, states, local govern-
ments, or individuals have to achieve those results.

e Executive Order 12866 reflects this concern: “Each agency
shall identify and assess alternative forms of regulation

and shall, to the extent feasible, specify performance
objectives, rather than specifying the behavior or manner

of compliance that regulated entities must adopt.”

31. Executive Order 12866, sec. 1(b)(8).

14 TEN PRINCIPLES FOR BETTER REGULATION




e Ttalso instructs agencies to consider the alternative of

providing economic incentives for desired behavior, such

as user fees or marketable permits.*

e Butactual regulatory policy often picks winners and los-

ers by favoring some technologies over others. Federal

spectrum policy, for example, has for decades favored

certain technologies over others (such as broadcast over

broadband), instead of merely preventing signal inter-

ference and requiring all users of spectrum to bid for it

so that spectrum can be allocated to the uses consumers

value most highly.*

BEST PRACTICE

WORST PRACTICE

A regulation establishes an objec-
tive rather than mandating the
method of compliance

A regulation requires a particular
method of compliance

The objective is proven to produce
significant public benefits or pre-
vent significant public harm

An agency defines its regulatory
objective as compliance, without
any link to benefits for the public or
with a link between compliance and
benefits that is speculative

All potential users of a federally
managed resource have the oppor-
tunity to bid for its use, regardless
of their technologies or business
models

Regulators plan the development
of technologies or business models
and allocate federal resources to
carry out their vision

8. Regulation should be competitively neutral.

*  Regulation should focus on creating tangible benefits for
the public—not on singling out particular competitors to

be winners or losers.

32.1bid,, sec. 1(b)(3).

33. Thomas W. Hazlett, “Liberalizing US Spectrum Allocation,” Telecommuni-

cations Policy 27 (2003): 485-99.
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e The emphasis in Executive Order 12866 on performance
objectives and economic incentives** helps facilitate
regulation that is competitively neutral as well as techno-
logically neutral.

e The analysis of effects on small businesses required
under the Regulatory Flexibility Act reflects a concern
that regulatory burdens could disproportionately disad-
vantage small businesses, to the benefit of their larger
competitors.

¢ Well-known economic research demonstrates how regu-
lation can entrench some businesses at the expense of
competitors and consumers.*® The most obvious exam-
ples were the government-enforced cartels in the trans-
portation and securities industries, which were largely
dismantled by a bipartisan congressional coalition in the
late 1970s.3 But even well-intentioned social regulation
can harm consumers by shielding some firms in an indus-
try from competition.”’

e The debate over public safety communications provides
a striking example. More than a decade after 9/11, the
FCC still has not managed to enable construction of a
public safety communications network that would allow
all first responders to communicate with each other. The
reason is that the FCC tried to create a single monopoly
provider governed by a politically appointed committee,

34. Executive Order 12866, secs. 1(b)(8) and 1(b)(3).

35. For a summary of relevant economic research, see Matthew Mitchell, “The
Pathology of Privilege: The Economic Consequences of Government Favoritism”
(Mercatus Research, Mercatus Center at George Mason University, Arlington, VA,
July 9, 2012), http://mercatus.org/sites/default/files/The_Pathology_of_Privilege
-Final 2.pdf.

36. Clifford Winston, “Economic Deregulation: Day of Reckoning for Micro-
economists,” Journal of Economic Literature 31 (September 1993): 1263-89.

37. Bruce Yandle, “Bootleggers and Baptists: The Education of a Regulatory
Economist,” Regulation 7 (May/June 1983): 12-16.

16 TEN PRINCIPLES FOR BETTER REGULATION



instead of simply auctioning public safety spectrum to

competing providers and requiring that their networks

be interoperable.?®

BEST PRACTICE

WORST PRACTICE

Regulators avoid imposing price
controls or quotas in competitive
markets and avoid creating barri-
ers to entry that inhibit new com-
petition

A regulation explicitly bars new
firms from entering a market and/or
enforces cartels

A regulation establishes an objec-
tive, but leaves all competitors
free to find ways of meeting the
objective

Regulators try to design or engineer
the creation of a new firm or industry

An RIA documents costs to con-
sumers that arise when a regulation
creates market power, and regula-
tors take these costs into account
when they make decisions

Regulators ignore costs to consum-
ers that arise when a regulation cre-
ates market power

9. Regulation should be based on the best available evidence,
not merely on assumptions, good intentions, or wishes.

* Executive Order 12866 directs agencies to base their deci-
sions on “the best reasonably obtainable scientific, techni-

cal, economic, and other information concerning the need
for, and consequences of, the intended regulation.”*

*  Regulatory analysis is about understanding reality as it

is, not as regulators wish it to be. To provide an accurate
understanding of reality, a good regulatory analysis must
start with facts and evidence, not arbitrary assumptions.

38. Jerry Brito, “Sending Out an SOS: Public Safety Communications Interopera-
bility as a Collective Action Problem,” Federal Communications Law Journal 59,
no. 3 (March 2007): 457-92, http://mercatus.org/uploadedFiles/Mercatus
/Publications/Sending%200ut%20an%20S.0.S.pdf.

39. Executive Order 12866, sec. 1(b)(7).
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* Nevertheless, many authors of regulations and decision
makers believe that economists and other regulatory ana-
lysts can construct an analysis justifying any decision by
“making assumptions” plucked from thin air. One former
FDA economist elaborates:

When FDA was promulgating the seafood Hazard
Analysis Critical Control Points (HACCP) regulation,
it was obvious to both epidemiologists and econo-
mists from the beginning that there would be very few
benefits. . .. Later on, when it became apparent that
the costs were higher than benefits by about 10 to 1,
the pressure was put on me as the chief economist to
change the numbers. At one point, on a Friday, I was
told not to bother coming back to work if T could not
agree to change the benefits and costs.

After the initial estimates showed very few bene-
fits, the dictated solution from senior managers was to
allow two scientists (one retiring and another from a
completely different agency who was unfamiliar with
the details of the rule) to “estimate” that 50 percent of
all illnesses caused by seafood would decrease follow-
ing imposition of the rule—an estimate that has not
come true.*

e Regulatory Report Card data show that for 108 prescrip-
tive regulations proposed in 2008-2012, 34 percent failed
to document at least some data sources, and 33 percent
cited no research supporting the models or assumptions
used in the analysis.*

40. Williams, “Influence of Regulatory Economists,” 10.

41. These are regulations that scored 2 or fewer points (out of a possible 5) on
questions related to documentation of data and documentation of models and
assumptions. Percentages are calculated from data available at http://mercatus
.org/reportcard.
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BEST PRACTICE

WORST PRACTICE

An RIA bases input values that
provide a starting point for calcu-
lations of benefits, costs, etc. on
peer-reviewed publications or other
credible research

An RIA merely assumes input values
or bases them on “agency estimates”
with no further documentation

An RIA employs theories of cause
and effect that are coherent, logi-
cal, and substantiated by empirical
research

An RIA simply assumes that ben-
efits, costs, or a problem exists,
without any supporting evidence

An NPRM’s justification for the
regulation is consistent with find-
ings in the RIA

An NPRM makes statements about
the problem, benefits, or costs that
contradict findings in the RIA

10. Regulation should acknowledge uncertainty.

e Many of the facts in a regulatory analysis are not known

with certainty; there is a greater or lesser chance that they
are true. Similarly, input values used to estimate ben-

efits or costs are not known with certainty, but often fall
within some plausible range. An accurate RTA accounts

for these uncertainties by calculating ranges of possible
results and informing readers about the likelihood of dif-

ferent results.

e Omitting this information misinforms decision mak-

ers about what is really known and not known. If, for
example, the upper-bound cost estimate for a regula-

tion exceeds the lower-bound benefit estimate, decision

makers might make a different decision than they would

if they were just given the two most likely numbers for
benefits and costs. Alternatively, if decision makers know

there is a great deal of uncertainty about the likely out-
comes, they might decide to gather more information

before making the decision.

» Circular A-4 contains detailed guidance on how regu-

latory agencies should deal with uncertainty. RTAs
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should acknowledge statistical variability, incomplete
knowledge, and the extent to which the results of the

analysis change when input values change. For rules
involving more than $1 billion in annual economic

effects, the agency must prepare a formal, quantitative
analysis of uncertainty that shows the probability of dif-

ferent outcomes.*?

e Nevertheless, Regulatory Report Card data indicate that

RIAs often engage in little or no analysis of uncertainty.
For prescriptive regulations proposed in 2008-2012, 58

percent had little or no analysis of uncertainty about the
systemic problem, 23 percent had little or no analysis of

uncertainty about benefits, and 34 percent had little or no
analysis of uncertainty about costs.*

BEST PRACTICE

WORST PRACTICE

An RIA identifies a systemic prob-
lem, presents evidence that the
problem exists and is significant,
and assesses the likelihood that
the problem exists and is signifi-
cant

An RIA and NPRM assume the problem
the regulation seeks to solve exists
with certainty, but provides no evi-
dence of its existence or significance

An RIA presents cost and ben-
efit figures as ranges of possible
results

An RIA presents cost and benefit fig-
ures as single numbers, implying that
each number is “the” correct answer

An RIA provides evidence about
the likelihood of each possible
result

An RIA does not consider the likeli-
hood of each possible result

An RIA cites empirical research
that justifies the input values used
to assess the range and likelihood
of different results

An RIA makes arbitrary assumptions
about the input values used to assess
the range and likelihood of different
results

42. OMB, Circular A-4, pp. 38-42.

43. These are regulations that scored 0 points or 1 point (out of a possible 5) on the
three Regulatory Report Card questions about uncertainty analysis. Percentages
are calculated from data available at http://mercatus.org/reportcard.
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Who Will Run the EPA?
Lisa Heinzerling*

With President Obama’s nomination of Gina McCarthy as the new
Administrator of the Environmental Protection Agency (EPA), much attention
has turned to her record as the EPA official in charge of air pollution programs,
experience as the head of two states’ environmental agencies, and views on
specific policies and priorities. And with the President’s nomination of Sylvia
Mathews Burwell to be the Director of the Office of Management and Budget
(OMB), attention has likewise turned to her record and experience. Few
recognize, however, the tight relationship between the two nominations: the
Obama administration’s approach to governing will make Ms. Burwell Ms.
McCarthy’s boss.

Few environmental statutes in this country put the President (or his aides
in the White House) in charge of environmental decisions; most give the job to
the EPA or, more specifically, its Administrator. Even fewer environmental
statutes require rules to be evaluated according to cost-benefit analysis; most
specify a different kind of decision-making framework for such rules.

Nevertheless, the Obama administration has continued and deepened a
longstanding practice of White House control over EPA rules, with cost-benefit
analysis as the guiding framework. OMB is the central player in this structure:
it reviews, under a cost-benefit rubric, all agency rules that it deems “major”
under executive orders mandating this review. EPA rules deemed major by
OMB are not issued without OMB’s imprimatur. Thus does the OMB director
become the EPA Administrator’s boss.

This result would be bad enough, given the tension between it and the
legal structures governing environmental policy. But it turns out the OMB
itself seems not to want to accept accountability for running U.S.
environmental policy. Ina new law review article by Cass Sunstein, the former
head of the OMB office that acts as the White House’s regulatory gatekeeper,
Sunstein insists that he actually didn’t have very much power." In fact, he says,
decisions about rules most frequently turned on other players in the White
House, Cabinet heads outside the agency proposing the rule, or even career
staff in other agencies or in the OMB itself. In Sunstein’s rendering, it appears

* Professor of Law, Georgetown University Law Center. The author was Senior Climate Policy
Counsel to EPA Administrator Lisa P. Jackson from January to July 2009, and Associate Administrator
of the Office of Policy from July 2009 to December 2010. This essay is based on public documents and
the author’s experience in those positions.

1. Cass R. Sunstein, The Office of Information and Regulatory Affairs: Myths and Realities,
HARV. L. REV. (forthcoming 2013), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2192639.
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that everyone is responsible for the shape and scope of environmental policy in
this administration. Which means no one is accountable.

In concrete terms, this leaves us unable to know whom to blame when the
OMB delays the EPA’s list of “chemicals of concern” for almost three years,’
holds the Occupational Safety and Health Administration’s rule on crystalline
silica for over two years,® does not accept delivery of a notice of new data on
EPA’s proposal to regulate coal ash impoundments,® or insists on extensive,
substantive changes to the Food and Drug Administration’s new rules on food
safety.” Perhaps it is the OMB itself, or another office in the White House, or
the White House Chief of Staff, or the head of the Department of Agriculture,
or a GS-12 at the Small Business Administration.® We just don’t know.

Part of the reason we don’t know is that the Obama administration does
not follow its own rules on transparency in the process of OMB review. Two
years ago, President Obama issued an executive order reaffirming his embrace
of a Clinton-era executive order governing OMB review.” The Clinton-era
order requires transparency throughout the OMB process; at almost every step
of the way, the order — which, again, President Obama reaffirmed in his own
executive order on OMB review — requires disclosure of important decision
points and documents:

e if an agency plans a regulatory action that the OMB thinks is
inconsistent with the President’s policies or priorities, the OMB
must tell the agency so, in writing;®

2. The government website on regulatory review shows that this list has been under review at
OMB since May 12, 2010. See TSCA Chemicals of Concern List, REGULATORY REVIEW DASHBOARD,
http://www.reginfo.gov/public/do/eAgendaViewRule?publd=201010&RIN=2070-AJ70  (last visited
Mar. 25, 2013) (pending OMB review as of Mar. 25, 2013).

3. This rule has been under review since February 14, 2011. See OSHA Occupational
Exposure to Crystalline Silica Rule, REGULATORY REVIEW DASHBOARD,
http://www.reginfo.gov/public/do/eAgendaViewRule?publd=201104&RIN=1218-AB70 (last visited
Mar. 25, 2013) (pending OMB review as of Mar. 25, 2013).

4. The EPA’s website on rulemaking shows that a Notice of Data Availability was sent to the
OMB for review on March 12, 2012. Coal Combustion Residuals generated by Electric Power Plants,
u.s. ENVTL. PROT. AGENCY, http://yosemite.epa.gov/opei/RuleGate.nsf/byRIN/2050-
AE81?0pendocument (last visited Mar. 25, 2013). Neither the EPA’s nor the OMB’s website indicates
that the rule has been accepted by OMB for review. Id.; Search Results, REGULATORY REVIEW
DASHBOARD, http://www.reginfo.gov/ (search “RIN” for “2050-AE81” and search “Agency for
Environmental Protection Agency) (returning “no results found”) (last visited Mar. 25, 2013).

5. Documents showing extensive changes to the FDA’s rule on the growing, harvesting,
packing and holding of produce for human consumption are available through Regulations.gov at
http://www.regulations.gov/#!documentDetail;D=FDA-2011-N-0921-0029. Documents  showing
extensive changes to the FDA’s rule on good manufacturing practice and hazard analysis and risk-based
preventive  controls for human food are available through  Regulations.gov  at
http://www.regulations.gov/#!documentDetail;D=FDA-2011-N-0920-0014.

6.  Sunstein mentions all of these kinds of possibilities in explaining the influences on the
OMB process of regulatory review. Sunstein, supra note 1, at 17.

7.  Exec. Order No. 13,563, 76 Fed. Reg. 3821, 3833 (Jan. 21, 2011) (reaffirming Exec. Order
No. 12866 of Oct. 4, 1993).

8.  Exec. Order No. 12,866, 58 Fed. Reg. 51735, 51744 (Oct. 4, 1993) at § 6(a)(3)(E)(iii).
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e if a dispute arises between the OMB and the action agency over
whether a particular rule should issue, and one of these parties
requests resolution of the dispute by the President or Vice-
President, the OMB must note — in a “publicly available log” —
who requested elevation and when;®

o if the OMB returns a rule to an agency for further consideration,
the Office of Information and Regulatory Affairs Administrator
must provide a “written explanation” for this return;*

e if a regulatory proposal changes between the time it goes to
OMB and the time it emerges, the agency must identify those
changes (“in a complete, clear, and simple manner);**

e and if the OMB insists on changes to the regulatory proposal
during its review, the agency must identify those changes for the
public (“in plain, understandable language™).*

The Obama administration follows almost none of these rules on
transparency. The OMB does not explain in writing to agencies that items on
their regulatory agenda do not fit with the President’s agenda. The OMB does
not keep a publicly available log explaining when and by whom disputes
between the OMB and the agencies were elevated. Indeed, when the first
elevation of an EPA rule occurred in President Obama’s first term, | drafted a
brief memo for the EPA’s docket explaining that elevation had occurred and
noting the outcome. The OMB told me in no uncertain terms that the memo
must not be made public. Moreover, except in one instance — President
Obama’s direction to then-EPA Administrator Lisa Jackson to withdraw the
final rule setting a new air quality standard for ozone — the OMB has not
returned rules to agencies with a written explanation about why they have not
passed the OMB review.”® Instead, the OMB simply hangs onto the rules
indefinitely, and they wither quietly on the vine. This is how it comes to pass
that a list of chemicals of concern or a workplace rule on crystalline silica
lingers at the OMB for years.

Some agencies do post “before” and “after” versions of rules that have
gone to the OMB. These redlined documents often feature hundreds of
changes. There is nothing here like the “complete, clear, and simple manner”
of disclosure contemplated by the Executive Order. There is also often no
document that explains which changes were made at the OMB’s behest.
Where, as Sunstein explains, changes might come from the OMB, from another
White House office, from another Cabinet head, or from a career staffer in a

9. Id. at 8§ 6(b)(4)(C)(i).

10. Id. at § 6(b)(3).

11, Id. at § 6(a)(3)(E)(ii).

12, Id. at § 6(a)(3)(E)(iii).

13.  The website on regulatory review shows only one return letter (on ozone) issued during the
Obama administration. OIRA Return Letters, OFFICE OF INFO. AND REGULATORY AFFAIRS,
http://www.reginfo.gov/public/do/eoReturnLetters (last visited Mar. 25, 2013).
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separate agency, the failure to follow the Executive Order’s rules on
transparency means that no one is ultimately accountable for the changes that
occur. Who is responsible, for example, for the hundreds of technical changes
made to the EPA’s scientific analyses of air quality rules?** We simply don’t
know.

Here, too, the OMB is the stumbling block when it comes to transparency.
Agencies know full well that they are not to be too transparent. The OMB
reprimanded the EPA when the EPA accidentally posted interagency comments
on its proposal to regulate coal ash impoundments.” But why shouldn’t the
public know who is responsible for changing the rules? In fact, without
knowing the expertise and affiliation of the kibitzers, it is hard to evaluate their
comments.

The problems go deeper still. The OMB maintains a “Regulatory Review
Dashboard” that contains a good deal of information about rules under review,
how long they have been under review, and so on.® It is spiffy and
informative, but woefully incomplete. Some rules go to the OMB “informally”
and do not appear on the Dashboard at that time. Some rules go to the OMB
and appear on the Dashboard only weeks after the agency has sent them.’
Some items go to the OMB and never appear on the Dashboard.’® Some rules
are done, from the agency’s perspective, but the White House prevents their
transmittal to the OMB.*® The truth is, the Dashboard purports to be, but is not,
a full picture of the items under review at any given time. Thus it misleads at
the same time it informs.

What can be done?

First, Senators considering the nominations of Ms. McCarthy and Ms.
Burwell should ask them about the relationship between the EPA and the
OMB. They should ask who will be in charge of the EPA’s regulatory

14.  Wendy Wagner has painstakingly documented such changes in a study prepared for the
Administrative Conference of the United States. WENDY WAGNER, SCIENCE IN REGULATION: A STUDY

OF AGENCY DECISIONMAKING APPROACHES (2013), available at
http://www.acus.gov/sites/default/files/documents/Science%20in%20Regulation_Final%20Report_2_18
_13 0.pdf.

15.  See CENT. FOR EFFECTIVE GOV’T, CHANGES TO COAL ASH PROPOSAL PLACE UTILITY’S
CONCERNS ABOVE PuBLIC HEALTH (2010) (recounting the same episode), available at
http://www.foreffectivegov.org/node/11041.

16. REGULATORY REVIEW DASHBOARD, http://www.reginfo.gov (last visited Mar. 25, 2013).

17.  For example, compare the EPA’s report of when it sent its rule on electronic reporting
regarding water pollution permits to the OMB, Dec. 22, 2011, to its report on when the OMB “received”
the rule, Jan. 20, 2012. See NPDES Electronic Reporting Rule, U.S. ENVTL. PROT. AGENCY,
http://yosemite.epa.gov/opei/rulegate.nsf/byRIN/2020-AA47?0opendocument (last visited Mar. 25, 2013)
(listing dates for “NPRM: Sent to OMB for Regulatory Review” and “NPRM: Received by OMB”). See
also Search Results for NPRM Review Status, REGULATORY REVIEW DASHBOARD,
http://www.reginfo.gov/ (search “RIN” for “2020-AA47” and search “Agency for Environmental
Protection Agency) (showing OMB’s received date to be Jan. 20, 2012).

18.  See supra note 4.

19.  Juliet Eilperin, Obama Administration Slows Environmental Rules as it Weighs Political
Cost, WASH. PosT, Feb. 12, 2012, (stating that the White House had not given EPA permission to send a
rule on cars and trucks to OMB).

42



DOCUMENT1 (DO NOT DELETE) 4/1/2013 7:03PM

Who Will Run the EPA?

program. They should ask whether we will know who is in charge. They
should ask on what basis decisions about environmental policy will be made.

Second, the OMB should follow — and allow agencies to follow — the
disclosure requirements of the Executive Order under which its review occurs.

Third, if the OMB decides not to allow a rule to issue, it should return the
rule to the relevant agency with a written (and public) explanation as to why it
is doing so. It should stop holding onto rules indefinitely. It is not plausible to
suggest — as Professor Sunstein has” — that long periods of review simply mean
that the OMB and the agencies are working hard on getting the rules right.
This may be true in some cases, but some of those rules are never going home
to the agencies. The OMB should say so and explain why.

Fourth, the OMB should follow the deadlines set out in the Executive
Order. The Order quite clearly contemplates that the OMB has 90 days to
review rules, 120 if the head of the OMB and the head of the relevant agency
agree on an extension.”’ But the OMB takes the position that if the head of the
agency asks for an extension, review can continue indefinitely. This is a
strained reading of the Executive Order (as Sunstein himself seems to
acknowledge).”” More important, the way the head of an agency often comes
to “request” an extension is that she (or her staff) receives a call from the OMB,
asking the agency head to ask the OMB for an extension. Thus the OMB has
unmoored itself completely from the deadlines set out in the Executive Order;
review is over only when the OMB says it’s over.

Changes like these would be modest; they would simply bring the OMB
into line with the Executive Orders it purports to be following. More
substantial changes — such as loosening the OMB’s grip on the agencies,
ceasing the OMB’s meddling with agencies’ scientific findings, relaxing the
cost-benefit stranglehold on regulatory policy — would also be welcome. But to
start, just following the rules laid out by the President himself would be nice.

20.  Sunstein, supra note 1.
21.  Exec. Order. No. 12866, supra note 8, at § 6(b)(2)(B),(C).
22. ld.
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ABSTRACT

IN THIS PAPER, Matthew Mitchell shows that the financial bailouts of 2008 were
but one example in a long list of privileges that governments occasionally bestow
upon particular firms or particular industries. At various times and places, these
privileges have included (among other things) monopoly status, favorable regula-
tions, subsidies, bailouts, loan guarantees, targeted tax breaks, protection from for-
eign competition, and noncompetitive contracts. Whatever its guise, government-
granted privilege is an extraordinarily destructive force. It misdirects resources,
impedes genuine economic progress, breeds corruption, and undermines the legiti-
macy of both the government and the private sector.

JEL codes: H1, H2, P1, P5



ESPITE THE IDEOLOGICAL miles that separate them, activists in the Tea

Party and Occupy Wall Street movements agree on one thing: both con-

demn the recent bailouts of wealthy and well-connected banks. To the Tea
Partiers, these bailouts were an unwarranted federal intrusion into the free mar-
ket; to the Occupiers, they were a taxpayer-financed gift to the wealthy executives
whose malfeasance brought on the financial crisis.! To both, the bailouts smacked
of cronyism.

In this paper, I show that the financial bailouts of 2008 were but one example
in a long list of privileges that governments occasionally bestow upon particular
firms or particular industries. At various times and places, these privileges have
included (among other things) monopoly status, favorable regulations, subsidies,
bailouts, loan guarantees, targeted tax breaks, protection from foreign competition,
and noncompetitive contracts. Whatever its guise, government-granted privilege
is an extraordinarily destructive force. It misdirects resources, impedes genuine
economic progress, breeds corruption, and undermines the legitimacy of both the
government and the private sector.

I. THE GAINS FROM EXCHANGE

IT 1s HELPFUL in understanding any pathology to begin by examining the character-
istics of a healthy state of affairs. With that in mind, consider a market in which no
firms enjoy favoritism: all are equal in the eyes of the law.? In such a situation, free

1. According to Occupy Wall Street activists, “Corporations . .. run our governments . . . have taken bail-
outs from taxpayers with impunity, and continue to give Executives exorbitant bonuses.” New York City
General Assembly, “Declaration of the Occupation of New York City,” http://www.nycga.net/resources/
declaration/ (accessed April 30, 2012). And according to the Tea Party Patriots, “The Tea Party move-
ment spontaneously formed in 2009 from the reaction of the American people to fiscally irresponsible
actions of the federal government, misguided “stimulus” spending, bailouts, and takeovers of private
industry.” Tea Party Patriots, “About Tea Party Patriots,” http://www.teapartypatriots.org/about/
(accessed April 30, 2012).

2.In an interview with James Buchanan, F.A. Hayek once remarked, “[The First Amendment] ought

to read, ‘Congress shall make no law authorizing government to take any discriminatory measures of
coercion.’ I think that would make all the other rights unnecessary.” Quoted in James Buchanan and
Roger Congleton, Politics by Principle, Not Interest: Toward Nondiscriminatory Democracy (Indianapolis:
Liberty Fund, [1998] 2003), vii.



and voluntary trade results in gains for both sellers and buyers. Consider a simple
trade: A offers B $6.00 in exchange for a sandwich. A must value the sandwich more
than $6.00; otherwise he would not part with his money. Similarly, B must value
the $6.00 more than the sandwich; otherwise he would not part with his sandwich.
Though no new sandwiches and no new dollars have been created, the very act of
exchange miraculously elevates the well-being of all concerned. (Figure 1 in the
appendix describes the gains from trade using supply and demand curves.)

This simple idea—that voluntary exchange is mutually beneficial—is at the heart
of modern economics.? Indeed, a national economy, with all its sophistication and
complexity, is simply a very large number of mutually beneficial trades. And areces-
sion is nothing more than a collapse in the number of such trades. Moreover, as
individuals expand the number of people with whom they exchange, they are able
to consume a wider diversity of products while becoming more specialized in pro-
duction. Specialized production, in turn, permits greater productive efficiency and
allows us to do more with less. It is no exaggeration to say that the expansion of
mutually beneficial exchange accounts for the lion’s share of human progress.*

In a healthy market, there will be so much exchange that the gains from trade are
maximized. This is more likely when markets are competitive.®* And markets tend
to be competitive when property rights are well-defined, the costs of transacting
(negotiating the terms of trade) are minimal, and—most important—there are no
barriers to entering or exiting the industry.® Markets can achieve competitive con-
ditions with relatively few buyers and sellers. In a famous experiment, economic
Nobel Laureate Vernon Smith showed that even when there are as few as four buy-
ers and sellers, a market will tend toward the competitive equilibrium.”

Il. TYPES OF PRIVILEGE

IN THE NEXT section, I will review the various ways in which government-granted
privileges diminish the gains from exchange, threaten economic growth, and under-
mine the legitimacy of government and the private sector. For now, consider the
forms that privilege might take.

3. This point is not disputed by economists. See, for example, the microeconomic textbooks by

Paul Krugman (of the left) and Gregory Mankiw (of the right). Paul Krugman and Robin Wells,
Microeconomics, 2nd ed. (New York: Worth Publishers, 2009); Gregory Mankiw, Principles of
Microeconomics, 6th ed. (Mason, OH: South-Western, 2012).

4. See, for example, Matt Ridley, The Rational Optimist: How Prosperity Evolves (New York: Harper
Collins, 2011).

5. There are exceptions. In some markets, up-front or fixed costs are so great that the competitive price is
not high enough to make the venture worthwhile (think of a new drug, which can costs millions in R&D).
In this case, the gains from trade are maximized when the industry is monopolized.

6. These characteristics appear in one form or another in most microeconomic textbooks.

7. Vernon Smith, “An Experimental Study of Competitive Market Behavior,” Journal of Political Economy
30, no. 2 (1962): 111-137.



A. Monopoly Privilege

IN APRIL 2004, Chinese officials arrested Dai Guofang and sentenced him to five
years in prison. Mr. Dai’s crime was founding a low-cost steel firm that competed
with a number of factories backed by the Chinese government.® The government,
it seems, wanted to send a message: certain firms are privileged and it is illegal to
compete with them. Monopoly privileges of this sort are more common in nations
where governments direct large sectors of the economy.’ But monopoly privileges
are not an artifact of the developing world.

The United States Postal Service is a case in point. While the U.S. Constitution
grants Congress “the power to establish post offices and post roads,” it does not,
like the Articles of Confederation before it, grant Congress the “sole and exclusive
right” to provide these services. By the 1840s, a number of private firms had begun
to challenge the postal service monopoly. Up and down the East Coast, these carri-
ers offered faster service and safer delivery at lower cost.!'® While the competition
forced the postal service to lower its rates, it also encouraged the postal service to
harass its private competitors: within a few years, government legal challenges and
fines had driven the private carriers out of business.!! More than a century later, in
1971, the postal service was finally converted into a semi-independent agency called
the United States Postal Service (USPS). Its monopoly privileges, however, remain.
No other carriers are allowed to deliver nonurgent letters and no other carriers are
allowed to use the inside of your mailbox.!?

Privately owned firms, including local cable operators and many publicly regu-
lated utilities, may enjoy legal monopoly protection as well.??

B. Regulatory Privilege

WHILE IT IS relatively uncommon for U.S. firms to enjoy legal monopoly status,
many firms do enjoy regulatory preferences that give them a measure of monopoly
power. Until recently, for example, regulations governing banks, broker-dealers,
and money market funds effectively required them to hold securities that had

8. Daron Acemoglu and James Robinson, Why Nations Fail: The Origins of Power, Prosperity, and Poverty
(New York: Random House, 2012), 437-438. See also Richard McGregor, The Party: The Secret World of
China’s Communist Rulers (New York: Harper Collins, 2010), 220-223.

9. See, for example, “The Rise of State Capitalism: The Emerging World’s New Model,” The Economist,
January 21, 2012,
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10. Kelly B. Olds, “The Challenge to the U.S. Postal Monopoly, 1839-1851,” Cato Journal 15, no. 1 (Spring/
Summer 1995).

11. Ibid.

12. In addition to these perquisites, the USPS pays no taxes and is exempt from local zoning laws.

13. Some of these firms have significant fixed costs, which suggests that the market might only support
one or two firms in any event. This possibility does not imply, however, that there is an economic case for
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been rated by one of only a handful of private credit ratings agencies that had been
blessed with a seal of approval from the Securities and Exchange Commission. This
regulation may have resulted in more costly and less reliable credit ratings, but it
was aboon to the three ratings agencies: Moody’s, Fitch, and Standard and Poor’s.'

Though business leaders and politicians often speak of regulations as “burden-
some” or “crushing,” the example shows that sometimes it can be a privilege to be
regulated, especially if it hobbles one’s competition. This insight prompted con-
sumer advocates Mark Green and Ralph Nader to declare in 1973 that “the ver-
dict is nearly unanimous that economic regulation over rates, entry, mergers, and
technology has been anticompetitive and wasteful,”® and that “our unguided regu-
latory system undermines competition and entrenches monopoly at the public’s
expense.” It also prompted bipartisan support for deregulation or partial deregu-
lation of airlines, trucking, telecommunications, and finance in the late 1970s and
early 1980s.”

But in many industries, barriers to entry remain. Thirty-six states, for example,
require government permission to open or expand a health care facility.® Thirty-
nine require government permission to set up shop as a hair braider.”” In the 1950s,
less than 5 percent of the work force needed an occupational license; the number
rose to 18 percent in the 1980s and it now stands at 29 percent.?°

While barriers to entry impose costs on all firms, the costs are more burdensome
tonewer and smaller operators. This is why existing firms often favor regulations.?*
University of Chicago economist George Stigler won the Nobel Prize in economics

14. The privilege grew out of a 1975 Securities and Exchange Commission rule that designated the big
three agencies as “Nationally Recognized Statistical Ratings Organizations.” Over the next 25 years, only
four additional firms qualified for this designation. By the end of 2000, however, mergers had reduced
the number to the original three. Lawrence J. White, “A Brief History of Credit Rating Agencies: How
Financial Regulation Entrenched this Industry’s Role in the Subprime Mortgage Debacle of 2007-2008,”
Mercatus on Policy 59 (Arlington, VA: Mercatus Center at George Mason University, 2009).

15. Mark Green and Ralph Nader, “Economic Regulation vs. Competition: Uncle Sam the Monopoly
Man,” Yale Law Journal 82, no. 5 (April 1973): 871-889, 881.

16. Ibid., 871.

17. On the benefits of this deregulation, see Clifford Winston, “Economic Deregulation: Days of
Reckoning for Microeconomists,” Journal of Economic Literature 31 (1993): 1263-1289.

18. National Conference of State Legislatures, “Certificate of Need: State Health Laws and Programs,”
http://www.ncsl.org/issues-research/health/con-certificate-of-need-state-laws.aspx (accessed May
2012).

19. Valerie Bayham, A Dream Deferred: Legal Barriers to African Hairbraiding Nationwide (Arlington, VA:
Institute for Justice, September 2006).
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for showing that regulatory agencies are routinely “captured” and used by the firms
they are supposed to be regulating.?

In the nineteenth century, the Interstate Commerce Commission (ICC) was
famously captured by the railroads it was supposed to regulate. While the com-
mission had been created to force railroad shipping rates down, railway men soon
found that they could influence the commission and get it to force prices above what
the competitive market would bear.® In 1892, U.S. Attorney General Richard Olney
explained this point to his former employer, a railway boss:

The Commission. .. is, or can be made, of great use to the railroads.
It satisfies the popular clamor for a government supervision of the
railroads, at the same time that that supervision is almost entirely
nominal. Further, the older such a commission gets to be, the more
inclined it will be found to take the business and railroad view of
things. ... The part of wisdom is not to destroy the Commission,
but to utilize it.?*

As the ICC case makes clear, regulations can be especially useful to firms if they
give the appearance of being anti-business or somehow pro-consumer. Regulations
are often supported by strange bedfellows. Bruce Yandle of Clemson University has
studied the phenomenon extensively:

The pages of history are full of episodes best explained by a the-
ory of regulation I call “bootleggers and Baptists.” Bootleggers. . .
support Sunday closing laws that shut down all the local bars and
liquor stores. Baptists support the same laws and lobby vigor-
ously for them. Both parties gain, while the regulators are content
because the law is easy to administer.?

The moralizing arguments are often front and center in regulatory policy debates,
while the narrow interests that stand to benefit from certain regulations are much
less conspicuous.
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C. Subsidies

SOME PRIVILEGES ARE more obvious. In the last 10 years, the federal government
has transferred over $191 billion in subsidies to farmers and the owners of farm-
land.?® These benefits are directed toward a relatively small number of producers.
According to an Environmental Working Group analysis of USDA data, just 10 per-
cent of U.S. farms collect 74 percent of subsidy payments while 62 percent of farms
receive no direct payments at all.” Agricultural subsidies are often characterized as
a safety net for poor farmers. Butin 2008, the last year for which data were available,
the average household income of farms receiving $30,000 or more in subsidies was
$210,000.2 The agricultural industry is the largest beneficiary of direct subsidiza-
tion, but other industries are privileged as well. The energy industry, for example,
received more than $14 billion in direct subsidies in FY2010 (in addition to indirect
subsidies such as tax privileges, discussed below).?

D. Loan Guarantees

A NUMBER OF firms and industries receive indirect support through loan guarantees
or through subsidies given to their customers. In 2009, the energy firm Solyndra
received $535 million in loan guarantees from the federal government. If the firm
succeeded, it would repay its debt; if it failed, taxpayers would pick up the tab. Just
two years later, the firm filed for bankruptcy, laying off its 1,100 employees and leav-
ing taxpayers with the cost of the loan. The case has garnered a great deal of atten-
tion because there is evidence the White House rushed the approval process so that
Vice President Joe Biden could announce the deal at a groundbreaking ceremony
for the company’s factory.*

But Solyndra is not alone in receiving special treatment. Since its inception in
2005, dozens of firms have taken advantage of the Energy Department’s loan guar-
antee program.’! And similar loan guarantee programs are administered by the
Export-Import Bank, the Small Business Administration, and the Department of
Agriculture. The Export-Import Bank, for example, offers loan guarantees to air-
lines that are customers of Boeing.*

26. Office of Management and Budget, Historical Tables, Table 3.2, budget function 351. In addition to
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E. Tax Privileges

IN 1773, THE British Parliament voted for a tax cut and the American colonies
erupted in protest. The problem—from the perspective of the original Tea Party
patriots—was that the tax cut applied to just one firm: the East India Company. The
company was the largest government-sponsored enterprise of its day, benefiting
from a number of perquisites including a government charter and a monopoly on
trade in the East.* But the tax cut added one more privilege. Since American mer-
chants would continue to pay duties on tea that did not pass through Britain or the
company, the act threatened to give the company a monopoly on the tea trade
in America.**

Today, thousands of U.S. companies benefit from special provisions in both fed-
eral and state tax codes that offer “targeted tax relief” to particular firms or indus-
tries. Film production companies operating in the state of Virginia, for example,
pay no sales tax on production-related products and are allowed refundable indi-
vidual and corporate income tax credits. Thirty-nine other states offer similar spe-
cial treatment to film production companies.** Manufacturers also benefit from
a federal tax credit that allows them to reduce their tax liability. The credit isn’t
available to nonmanufacturing businesses such as health care, education, or enter-
tainment companies. Since targeted tax breaks are often no more than subsidies in
disguise, policy experts refer to them as “tax expenditures.”?¢

F. Bailouts

IN 1971, THE United States government, for the first time in its nearly 200-year
history, bailed out a single firm.*” The firm was Lockheed Aircraft Corporation, and
the bailout took the form of $250 million in emergency loan guarantees.*® Three
years later, Penn Central Railroad received $676 million in loan guarantees.*
Then, in the winter of 1979-80, Congress passed and President Carter signed the
Chrysler Corporation Loan Guarantee Act.*® With that, the government cosigned
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a $1.5 billion emergency loan package for the nation’s third-largest auto manufac-
turer. In 1984, the Federal Deposit Insurance Corporation rescued the creditors of
Continental Illinois National Bank and Trust Company. This bailout marked the
first application of the theory that some firms—or at least their creditors—are “too
big to fail.”* Next, taxpayers saved the creditors of hundreds of savings and loan
(S&L) associations in the S&L crisis of the early 1990s. This cost taxpayers almost
$179 billion.*? In the late 1990s, the Fed orchestrated the private bailout of hedge
fund Long-Term Capital Management. This time, no taxpayer money was involved.
But the Fed’s keen interest in the case led many industry observers to believe that
the Fed would not let large institutions—or their creditors—fail.*

One decade later there would be a spasm of bailouts: first the New York Federal
Reserve made a $30 billion loan to J.P. Morgan Chase so that it could purchase Bear
Stearns. Next, in order to save them from bankruptcy, the federal government took
over mortgage giants Fannie Mae and Freddie Mac. Then the government paused,
allowing Lehman Brothers and its creditors to fall on September 15, 2008. Two
days later, bailouts resumed and the Federal Reserve made an $85 billion loan to
the insurance firm American International Group. This bailout ultimately topped
$173 billion. The culmination of this series of bailouts was the Troubled Asset Relief
Program (TARP), a $700 billion bailout that gave hundreds of financial firms and
auto companies emergency government assistance.**

G. Expected Bailouts

WELL BEFORE THEY were rescued by the federal government, Fannie Mae and
Freddie Mac benefited from the expectation of government assistance. The firms
were chartered by Congress and widely assumed to have its financial support. This
assumption meant that compared with firms lacking support from the federal gov-
ernment, Fannie and Freddie appeared to be safer investments. This expectation,
in turn, allowed the companies to obtain loans at interest rates fully one half of one
percent lower than their competitors—a major competitive edge.* The federal gov-
ernment’s history of bailing out creditors made this expectation particularly strong.*®
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H. Tariffs and Quotas on Foreign Competition

FOR MUCH OF American history, trade barriers have historically been a signifi-
cant—perhaps the dominant—source of privilege.” But in a remarkable triumph
of economic evidence over special-interest pleading (the vast majority of econo-
mists oppose trade barriers), tariffs have steadily fallen throughout the course of
the twentieth century.*® The average tax on dutiable imports peaked at 59 percent
in 1932 and steadily fell to 4.84 percent in the year 2000 (the last year for which
comparable data were available).*

Two exceptions to this decline are noteworthy: on April 1,1983, the Reagan admin-
istration broke with its stated preference for free trade and, in response to a petition
from Harley-Davidson, imposed tariffs of up to 49.4 percent on imported heavy-
weight motorcycles.® Nearly two decades later, the George W. Bush administration
would impose tariffs ranging from 8 to 30 percent on foreign producers of steel.

Other barriers to trade, such as import quotas, anti-dumping laws, exchange-rate
manipulation, and direct or indirect subsidies, also privilege certain domestic firms.
As tariffs have come down, such policies may have become a more important source
of privilege for certain firms.

I. Noncompetitive Bidding

WHEN PRESIDENT DWIGHT Eisenhower warned against the “unwarranted influ-
ence” of the “military-industrial complex,” he was concerned that certain firms
selling to the government might obtain untoward privilege.” It is telling that one of
those contractors, Lockheed Aircraft, was the first bailout recipient.

A century later, accusations would fly that the George W. Bush administration’s
“no-bid” contracts to Halliburton and Blackwater were just the sort of nefarious
deals that Eisenhower had warned of.5 It is true that the firms were awarded con-
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tracts that did not go out to open bidding. But it is also true that federal regulations
explicitly permit such sole-source contracts in certain circumstances, such as when
only one firm is capable of providing a certain service, when there is an unusual or
compelling emergency, or when national security is at stake.® Also, had the govern-
ment not contracted with these private firms, a government agency would have per-
formed the service. In this case the agency itself would be a privileged monopolist.**
These examples highlight the point that not all privileges are clear cut. Sometimes
contracts are awarded by cronyism. Sometimes they are awarded by merit. It is not
always easy to tell the difference.

J. Multiple Privileges

THE LIST OF categories of privilege above is not exhaustive. Moreover, none of the
species of privilege I have listed are mutually exclusive. For example, in addition to
the lower borrowing costs that attended its implicit (and then explicit) bailout guar-
antee, Fannie Mae also enjoyed a line of credit at the U.S. Treasury, an exemption
from state and local taxes, an exemption from Securities and Exchange Commission
filing requirements, and lower capital requirements (while regulations required
other firms to have at least $10 of shareholder equity backing every $100 of mort-
gages on their books, Fannie only needed to have $2.50 in shareholder funds for
every $100 in mortgages and could borrow the rest).

1l THE ECONOMIC AND SOCIAL COSTS OF PRIVILEGE

THERE ARE A number of economic and social costs associated with privilege, and I
will discuss each in turn. To motivate the discussion, assume that a firm has been
granted an exclusive monopoly right: by law, no other firms are allowed to compete
with it. From the firm’s perspective, this privilege is particularly profitable; from
society’s perspective, it is particularly costly. But all of the varieties of privilege
described above entail some degree of monopoly power and all are susceptible to
the sorts of problems described herein.
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A. Monopoly Costs

IN THE IDEAL competitive market described in section I, individual firms are said
to be “price takers” because they must accept the price that prevails in the overall
market. If they set their prices above this prevailing market price, their customers
will turn to other sellers. And because competitive pressures tend to push the mar-
ket price toward the marginal cost of production, if they set their prices below the
market level, they will lose money and might even go out of business. In such a mar-
ket, the profits of any one firm are modest (economists call these “normal profits”).

In the short run, however, firms may be able to earn above-normal profits by
either finding innovative ways to lower their costs or by differentiating their prod-
ucts from those of their competitors with improvements in quality that allow them
to charge a higher price. In a free and open market, the innovative firms will soon
be imitated by other firms who will enter the market and bid the price back down
to competitive levels.

This process is known as “monopolistic competition” because firms are con-
stantly pushing to differentiate themselves from their competitors and gain some
degree of monopoly pricing power.5 This type of market structure is in some ways
ideal: in the short run, the lure of monopoly profit encourages innovation, while in
the long run, the discipline of an open market keeps prices low. Thus, firms that fail
to innovate or fail to economize on cost will eventually be driven out of the indus-
try. But the key to the process is open entry and exit. New firms must be allowed to
enter the industry and compete; old firms that fail to innovate and provide value to
customers must be forced to shutter their doors. In this way, open entry and exit
discipline the industry to focus on maximizing consumer benefits while minimizing
production costs.

When a government grants one firm a monopoly, however, there is no discipline.
The firm will possess pricing power that a competitive firm lacks. It need not accept
the price that would emerge in a competitive market and is instead said to be a “price
maker.” If the firm is interested in maximizing its profit, it will set a higher price
than that which would prevail in a competitive industry.

There are five obvious implications of monopoly (and some not-so-obvious
ones, as we will see in the following sections). First, a monopoly firm gains more
from exchange than it would were it a competitive firm. This is because it cap-
tures the entire market and charges that market a higher price than a competitive
firm would. Second, consumers still gain from exchange, but they gain less than
they would were the market subject to free entry by competitors. Third, would-be
competitors—those not blessed with monopoly privilege—lose out on the opportu-
nity to gain from exchange. Fourth, total sales under monopoly are less than total
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sales under competition because the higher price drives some customers out of the
market. Finally, the monopolist’s gains are less than the losses of consumers and
would-be producers. Hence, society as a whole is worse off under monopoly than
under competition (see figure 2 in the appendix for a fuller explanation).

Economists refer to these social costs as the “deadweight loss” of monopoly.
Under monopoly, there are mutually beneficial trades that could occur, but do not.
It is estimated that each year, monopolies cost Americans between $60 billion and
$240 billion in deadweight costs.”’

B. Productive Inefficiencies (X-Inefficiency)

DEADWEIGHT LOSSES ARE not the only costs associated with a government-granted
monopoly. Shielded from the discipline of a competitive market, managers and
workers at monopolistic firms may exert less effort and may be less efficient than
they would be under competitive circumstances. This insight was first developed by
economist Harvey Leibenstein. To distinguish this type of inefficiency from other
types, such as traditional deadweight loss, he called it “X-inefficiency.”*

Leibenstein noted that in most circumstances, individuals and firms are not as
efficient as economists’ models assume. There is always room for “slack.” And when
firms are protected from competition, there will tend to be more slack. He writes,
“For avariety of reasons people and organizations normally work neither as hard or
as effectively as they could. In situations where competitive pressure is light, many
people will trade the disutility of greater effort, or search for the utility of feeling
less pressure and of better interpersonal relations.”

Thus, due to workers’ diminished efforts, marginal production costs in an
X-inefficient firm will be greater than those of a competitive firm (see figure 3 in
the appendix for more details). The firm will also sell less, consumers will gain less
from exchange, and the deadweight loss of monopoly will be larger.

The USPS is a classic example of X-inefficiency. While USPS must compete with
private firms in package and urgent delivery services, its monopoly status in the
areas where it does not face competition, such as nonurgent deliveries, seems to
have made the USPS inefficient. Postage prices offer evidence of this inefficiency.
While most goods tend to get cheaper in inflation-adjusted terms over time, the
price of a first-class stamp rose by twice the rate of inflation from 1970 to 2010.%°
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C. Inattention to Consumer Desires

PROTECTED FIRMS ARE not only unlikely to minimize costs; they are also unlikely to
maximize consumer benefits. In other words, they will be less attentive to consumer
desires and will tend to produce lower-quality products. Thus, X-inefficiency may
resultin both increased marginal costs and decreased consumer benefits.® Because
consumers will derive less value from each unit they buy, they will not demand as
much of the product and the firm will sell less than it otherwise would.

Here, again, the USPS is illustrative. Not only does the firm have trouble con-
taining costs; it also has trouble maintaining quality. Packages shipped via USPS
are more likely to break than those shipped via the United Parcel Service (UPS).%?
And when Hurricane Katrina struck, the private shippers UPS, FedEx, and DHL all
restored service to New Orleans within weeks, while the USPS took seven months
to reopen its processing and distribution center.®

D. Rent-Seeking

AS WE HAVE seen, privilege is costly for society at large but, at least for a time, it
can be quite lucrative for those fortunate enough to obtain government favors.
Economists refer to the above-normal profits of a privileged firm as “rent.”** And
because rents can be substantial, firms are willing to go to some effort to obtain and
maintain them. Firms will donate to political campaigns and political action com-
mittees, sponsor advertisements designed to sway public policy, maintain expensive
lobbying operations in state and national capitols, and go to great lengths to curry
favor with politicians. Even those firms that do not seek their own privileges may
invest heavily in political activities in order to fend off attempts by competitors to
obtain their own privileges.

Economists refer to these activities as “rent-seeking.”®® Because rent-seeking
requires resources—time, money, and effort—and because it creates no value for
consumers, it is another social cost of government-granted privilege. The amount of
money wasted in rent-seeking depends on the value of the rent. The more valuable

61. In an influential paper, Michael Mussa and Sherwin Rosen show that a “monopolist almost always
reduces the quality sold to any customer compared with what would be purchased under competition”
(p. 301). To my knowledge, however, no one has explored the link between X-inefficiency and decreased
consumer benefits. See Mussa and Rosen, “Monopoly and Product Quality, Journal of Economic Theory
18 (1978): 301-317.

62. McEachern, Microeconomics, 217.

63. Ibid.

64. Classical economist David Ricardo was the first to introduce the term. It has no relation to the word
“rent” as it is normally used in English.

65. Gordon Tullock developed the concept in 1967, and Anne Krueger introduced the term in 1974. See
Tullock, “The Welfare Costs of Tariffs, Monopolies and Theft,” Western Economic Journal 5 (1967): 224—
232; Anne Krueger, “The Political Economy of the Rent-Seeking Society,” American Economic Review 64
(1974): 291-303.



the privilege, the more resources will be wasted in rent-seeking. The amount lost
also depends on the returns to political activity. For example, it may be the case that
the more a firm plays politics, the better it gets at the game. In this case, economists
have shown that the total cost of all efforts to obtain rent, maintain rent, or fend off
a competitor’s attempts to rent-seek can exceed the total value of the rent itself.*
Though no one firm would rationally spend more to obtain a privilege than the privi-
lege is worth, the sum of all firms’ efforts may be greater than the value of the privi-
lege.

There have been a number of attempts to measure the aggregate social cost of
rent-seeking. These studies suggest that the annual cost is somewhere between
7 percent and 22.6 percent of gross national output.”’ For the U.S. economy, this
means the annual cost may range from $1 to $3.5 trillion.

E. Distributional Effects

BEFORE MOVING ON to discuss some of the other implications of privilege, it is impor-
tant to emphasize that monopoly privileges create winners and losers. The owners
and operators of the monopoly firm, of course, win. They capture the entire market
and charge it a high price. Unlike the owners and operators of competitive firms,
monopolists need not worry about competition. As the economist John Hicks once
putit, “the best of all monopoly profits is a quiet life.”*® Those who help monopolists
obtain rent also win: lobbyists and political consultants can command impressive
salaries because their connections are worth it.

On the losing side are the consumers and would-be competitors. Consumers pay
higher prices for low-quality goods. And would-be competitors are unable to reap
any gains from exchange. Economists often emphasize that the losers lose more
than the winners win (see the appendix for details). This outcome explains why
economists consider monopoly to be inefficient. But for many people, it may be
just as important to note that the winners are more likely to be wealthy and well-
connected than the losers. This disparity may explain why both the Tea Party and
the Occupy Wall Street movements opposed the Wall Street bailouts.
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(New York: Cambridge University Press, 2003), 336-337. On the possibility of increasing returns to
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67. Keith Cowling and Dennis Mueller, “The Social Costs of Monopoly Power,” Economic Journal 88
(1978): 727-748; Richard Posner, “The Social Cost of Monopoly and Regulation,” Journal of Political
Economy 83 (1975): 807-827; Krueger, “The Political Economy of the Rent-Seeking Society”; and David
Laband and John Sophocleus, “The Social Cost of Rent-Seeking: First Estimates,” Public Choice 58
(1988): 269-275.

68. J. R. Hicks, “Annual Survey of Economic Theory: The Theory of Monopoly,” Econometrica 3, no. 1
(January 1935): 8.



F. Unproductive Entrepreneurship

JoseEPH SCHUMPETER IS credited with highlighting the key role of entrepreneurship
in economics. The entrepreneur’s function, he wrote, is to “reform or revolutionize
the pattern of production.”®® The entrepreneur does this by developing new goods
and new production methods, by opening new markets and exploiting previously
unused resources, and by developing new ways to organize firms.”” More recently,
however, economists have come to realize that entrepreneurs may innovate in
socially unproductive ways as well. New York University economist William Baumol
is credited with this insight. According to Baumol, there is such a thing as unpro-
ductive entrepreneurship. “Schumpeter’s list of entrepreneurial activities” Baumol
writes, “can usefully be expanded to include such items as innovations in rent-seek-
ing procedures, for example, discovery of a previously unused legal gambit that is
effective in diverting rents to those who are first in exploiting it.””* Baumol hypoth-
esizes that when governments hand out rents, talented people will be less likely to
engage in productive entrepreneurism and more likely to engage in unproductive or
even destructive entrepreneurism that results in the destruction of wealth.

Similarly, economists Kevin Murphy, Andrei Shleifer, and Robert Vishny note
that a country’s “most talented people” can organize production in two different
ways.”? On the one hand, they may “start [or improve] firms,” in which case they will
“innovate and foster growth.” On the other hand, they may “become rent seekers,”
in which case, “they only redistribute wealth and reduce growth.””

Think of the thousands of talented lawyers, lobbyists, and strategic thinkers who
occupy the expensive office buildings lining K Street in Washington, D.C. All of this
talent might be employed in the discovery of new ways to bring value to consumers
and to expand the gains from exchange. Instead, many of these smart and hardwork-
ing people spend their time convincing politicians to hand out privileges to their
own firms or fending off attempts to hand out privileges to their competitors.

Empirical tests support the theory of unproductive entrepreneurship.
Economists Russell Sobel of West Virginia University and Thomas Garrett of Kansas
State University have developed a number of measures of unproductive entrepre-
neurial activity based on the concentration of political and lobbying organizations
in state capitals.” Using these measures, Sobel has found that those states in which
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privileges are more likely to be dispensed (as indicated by a low level of economic
freedom) tend to have higher levels of unproductive entrepreneurship and lower
levels of productive entrepreneurship.’

Other research suggests that unproductive entrepreneurship is associated with
slower economic growth. Murphy, Shleifer, and Vishny, for example, studied this
question using data from 55 countries. As a proxy for productive entrepreneurism,
they used the proportion of college students majoring in engineering. And as a proxy
for unproductive entrepreneurism, they used the proportion of students concen-
trating in law. Up to a certain point, lawyers are theoretically good for growth; they
help delineate and define property rights and they help maintain the rule of law. But
beyond some minimum point, more lawyers may lead to more rent-seeking. Even if
lawyers themselves are not the cause of rent seeking, they may be an indication of
it. In the same way that a large number of police per capita may be an indication of
a city’s inherent violence, a large number of lawyers per capita may be an indication
of anation’s tendency to rent-seek.

In their analysis of the data, the authors found that a 10 percentage point increase
in the share of students concentrating in law was associated with 0.78 percent
slower annual growth in per capita GDP.”® This can add up over time. In 2010, per
capita GDP was about 65 percent greater than it was in 1980. But if the economy had
grown 0.78 percent slower over that same period, per capita GDP in 2010 would
only be 30 percent greater than it was in 1980.”

G. Loss of Innovation and Diminished Long-Run Economic Growth

PRIVILEGE CAN ALSO have a profoundly negative effect on innovation. And a lack
of innovation, in turn, can disadvantage an entire society. For example, economist
Chun-Lei Yang has shown that as rent-seeking activities grow more prevalent, firms
have less of an incentive to invest in productivity-enhancing research and develop-
ment. Thus, privileged firms are less likely to innovate.”

Empirical research supports this claim. For example, economists Stefanie
Lenway, Randall Morck, and Bernard Yeung studied a decade’s worth of data from
130 steel firms to look for differences between firms that lobby heavily and those
that do not. They found that the most active lobbyers “tend to be larger, older, less
diversified, and less profitable than non-lobbyers” and concluded that protection
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“appears to reward less innovative firms.””® International evidence supports the
claim that firms that are more likely to ask for privilege tend to be less profitable. In
a survey of 450 politically connected firms from 35 countries, Mara Faccio, Ronald
Masulis, and John McConnell concluded that “among bailed-out firms, those that
are politically connected exhibit significantly worse financial performance than
their nonconnected peers at the time of and following the bailout.”*°

As protected firms become less innovative, a country’s overall economic growth
may suffer. This is because, as Schumpeter emphasized nearly a century ago, eco-
nomic growth thrives on “creative destruction.” In a healthy economy, new firms
constantly arise to challenge older, less-innovative behemoths.® One of the leading
experts on entrepreneurship, Amar Bhidé of the Columbia Business School, has
argued that big firms, encumbered by larger internal bureaucracies, are virtually
incapable of capitalizing on radical ideas.®? Indeed, research finds that new firms
are more likely than existing firms to license novel technology.®* And compared with
larger firms, smaller firms are about twice as likely to file “high-impact” patents.?*

For these reasons, turnover among a nation’s largest firms is a sign of vitality. The
list of U.S. Fortune 500 companies is illustrative: Only 13.4 percent of those com-
panies on the Fortune 500 list in 1955 were still there in 2010.%° But not all nations
experience the same sort of “churn” among their top firms. To test Schumpeter’s
theory, Kathy Fogel, Randall Morck, and Bernard Yeung recently examined the link
between turnover among nations’ top firms and economic growth.* They looked
at the lists of top firms in 44 countries in 1975 and again in 1996. After controlling
for other factors, they found that those nations with more turnover among their top
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firms tended to experience faster per capita economic growth, greater productivity
growth, and faster capital growth. Looking at the factors that correlate with faster
firm turnover, they found that “big business turnover also correlates with smaller
government, common law, less bank-dependence, stronger shareholder rights, and
greater openness [to trade].”®” Thus, turnover is less likely when firms are priveleged.

In a classic, sweeping study, economist Mancur Olson went so far as to claim
that special-interest privilege can account for the “rise and decline of nations.”® As
societies grow wealthy and stable, he argued, the seeds of their own destruction are
sewn. Stable societies are fertile ground for special interests. These interest groups
grow in power and influence over time, and once entrenched, rarely disappear. “On
balance,” they “reduce efficiency and aggregate income in the societies in which
they operate and make political life more divisive.” Eventually, “The accumulation
of distributional coalitions [those that seek rents] increases the complexity of regu-
lation, the role of government, and the complexity of understandings, and changes
the direction of social evolution.”®’

Olson used his theory to explain the relative decline of the United Kingdom
throughout the twentieth century. As a remarkably stable society, by 1982 the UK
had accumulated large numbers of powerful, entrenched interest groups. These
groups obtained various government privileges, which, in turn, slowed the UK’s
economic growth compared to that of other large, industrialized nations. In con-
trast, World War IT and postwar reconstruction swept away the entrenched inter-
ests in Germany and Japan, allowing these countries to grow much faster than the
UK. (In the 30 years since Olson’s study, one might argue that powerful interest
groups have again begun to ensnare Germany and Japan). Similarly, Olson found
that the economies of those U.S. states that had been settled the longest tended to
grow slower, presumably because they had accumulated a greater number of pow-
erful special-interest groups.*

H. Macroeconomic Instability

IN THE PREVIOUS section, I discussed the ways in which government-granted privi-
lege can undermine long-run economic growth. For a number of reasons, privilege
may also undermine short-run macroeconomic stability.

For one thing, government privilege often encourages undue risk-taking. The
problem is especially acute when gains are privatized while losses are socialized
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(for example, through a bailout or the promise of a bailout). The economic term for
this behavior is “moral hazard.” It refers to the tendency for individuals to take on
undue risk when they know they will not bear the full costs of failure.

A group of economists at the International Monetary Fund (IMF) recently studied
this problem and its contribution to the 2008 financial crisis.” They looked at data
from nearly 9,000 lenders in 378 U.S. metropolitan areas spanning the years 1999 to
2007. They found that those lenders that lobbied more intensively tended to take on
more risk as characterized by higher loan-to-income ratios, more securitization, and
faster credit expansion. When the crisis hit, delinquency rates were higher in those
areas where lobbying lenders aggressively expanded their lending practices, caus-
ing these lenders to suffer abnormally large losses during the crisis. The implication
is clear: those lenders that lobbied more intensely (other things being equal) were
more likely to be bailed out than their counterparts. As a result, the heavy lobbyers
took on more undue risk. Thus, the true costs of a bailout like TARP encompasses
more than the opportunity cost of taxpayer money paid to the failing company. It
also includes the cost of the moral hazard it induces.

Privilege can also induce undue risk if it makes it more difficult for market par-
ticipants to identify and learn from their mistakes. Financial economist and risk
expert Nassim Taleb has explored this phenomenon in a number of works.”? In a
paper coauthored with political scientist Mark Blyth, he explained,

Complex systems that have artificially suppressed volatility tend
to become extremely fragile, while at the same time exhibiting no
visible risks. In fact, they tend to be too calm and exhibit minimal
variability as silent risks accumulate beneath the surface. Although
the stated intention of political leaders and economic policymakers
is to stabilize the system by inhibiting fluctuations, the result tends
to be the opposite.*

Even when privilege does not lead to excessive, undue risk-taking, it can still lead
to instability by misallocating resources. When governments dispense privileges,
the basic building blocks of growth—labor and capital—tend to be allocated on the
basis of political considerations rather than on the basis of fundamental costs and
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benefits. This misallocation can lead to large and painful adjustments when the
political considerations fail to coincide with market fundamentals.**

A number of economists have argued that political cronyism caused or at least
exacerbated the financial crisis that rippled through many Asian economies in
1997. Indeed, the term “crony capitalism” was first popularized during this crisis.”
In a study measuring the value of political connections in Indonesia, for example,
Raymond Fisman of Columbia University stated a well-known hypothesis for
the 1997 crisis: “The claim was that in Southeast Asia, political connectedness,
rather than fundamentals such as productivity, was the primary determinant of
profitability and that this had led to distorted investment decisions.”®® Fisman’s
analysis confirms that politically connected firms were particularly sensitive to
changes in the health of their benefactor, President Suharto, and when the crisis
hit, these firms suffered more than their unconnected counterparts.

William Baumol, Robert Litan, and Carl Schramm of the Kauffman Foundation
describe a similar dynamic in South Korea:

Longaccustomed to directing its banks to provide loans to the larger
South Korean conglomerates (“chaebols”), South Korea’s govern-
ment induced too many banks to invest excessively in the expan-
sion of the semiconductor, steel, and chemicals industries. When
the financial crisis that began in Southeast Asia during the summer
01997 spread to South Korea, the country’s banks and, more impor-
tant, the companies that had borrowed to expand were so overex-
tended that the South Korean economy came close to collapse.®’

As often happens with privilege, the “solution” to this problem involved more
privilege: South Korea was rescued by a U.S.-led effort to prop up South Korean
financial institutions.”® Baumol, Litan, and Schramm document similar problems
in China and Japan.”
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But we need not look so far for examples. Atif Mian of the University of California
at Berkeley and Amir Sufi and Francesco Trebbi of the University of Chicago
recently conducted an extensive examination of the political activity of the U.S.
mortgage industry and housing interests in the run-up to the subprime meltdown
of 2008.1°° The authors found, “Beginning in 2002, mortgage industry campaign
contributions increasingly targeted U.S. representatives from districts with a large
fraction of subprime borrowers.” Analyzing more than 700 votes related to housing,
the authors found that these contributions became an increasingly strong predictor
of congressional votes. They also found that the share of constituents with low
credit scores exerted increasing influence over voting patterns. Thus, “Pressure on
the U.S. government to expand subprime credit came from both mortgage lenders
and subprime borrowers.”*! Indeed, a slew of policies encouraged the expansion
of credit in the subprime market. These policies, of course, benefited the privileged
firms as well as the privileged subprime borrowers. But they also fanned the flames
of an overheating housing market. For nearly a decade, capital and labor poured into
housing and related industries, and when the bubble eventually burst, it threw the
United States into its worst recession in decades.!*?

I. Cronyism

PRIVILEGE ENTAILS CULTURAL as well as economic costs. When governments dis-
pense privileges, concerns of fairness and impartiality almost always arise. These
concerns can undermine the legitimacy of both government and business, some-
times encouraging worse policy.

Objective criteria for dispensing privilege are hard to come by. Without objec-
tive standards, politicians may end up picking winners and losers on the basis of
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personal connections and political expediency. When they do, their reputations
and those of the firms they favor suffer. Even when politicians try their best to be
objective, those who dispense particular favors are almost always open to charges
of nepotism or corruption. As the humorist P. J. O’'Rourke once put it, “When buy-
ing and selling are controlled by legislation, the first things to be bought and sold
are legislators.”1%

The data suggest these suspicions are well-founded. For example, the previously
cited study by Faccio, Masulis, and McConnell found that politically connected
firms were far more likely to be bailed out than similar firms without political con-
nections.!* A new study by Utah State University professors Benjamin Blau, Tyler
Brough, and Diana Thomas offers further confirmation. They studied the lobbying
expenditures and political activities of the 237 firms that received TARP funds.
Controlling for other factors, they found that more intense lobbying and political
activity made firms more likely to receive TARP funding, likely to receive a larger
amount of it, and more likely to receive it sooner. To be precise, they found that “for
every dollar spent on lobbying during the five years before the TARP bailout, firms
received between $485.77 and $585.65 in TARP support.”'%

The problem of cronyism is compounded by the phenomenon of the “revolving
door,” or the tendency for ex-government officials to find jobs in the industries they
once oversaw and for industry insiders to find regulatory jobs overseeing their for-
mer colleagues. According to data from the Center for Responsive Politics, among
those federal legislators who left office in 2010 and found new employment, nearly
33 percent went to work for lobbying firms and another 20 percent went to work
for amajor client of a lobbying firm.° Former Speaker of the House Newt Gingrich
famously did some work for Freddie Mac after he left office in 1999. Between 1999
and 2007, Gingrich’s firm received $1.6 million from the mortgage giant. According
to the nonpartisan Congressional Budget Office, annual federal subsidies to the firm
were about $4.6 billion during this time period.!” The former speaker maintains
that he was paid for his expertise and not for his connections.!’® But it is hard to
believe that an equally knowledgeable person without his connections could com-
mand such a salary.

Indeed, research suggests that even after controlling for lobbyists’ expertise,
connections matter. Economists Jordi Blanes i Vidal, Mirko Draca, and Christian
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Fons-Rosen examined the political connections of over 7,000 firms. To isolate the
influence of political connections on earnings, they looked at the change in lobby-
ists’ revenue after the departure of senators with whom they were connected. They
found, “Lobbyists with experience in the office of a US Senator suffer a 24% drop in
generated revenue when that Senator leaves office.”'*® Similarly, a study by econo-
mists at MIT, Yale, and Brigham Young University looked at the value of political
connections to Treasury Secretary Timothy Geithner. After controlling for other
factors, they found, “The announcement of Timothy Geithner as President Barack
Obama’s nominee for Treasury Secretary in November 2008 produced a cumulative
abnormal return for Geithner-connected financial firms of around 15 percent from
day O (when the announcement was first leaked) to day 10.”1°

J. Diminished Legitimacy of Government and Business

THE APPEARANCE OF impropriety can have a profound effect on cultural perceptions
of both business and government. University of Chicago economist Luigi Zingales,
for example, argues that privileges sully the reputations of businesses and business
leaders.!!! “The larger the share of capitalists who acquire their wealth thanks to
their political connections,” he avers, “the greater the perception that capitalism
is unfair and corrupt.”? The problem is increasingly evident in the U.S. financial
sector, where,

[T]ncreasing concentration and growing political muscle have
undermined the traditional American understanding of the differ-
ence between free markets and big business. This means not only
that the interests of finance now dominate the economic under-
standing of policymakers, but also—and perhaps more important—
that the public’s perception of the economic system’s legitimacy is
at risk.1®

Zingales notes that other countries have gone down this path before. He cites the
example of his birth country, Italy. There, businessman and (now former) Prime
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Minister Silvio Berlusconi “often seems to run the country in the interest of his
media empire.”"™ The melding of public and private interests has had a dramatic
effect on public perception of the way to get ahead in Italy. Zingales writes, “When
asked in a recent study to name the most important determinants of financial suc-
cess, Italian managers put ‘knowledge of influential people’ in first place (80% con-
sidered it ‘important’ or ‘very important’). ‘Competence and experience’ ranked
fifth, behind characteristics such as ‘loyalty and obedience.”s

When business success becomes a function of who you know and not what you
do for the customer, the public tends to look upon success with suspicion. Zingales
points to international polls that suggest that compared to Brazilians, Danes, and
Germans, a larger share of Americans believe that hard work rather than luck plays
a major role in determining income differences."® This attitude, Zingales argues,
explains why Americans have traditionally supported an open and free market.
Things may be changing, however. In the years following the bailouts of hundreds
of U.S. financial firms, public satisfaction with the size and influence of both busi-
ness and government have plummeted. According to Gallup, public satisfaction
with the federal government has fallen from a high of 60 percentin 2002 to a low of
29 percent in 2012, while satisfaction with “big business” has fallen from a high of
50 percent in 2002 to just 30 percent in 2012."”

In his work on entrepreneurship, economist William Baumol makes an argu-
ment similar to Zingales’s.® Where Zingales believes that privilege may blur the
distinction between productive and unproductive activity, Baumol hypothesizes
that it may do more. In some cases, he argues, privilege may elevate unproductive
activity to a higher cultural status than productive activity. He points to ancient
Rome, where policies afforded plenty of opportunities to seek government privilege.
While it was possible to gain wealth through productive entrepreneurship, Baumol
argues that this choice was not the path to prestige. Productive activity such as com-
merce and industry tended to be the occupations of freed slaves for whom other,
more prestigious, career paths were closed. Citing the noted classical scholar Moses
Finley, Baumol argues that “persons of honorable status” resorted to other forms of
“entrepreneurship.” As Finley put it,

The opportunity for “political moneymaking” can hardly be over-
estimated. Money poured in from booty, indemnities, provincial
taxes, loans and miscellaneous extractions in quantities without
precedent in Graeco-Roman history, and at an accelerating rate. . .

114. Tbid., 28.

115. Ibid., 25; for the survey, see Primo Rapporto Luiss, Generare Classe Dirigente: Un Percorso da
Costruire (Rome: Luiss University Press, 2007).

116. Ibid., 24.

117. Frank Newport, “Americans Anti-Big Business, Big Gov’t,” Gallup, January 19, 2012.

118. Baumol, “Entrepreneurship.”



Nevertheless, the whole phenomenon is misunderstood when it is
classified under the headings of “corruption” and “malpractice,” as
historians still persist in doing."’

As the final sentence makes clear, these unproductive forms of entrepreneurship
were not—at the time—considered dishonorable. Corruption was so routine that it
was not looked upon as abhorrent or even unusual. This example may have disturb-
ing implications if cultural mores encourage entrepreneurs to enter industries that
redistribute rent rather than those that create wealth.

K. Lost Social Trust

LASTLY, PRIVILEGE MAY entail cultural costs if it weakens the bonds of social trust.
A number of economists have documented the important role that trust plays in
fostering growth; when humans are more likely to trust strangers, they are more
likely to do business with them.!?° Trust, then, facilitates economic exchange. As
Senior World Bank Economist Stephen Knack has put it, “If you take a broad enough
definition of trust, then it would explain basically all the difference between the per
capitaincome of the United States and Somalia.”'? Just as trust is a necessary ingre-
dient for long-run economic growth, a sudden and precipitous collapse in trust can
be the catalyst for a deep and protracted recession.'??

In his 1999 book Government’s End, journalist and Brookings Institution writer
in residence Jonathan Rauch extensively documents the link between the rise of
special-interest politics and the decline of public trust in American democracy.?® If
Rauch’s account is accurate and privilege really is correlated with declining trust,
economic growth may be threatened. To compound the problem, policy may also
get worse because public policy and trust interact in complex ways. Economists
Philippe Aghion, Yann Algan, Pierre Cahuc, and Andrei Shleifer recently studied
the interaction between government regulation and trust using data from a cross
section of countries and from extensive surveys of individuals within those coun-
tries.’?* They found that “distrust fuels support for government control over the
economy,” but “distrust generates demand for regulation even when people realize

119. Quoted in Baumol, “Entrepreneurship,” 899.

120. Stephen Knack and Philip Keefer, “Does Social Capital Have an Economic Payoff? A Cross-Country
Investigation,” Quarterly Journal of Economics 112, no. 4 (November 1997): 1251-1288; Paul Zak and
Stephen Knack, “Trust and Growth,” Economic Journal 111 (2001): 295-321; and Yann Algan and Pierre
Cahuc, “Inherited Trust and Growth,” American Economic Review 100, no. 5 (2010): 2060-2092.

121. Quoted in Tim Harford, “The Economics of Trust,” Forbes.com, July 2010.

122. Bruce Yandle, “Lost Trust: The Real Cause of the Financial Meltdown” (working paper, Mercatus
Center at George Mason University, Arlington, VA, 2009).

123. Jonathan Rauch, Government’s End: Why Washington Stopped Work (New York: Public Affairs, 1999);
see also John Garen, “How to Spend the Public’s Money While Losing the Public’s Trust,” Special Study,
Mercatus Center at George Mason University, forthcoming.

124. Philippe Aghion, Yann Algan, Pierre Cahuc, and Andrew Shleifer, “Regulation and Distrust,”
Quarterly Journal of Economics 125, no. 3 (2010): 1015-1049.



that the government is corrupt and ineffective; they prefer state control to unbridled
production by uncivic entrepreneurs.” Most interestingly, they found that trust and
regulation “coevolve.” Distrust seems to lead to more regulation, but more regula-
tion seems also to lead to more distrust.'®

IV CONCLUDING REMARKS

GOVERNMENT-GRANTED PRIVILEGES ARE pathological. Privileges limit the prospects
for mutually beneficial exchange—the very essence of economic progress. They
raise prices, lower quality, and discourage innovation. They pad the pockets of the
wealthy and well-connected at the expense of the poor and unknown. When gov-
ernments dispense privileges, smart, hardworking, and creative people are encour-
aged to spend their time devising new ways to obtain favors instead of new ways
to create value for customers. Privileges depress long-run economic growth and
threaten short-run macroeconomic stability. They even undermine cultural mores,
fostering cronyism, blurring the distinction between productive and unproductive
entrepreneurship, and eroding people’s trust in both business and government.

But for all of the problems with privileges, governments dispense them freely
and sometimes proudly. In the 2012 presidential race, for example, both President
Obama and former Senator Rick Santorum endorsed lucrative privileges for the
manufacturing industry.?® And at least anecdotal evidence suggests that in the United
States, government-granted privileges are becoming more common than ever.

If we are to restore the economy and the body politic to health, we must rout out
and eliminate the sources of government-granted privilege. And if our institutions
are to remain healthy, we must develop a better understanding of the sources of
privilege and the ways to guard against it.

125. Ibid., 1016.

126. President Obama in his 2012 State of the Union address, for example, singled out the manufacturing
sector for special tax treatment and support. And in the Republican presidential primary, Rick Santorum
has suggested that manufacturing firms—and only manufacturing firms—should be exempted from
taxation.



APPENDIX I: PRIVILEGE DIMINISHES THE GAINS FROM EXCHANGE

FI1GURE 1, wHICH should be familiar to all students of economics, depicts the mutual
gains from trade. The figure shows industry supply and demand curves in a given
market. The demand curve, also known as the marginal benefit curve, represents
the maximum price that buyers are willing to pay for each quantity purchased. But
notice that for every unit sold, the market price that these buyers actually pay is
less than the amount they would be willing to pay (i.e., price is below the industry
demand curve). Because they are able to purchase the good for less than what they
would be willing to pay for it, these consumers enjoy what economists call “con-
sumer surplus.”

FIGURE 1. THE GAINS FROM FREE AND VOLUNTARY EXCHANGE
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Sellers also gain. The supply curve, also known as the marginal cost curve, rep-
resents the minimum price that sellers would be willing to accept for each quantity
they sell. Notice that for every unit sold, the market price that these sellers actually
receive exceeds the amount that they would be willing to accept (the price is above
the industry supply curve). Because they are able to sell the good for more than they
would be willing to accept, these producers enjoy what economists call “producer
surplus.” In a competitive industry, the producer surplus is shared by all producers
and represents a “normal return.”



As figure 2 shows, a monopolist with pricing power will charge a price that is
higher than that charged by a competitive firm.”””? Compared with competitive con-
ditions, consumer surplus is smaller while producer surplus is larger. Since the
monopolist is the only firm, it captures the entire producer surplus. Thus, monopoly
profits are quite substantial compared with the normal profits of a competitive firm.
Note that the sum of producer and consumer surplus under monopoly is less than
the sum of producer and consumer surplus under competition. To put it another
way, the monopolist gains less than consumers and would-be competitors lose. The
lost social gain is known as “deadweight loss” and is indicated in figure 2.

FIGURE 2. THE COSTS OF MONOPOLY
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But monopoly privileges may entail more than conventional deadweight
loss. Privileged firms are likely to waste resources, leading to higher produc-
tion costs. Figure 3 depicts this problem with a higher marginal cost curve.
This results in so-called “X-inefficiency” costs.!?

127. The profit maximizing price is that which ensures that the cost of the last unit produced just equals
the revenue obtained from that unit. The monopolist’s marginal revenue curve traces the revenue
received from the last unit sold.

128. Notice that with higher marginal production costs, producer surplus is smaller. This doesn’t mean
that the firm is necessarily worse off. While its pecuniary benefits are smaller, the managers and work-
ers in the firm enjoy more leisure time at work. Recall Hicks’s observation that “the best of all monopoly
profits is a quiet life.” Hicks, “Annual Survey of Economic Theory.”



FIGURE 3. X-INEFFICIENCIES, INATTENTION TO CONSUMER DESIRES, AND RENT-SEEKING
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If managers and workers are less attentive to their work, consumers will
derive less satisfaction from each product they consume. Thus, the demand
curve for a privileged monopolist’s product will lie below the potential demand
curve. Figure 3 shows this scenario as a downward shift in the demand curve.'®
Because of the diminished demand for its product, the firm will sell less than it
otherwise would. Consumers will derive less consumer surplus from exchange
and total losses will expand as shown in figure 3.

There are also likely to be rent-seeking losses. The cost of rent-seeking is
related to the size of the rent in figure 3. The larger the rent, the more firms
will be willing to invest in rent-seeking. But other factors matter as well. For
example, rent-seeking losses tend to be larger when more firms are compet-
ing for the privilege. This scenario is just the opposite of what we expect in a

129. This, in turn, means that marginal revenue also lies below its potential. As with higher production
costs, it also means that the firm will reap less producer surplus. Here again, Hicks’s observation
pertains.



traditional market in which more competition leads to a more efficient out-
come.'*® Rent-seeking losses may be larger or smaller than the rent itself.
When all of the costs of privilege are considered, it is possible that only a
small fraction of the gains from exchange remain. But even these costs under-
state the problems with privilege; figure 3 only shows the “static” costs of privi-
lege at a particular point in time. Over time, however, privilege likely entails
“dynamic” costs that include lost innovation and slower economic growth.

130. Dennis Mueller, Public Choice ITI (New York: Cambridge University Press, 2003), 335-336.



APPENDIX II: QUESTIONS FOR FURTHER RESEARCH

FOR ALL THAT we know about privileges and the costs that they entail, there is still

much that we do not know. The following questions may be fruitful avenues for
future research:

What conditions give rise to privilege?
Is privilege more prominent now than in decades past?
Are there objective ways to measure privilege on an economy-wide scale?

Are privileges more prominent in some sectors of the American economy
than in others?

In which guise (monopoly, tax treatment, etc.) is privilege most likely to
manifest itself?

In which guise is it most destructive?

Do governments pass out privileges because firms have developed ties
with political decision makers? Or do firms get close with political deci-
sion makers because they are passing out favors?

How often are privileges “sold” as something else?®!
How does privilege affect the prevailing political beliefs in a society?

How does one eradicate privilege? What role do constitutional limits on
government play in checking privilege? Are cultural taboos against privi-
lege just as important as legal impediments?

Can governments credibly commit to not bailing out firms? What moves
can they take to make such commitments more credible?

131. For example, wind farms often claim that they need “infant industry” subsidies even though their
technology is centuries old.
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Regulatory Process, Regulatory Reform, and the Quality of Regulatory Impact Analysis
Jerry Ellig and Rosemarie Fike
I. Introduction
Regulatory impact analysis (RIA) has become a key element of the regulatory process in
developed and developing nations alike. A thorough RIA identifies the potential market failure
or other systemic problem a regulation is intended to solve, develops a variety of alternative
solutions, and assesses the benefits and costs of those alternatives. Governments have outlined
RIA requirements in official documents, such as Executive Order 12866 (Clinton 1993) and
Office of Management and Budget Circular A-4 (2003) in the United States and the Impact
Assessment Guidelines in the European Union (European Commission 2009). More recently,
President Obama’s Executive Order 13563 reaffirmed Executive Order 12866 and noted some
additional values agencies could consider, such as fairness and human dignity (Obama 2011).
Yet all over the globe, evaluations of regulatory impact analysis have found that
government agencies’ actual practice often falls far short of the principles outlined in scholarly
research and governments’ own directives to their regulatory agencies. “Checklist” scoring
systems reveal that many RIAs in the United States lack basic information, such as monetized
benefits and meaningful alternatives (Hahn et al. 2000; Hahn and Dudley 2007; Fraas and Lutter
2011a; Shapiro and Morrall 2012). Similar analyses find that European Commission impact
assessments have similar weaknesses (Renda 2006; Cecot et al. 2008; Hahn and Litan 2005). Case
studies often find that RIAs have significant deficiencies and little effect on decisions (Harrington
et al. 2009; Graham 2008; Morgenstern 1997; McGarity 1991; Fraas 1991). Some commentators
have characterized individual RIAs as “litigation support documents” (Wagner 2009) or at least

documents drafted to justify decisions already made for other reasons (Dudley 2011, 126; Keohane



2009). Interviews with agency economists indicate that this happens frequently (Williams 2008). A
meta-analysis of 31 European Union and United Kingdom RIAs found that about half of them
were used in a “perfunctory” fashion and only about 40 percent were used to enhance substantive
understanding of the consequences of regulation (Dunlop et al. 2012, 33).

In the United States, deficiencies in the quality and use of regulatory analysis have led to
calls for significant reforms of the regulatory process to motivate higher-quality analysis and
promote its use in decisions (House Judiciary Committee 2011; President’s Jobs Council 2011;
Harrington et al. 2009; Hahn and Sunstein 2002). Some proposed reforms would encourage or
require agencies to undertake additional discrete actions. One would require that agencies
publish an advance notice of proposed rulemaking (ANPRM) for all “major” regulations—
typically regulations that have economic effects exceeding $100 million annually. The ANPRM
would analyze the nature and cause of the problem the regulation seeks to solve, identify a wide
variety of alternative solutions, and offer preliminary estimates of the benefits and costs of each
alternative. The President’s Jobs Council (2011, 43) recommended expanded use of ANPRMs
without making them a requirement. The Regulatory Accountability Act, which passed the
House in 2011 but failed to pass the Senate, would have required such ANPRMs for all major
regulations (House Judiciary Committee 2011, 57).

The legislation would also have required trial-like, formal rulemaking hearings for “high
impact” regulations—generally, those that imposed costs or other burdens exceeding $1 billion
annually—and would have required agencies to develop retrospective review plans for major
regulations at the time the regulations were promulgated. This latter requirement also appeared in
President Carter’s Executive Order 12044 on regulatory analysis (Carter 1978), but disappeared

from subsequent executive orders.



Some reforms would augment the resources and role of the Office of Information and
Regulatory Affairs (OIRA), the office within the Office of Management and Budget that reviews
regulations and their accompanying RIAs for compliance with Executive Order 12866.
Commentators have called for a doubling of OIRA’s staff to restore it to its 1981 level, when it
first started reviewing regulations (President’s Jobs Council 2011, 45), and for subjecting
regulations from independent regulatory commissions to RIA requirements and OIRA review
(Hahn and Sunstein 2002, 1531-37; House Judiciary Committee 2011, 24-26; President’s Jobs
Council 2011, 45; Tozzi 2011, 68; Katzen 2011, 109; Fraas and Lutter 2011b). Shapiro and
Morrall (forthcoming) calculate that expanding OIRA’s staff is the lowest-cost way of improving
RIAs. The Regulatory Accountability Act would have written many of the major regulatory
analysis requirements in Executive Order 12866 into law (thus applying them to independent
agencies) and would have required agencies to consult OIRA before issuing a proposed rule
(House Judiciary Committee 2011).

In a sense, the reform proposals represent a continuation of a trend toward greater
uniformity in administrative procedures that began with the Administrative Procedure Act (APA)
of 1946. The APA instituted uniform procedures and established minimum standards for
information gathering and disclosure across agencies (McCubbins et al. 1987, 256). The RIA
requirements in executive orders further raised the standards by enunciating a series of
substantive questions all executive branch regulatory agencies are supposed to address.' The
proposed reforms would further standardize agency procedures for developing regulations and

RIAs and apply these standards to independent agencies as well.

! Unlike the APA, however, the executive orders on regulatory analysis are not judicially enforceable. Each one
contains a sentence to that effect. See for example Carter (1978), sec. 7; Clinton (1993), sec. 10.



Recent regulatory history provides a rich database of experience that can be used to test
the prospective impact of proposed reforms. Many of the proposed reforms are similar to actions
that agencies sometimes undertake voluntarily or are actions that are currently required by law
only for some regulations. OIRA already subjects some regulations to a lengthier or more
thorough review than others (McLaughlin and Ellig 2011). If more extensive action by agencies
and OIRA is correlated with higher-quality or more influential RIAs, it is more likely that
“deepening and widening” such action will make agencies more accountable to elected leaders
and the public.”

This paper combines newly gathered data on the variation in current regulatory processes
with an extensive set of expert scores that evaluate the quality and use of regulatory impact
analysis for proposed federal regulations to assess whether four proposed regulatory reforms
would likely affect the quality of regulatory analysis and the extent to which agencies claim to
use it in decisions. The four reforms are (1) expanded use of ANPRMs for major regulations, (2)
public hearings for “high impact” regulations after they are proposed, (3) preparation of
retrospective analysis plans at the time regulations are issued, and (4) expansion of OIRA’s
influence and resources. None of our process variables are identical to the proposed regulatory
reforms, but they are similar enough to be analogous, and the results are informative. Principal

findings include the following:

* Several types of agency actions that expand pre-proposal information-gathering are

associated with higher-quality RIAs and greater claimed use of analysis in decision-

* This phrase comes from Hahn and Sunstein (2002), who call for “deeper and wider cost-benefit analysis.” They
suggest some of the reforms mentioned in the text, and the phrase is consistent with the spirit of most of the
reforms listed.



making. These include a prior notice of proposed rulemaking (NPRM) in the same
regulatory proceeding, a public request for information by the agency, and consultation
with state, tribal, or local governments.

* Two other pre-proposal actions—public meetings and advisory committees—do not
appear to improve the quality and use of analysis and may even diminish them.

* Anagency’s commitment to hear feedback on the regulation at a hearing or other public
meeting in the future is associated with more extensive explanation of how the agency
used the analysis in its decisions.

* A proposed rule that results from review or revision of a previous rule may be associated
with lower-quality analysis than other rules. However, a legislative requirement for
review is associated with higher-quality analysis.

* The quality and use of regulatory analysis is positively correlated with the length of
OIRA review time. OIRA’s influence in the administration (measured by whether the
administrator is a political appointee or acting administrator) is positively correlated with

claimed use of regulatory analysis.

These results suggest that many types of activity by agencies and OIRA result in higher-
quality regulatory analysis and greater use of analysis in decisions. In addition, our results
suggest that regulatory reforms designed to expand agency activity and OIRA’s influence and
resources could lead to noticeable improvement in the quality and use of regulatory analysis.
Such improvement would aid policymakers and the public in monitoring and assessing the likely

effects of proposed regulations.



I1. Some Theoretical Considerations

Elected leaders delegate significant decision-making authority to regulatory agencies. Delegation
of decision-making to expert agencies makes accountability more difficult, due to the asymmetry
of information between the agencies and the elected leaders whose directives they are supposed
to implement.

From the perspective of elected policymakers, agencies may be under- or overzealous
about adopting new regulations. Agency success is usually defined as success in creating
regulations intended to achieve the agency’s specific mission, such as workplace safety (OSHA)
or clean water (EPA), rather than balancing pursuit of that mission with other worthy goals that
require government and social resources. This perspective creates a degree of “tunnel vision”
that discourages agencies from considering important tradeoffs between their specific mission
and the broader public interest (DeMuth and Ginsburg 1986; Dudley 2011). On the other hand,
issuing new regulations requires effort, which is costly (McCubbins et al. 1987, 247). Hence,
bureaucratic inertia may lead to regulation that is less vigorous than elected leaders desire
(Kagan 2001). Antiregulatory interests are also often well organized and well funded, and they
may influence agencies to under-regulate (Bagley and Revesz 2006, 1282-304).

By adopting procedural requirements that compel agencies to publicize regulatory
proposals in advance and disclose their likely consequences, Congress and the president mitigate
information asymmetries and make it easier for affected constituencies to monitor and alert them
about regulatory initiatives of concern (McCubbins et al. 1987). As Horn and Shepsle (1989)
note, this can increase the value of the legislative “deal” generating the regulation if constituents

can monitor the effects of proposed regulations at lower cost than elected leaders can.



Executive orders requiring agencies to conduct and publish regulatory impact analyses
(RIAs) and clear regulations through the Office of Management and Budget (OMB) are
examples of presidential initiatives that seek to reduce information asymmetries.” Posner (2001)
argues that elected leaders should often find RIA requirements useful even when their goal is
something other than economic efficiency, because the RIA is supposed to provide a structured
and systematic way of identifying the regulation’s likely consequences. As if to confirm Posner’s
hypothesis, seminal articles by DeMuth and Ginsburg (1986) and Kagan (2001) portray
centralized regulatory review and RIAs as important tools for ensuring agency accountability
under presidents Reagan and Clinton—the two US presidents who did the most to shape the
current requirements and review process in the executive branch, despite their rather different
attitudes toward regulation. President Reagan was the first president to subject agency
regulations to OIRA review. President Clinton and his staff actively directed agencies to issue
regulations, continued OIRA oversight, and took credit for regulatory successes.

As a first approximation, therefore, we expect that regulatory reforms aimed at increasing
agencies’ activity and OIRA’s influence would lead to more thorough RIAs and increase the
extent to which agencies claim to have used analysis to inform decisions. Several complicating

factors, however, could lead to different predictions under specific circumstances.

A. Agency Effort
Many regulatory reform proposals would require agencies to take certain actions that are

currently discretionary, or required by law only for some regulations. It is plausible to expect that

* Dunlop et al. (2012) offer an explanation of this use of RIAs in the European context.



these reforms could improve the quality and use of regulatory analysis, but some of them may
have the potential to generate perverse effects, for two reasons.

First, increased agency activity will not necessarily improve the quality of the RIA.
Agencies can also devote analytical effort to increasing information asymmetries by making the
RIA more complex but less informative. Commentators already note that some RIAs spend an
inordinate amount of time on less important benefit or cost calculations while missing more
substantial issues, such as significant alternatives (Keohane 2009; Wagner 2009). In addition,
since agencies know OIRA will review their RIAs and regulations, they may attempt to game the
system by preemptively using additional analysis to create the impression of quality review and
blunt the effectiveness of OIRA review to improve the quality of the RIA.

Second, expanded procedural requirements could reduce the quality or use of RIAs by
giving interest groups greater influence over the regulatory process. Public meetings or other
forums that gather stakeholders together may facilitate collusion among stakeholders at the
expense of the general public, even if the purpose of the meeting is merely information-gathering.
To the extent that the agency is guided by agreement among stakeholders rather than the results of
analysis, the RIA may be used less extensively. If analysts expect this to occur, they will likely put
less effort into creating a high-quality analysis. Of course, greater responsiveness to stakeholders
may be precisely the result elected leaders intend. In this case, the quality and use of the RIA may
decline rather than increase. Even if stakeholders wield no inappropriate influence, public meetings
or other extensive discussions may lead agencies to document the analysis or its effects less
extensively in the NPRM or RIA, since major stakeholders already heard this discussion in
meetings where many topics relevant to regulatory analysis were aired. We discuss these

possibilities in our description of the explanatory variables below.
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B. OIRA Influence and Resources
Executive Order 12866 explicitly gives OIRA two distinct functions, which may sometimes
conflict (Arbuckle 2011; Dudley 2011). OIRA has a dual role of ensuring that the regulations
reflect the regulatory analysis principles enunciated in Executive Order 12866 and ensuring that
they reflect the president’s policy views. If OIRA primarily enforces the principles of Executive
Order 12866, then we would expect greater effort on OIRA’s part to improve the quality and use
of RIAs. If OIRA primarily enforces the president’s policy views on agencies, then OIRA’s
efforts may have no effect or even a negative effect on the quality and use of RIAs. In the latter
case, OIRA review ensures that regulatory decisions reflect the president’s policies regardless of
what consequences the analysis reveals.

A 2003 Government Accountability Office report found numerous instances in which
OIRA review affected the content of an agency’s regulatory analysis or the agency’s explanation
of how the analysis was related to the regulation. Other research, however, has concluded that
OIRA has had little systematic impact on the cost-effectiveness of regulations. Hahn (2000) finds
that the introduction of OIRA was not correlated with improvement in the cost-effectiveness of
regulations. Farrow (2006) finds that cost per life saved had a miniscule effect on the decision to
reject a proposed regulation and that OIRA had no tendency to reduce the cost per life saved.
These previous studies, however, presume that OIRA can only act to improve the efficiency of
regulations. A more recent paper finds that the length of OIRA review is positively correlated with
the amount of information in RIAs (Shapiro and Morrall forthcoming). We assess OIRA’s effect
on broader outcomes—the quality and use of RIAs—and employ different explanatory variables to
measure OIRA’s influence and effort. We thus provide a test that is more consistent with Posner’s

(2001) hypothesis that elected leaders utilize RIAs to curb information asymmetries.
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ITI. Data and Variables of Interest
A. Dependent Variables
Our dependent variables measuring the quality and use of regulatory impact analysis are
qualitative scores awarded by the Mercatus Center at George Mason University’s Regulatory
Report Card, which assesses the quality and use of RIAs for proposed, economically
significant regulations.* Economically significant regulations are those that have costs or other
economic effects exceeding $100 million annually or that meet other criteria specified in
section 3f1 of Executive Order 12866 (Clinton 1993), which governs regulatory analysis and
review for executive branch agencies. For 2008—10, the years covered in this paper, the
Regulatory Report Card consists of 10 criteria derived from requirements in Executive Order
12866, supplemented by two criteria on retrospective analysis that are not explicitly required
by the executive order but are logically necessary if agencies are to conduct regular
retrospective reviews of regulations, as required by section 5a of the executive order. Ellig and
McLaughlin (2012) list the criteria and demonstrate how they mirror elements in the OMB’s
Regulatory Impact Analysis Checklist (OMB 2010).

To produce the Report Card scores, two trained evaluators assessed each criterion on a
Likert (0-5) scale, where 0 indicates no relevant content and 5 indicates reasonably complete
analysis with one or more best practices that other agencies might imitate. The scores do not
indicate whether the evaluators agreed with the regulation or the analysis; they indicate how
complete the analysis was and how well the agency explained its use of analysis. The 12 criteria
are grouped into three categories: Openness, Analysis, and Use. To develop scores for each of

the four Analysis criteria, the evaluators scored the RIA on a series of sub-questions, then

* A complete set of Regulatory Report Card score data can be downloaded at www.mercatus.org/reportcard.
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averaged and rounded these scores to calculate the score for each Analysis criterion. As a result,
the Regulatory Report Card database actually includes scores for 30 separate questions. Table 1
(page 48) lists these questions.

Readers concerned solely with the quality of RIAs would want to focus on the Openness
and Analysis scores. As the list of questions in table 1 indicates, the Openness criteria assess the
transparency of the analysis, but several of them also provide insight about the quality of the
analysis. An RIA that scores high on Openness because it has clear documentation of source
data, studies, and underlying theories, for example, is likely to have better analysis than an RIA
that uses little data or shows scant evidence of research.

The first two Use criteria assess the extent to which the agency claimed in the RIA or
NPRM to use the analysis in its decisions. The second two assess how well the agency made
provisions in the RIA or NPRM for retrospective analysis of the regulation in the future. The
developers of the Report Card acknowledge that these criteria assess only whether the agency
claimed to use the analysis or appears prepared to evaluate the regulation in the future (Ellig and
McLaughlin 2012). The actual influence of the RIA is unobservable without interviewing the key
decision-makers who wrote each regulation. Both of these scores could also be vulnerable to
“false positives,” since agencies may have incentives to claim they used the analysis even if they
did not, or to promise to conduct retrospective review even if they do not follow through.’
Therefore, the Use scores may be somewhat noisier indicators of actual agency behavior than the

Openness or Analysis scores.

> It is not clear whether this is a serious problem in reality. The Use category has a lower average score than the
Openness or Analysis categories (see table 2), and the two retrospective analysis questions have the lowest scores of
all the 12 criteria. (Ellig et al. 2012). Thus, there may be few false positives because there are relatively few high
scores at all on the Use criteria; agencies rarely claim to have used the analysis extensively.
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As a qualitative evaluation using Likert-scale scoring, the Report Card represents an
approach midway between checklist scoring systems and detailed case studies of individual
regulations. The evaluation method is explained more fully in Ellig and McLaughlin (2012). Inter-
rater reliability tests indicate that the training method for evaluators produces consistent evaluations
across multiple scorers (Ellig and McLaughlin 2012; Ellig et al. 2013). The Report Card is the most
in-depth evaluation we know of that covers more than 100 proposed federal regulations.

We use the scores for 71 prescriptive regulations proposed in 2008—10, the same time
period covered by Ellig, McLaughlin, and Morrall’s (2013) study that compares the quality and
use of RIAs during the Bush and Obama administrations.® This lets us determine whether their
results still hold after controlling for the regulatory process variables that are the primary focus
of our analysis.

In keeping with the current debate about regulatory reform, we focus on prescriptive
regulations for several reasons. First, prescriptive regulations fill the conventional role of
regulations: they mandate or prohibit certain activities (Posner 2003). This makes them distinct
from budget regulations, which implement federal spending programs or revenue collection
measures. Second, empirical evidence shows that budget regulations tend to have much lower-
quality analysis (Posner 2003; McLaughlin and Ellig 2011). By focusing on prescriptive
regulations, we hope to identify the aspects of the regulatory process most conducive to higher-
quality analysis. Finally, OIRA review of prescriptive regulations tends to focus on the major
elements of regulatory impact analysis as articulated in Executive Order 12866; review of budget

regulations focuses mostly on whether the regulations’ implications for the federal budget are

® Ellig, McLaughlin, and Morrall’s (2013) study includes 72 prescriptive regulations and 39 budget regulations. We
reclassified one regulation they labeled prescriptive—dealing with abandoned mine lands—as a budget regulation,
because it specifies conditions attached to federal grants for the restoration of abandoned mine lands.
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accurately estimated (McLaughlin and Ellig 2011). Since one of the pre-proposal process factors
we examine is OIRA review, it seems logical to examine the type of regulation for which OIRA
tries hardest to enforce the provisions of the executive order.

Table 2 (page 49) shows summary statistics for the dependent variables. The total score
averages just 32.5 out of a maximum possible 60 points. The highest-scoring regulation received
48 out of a possible 60 points, equivalent to 80 percent. For Openness, Analysis, and Use, the
maximum possible score was 20 points each; no regulation achieved the maximum in any
category. For the retrospective review questions, the maximum possible score was 10 points,

which one regulation achieved.

B. Regulatory Process Variables

A major contribution of this paper is a new dataset, which provides our primary explanatory
variables of interest.” This dataset consists of observable indicators denoting the type of pre-
proposal activity OIRA and the agencies devoted to the production, review, and use of RIAs for
each proposed rule, plus several additional variables characterizing other aspects of the regulatory
process. The authors and a graduate student research assistant read through the NPRMs, RIAs, and
other supporting documents, searching for key words and concepts. The data were then coded as
dummy variables to capture the types of actions accompanying each proposed regulation.® Below,
we provide a brief description of each variable and the coding. When the definition or coding
might not be obvious from the description, we also provide an example from the dataset. Table 3

(page 49) lists summary statistics for the regulatory process variables.

" The dataset is available from the authors upon request.

¥ In a spreadsheet, we compiled an extensive record of exactly where in the text of the NPRM and supporting
documents the information used in our coding can be found. Some of the variables required careful reading of the
regulation and some subjective interpretation of what type of power the agency has.
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ANPRM. An advance notice of proposed rulemaking usually includes some initial
analysis, along with a tentative proposal and/or some options the agency is considering.
ANPRMs also often request comment on specific questions the agency would like more
information on. An ANPRM provides additional time for interested parties to participate in the
rulemaking process, react to agency proposals, and furnish information. This dummy variable is
coded as “1” if the agency published an advance notice of proposed rulemaking (abbreviated
ANPRM or ANOPR depending on the agency) and “0” if no such document was published in the
Federal Register. In our sample, 18 observations had an ANPRM or ANOPR. Since the
publication of an ANPRM means the agency engaged in additional information-gathering and
analysis before proposing the regulation, we would expect ANPRM to have a positive influence

on the quality and use of regulatory analysis.

Prior NPRM. Agencies sometimes publish and seek comments on multiple versions of a
proposed rule in the Federal Register before issuing a final rule. Each successive NPRM
incorporates new information into the proposal and may also reflect additional changes the
agency has made to the RIA. For example, formal comments submitted by concerned parties,
who often have specialized knowledge about the potential impact of regulation, may be reflected
in updated versions of the NPRM. Several of the regulations in our dataset were the most recent
versions of rules that had been previously published in the Federal Register. This dummy
variable is coded as “1” if the agency published an NPRM before the publication of the NPRM
in the dataset. It is coded as “0” otherwise.

A 2008 rule proposed by the Office of the Comptroller of the Currency (OCC),

“Standardized Risk-Based Capital Rules (Basel II),” offers a straightforward example (US Dept.
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of the Treasury et al., 2008). On December 26, 2006, the OCC issued an NPRM which preceded
the 2008 NPRM in our dataset. Thus the Prior NPRM variable is coded as “1” for this regulation.
For some regulations (such as the Department of the Interior’s annual migratory-bird-hunting
rules), the agency may have published NPRMs after the publication of the NPRM included in
our dataset. The Prior NPRM variable would be “0” in such cases, because we only seek to
assess the effect of an NPRM that precedes the one in the dataset.

A prior NPRM means the agency engaged in additional work and received more
information from the public before proposing the current version of the rule. For nine of the
proposed rules in our sample, the agencies issued prior NPRMs. We would generally expect

Prior NPRM to have a positive effect on the quality of regulatory analysis.

Request for Information. This dummy variable reflects the agency’s attempt to obtain
information from the public before drafting the proposed rule. If the agency issued a formal
request for information, published a notice announcing the availability of framework documents,
or published a notice of data availability (NODA) and requested comments from the public on
these documents, this variable is coded as “1.” If the agency did not issue any formal requests for
information from the public, this variable is coded as “0.” A request for information preceded
110of the proposed rules.

We expect Request for Information to have a positive effect on the dependent variable,
for two reasons. First and most obviously, it gives the agency access to more information.
Second, a request for information may signal that the agency is less settled on a course of action
and is more likely to be persuaded by the results of the RIA. This could lead to higher scores for

use of analysis. It may also lead to higher scores for quality of analysis, since an agency that is
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less settled on its course of action may have more interest in ensuring that a high-quality analysis
is conducted. Conover and Ellig (2012), for example, suggest that the first round of regulations
implementing the Affordable Care Act have low-quality RIAs precisely because most decisions
were made before the RIA was completed, and so the Department of Health and Human Services

had little reason to produce a high-quality analysis to inform decisions.

Advisory Committee. This variable captures the influence of advisory committees created
as part of the US regulatory process. An entry is coded as “1” if the regulatory agency created,
formed, initiated the creation of, and consulted with a committee on the particular regulation
proposed in the NPRM. A committee formed for a negotiated rulemaking is also classified as an
advisory committee.’ If the NPRM utilizes the research or recommendations of a committee that
the agency had no role in creating (such as a committee formed by the United Nations or a
congressional committee), this variable is coded as “0.” Agencies utilized advisory committees
for 33 of the proposed rules.

Advisory Committee is coded as “1” regardless of whether the agency’s consultation with
the committee was required by law. In 2008, for example, the Pipeline and Hazardous Materials
Safety Administration proposed a rule establishing maximum operating pressures for gas
transmission pipelines. The NPRM states that the administration must consider any comments
received from the public and any comments and recommendations of the Technical Pipeline
Safety Standards Committee (US Dept. of Transportation 2008, 13174). Thus, we have coded

Advisory Committee as “1” for this regulation.

’ We considered using negotiated rulemaking as a separate explanatory variable, but there is only one negotiated
rulemaking in the sample.
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The NPRMs issued for other regulations mention consultations with advisory committees
but provide no indication that the consultation is required. In 2009, the EPA proposed a
regulation titled “Control of Emissions from New Marine Compression-Ignition Engines at or
above 30 Liters per Cylinder.” The NPRM mentions that the agency consulted the Clean Air
Scientific Advisory Committee of the EPA’s Science Advisory Board several times.
Additionally, the NPRM references a peer review panel the agency held with the Science
Advisory Board’s Health Effects Subcommittee (US EPA 2009a, 44503—10). The NPRM did not
mention that the EPA was required to undertake these actions. We have recorded “1” as the entry
for the Advisory Committee variable. The expected sign on Advisory Committee is ambiguous.
Advisory committees could increase the quality of regulatory analysis if they serve as an
additional source of information and expertise, but they may reduce the quality of analysis if they

serve mainly as a forum for stakeholder negotiation rather than information-gathering.

State Consultation. This variable indicates whether the agency consulted any
representatives from state or local governments when drafting the proposed rule. It captures
whether the agency actively sought states’ input and engaged them in the rulemaking process.
This dummy variable is coded as “1” if the NPRM explicitly mentions that the agency met with
representatives of state and local governments or if the agency actively sought input from these
parties. It is coded as “0” otherwise.

State consultation can occur in many different ways. Agencies can hold public meetings
at which state representatives and relevant stakeholders are present. This was the case for the
2009 Greenhouse Gas Mandatory Reporting Rule. The NPRM mentions that during the

rulemaking process, the EPA held meetings with state, local, and tribal environmental control
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agencies and regional air-quality planning organizations (US EPA 2009b, 16457). Agencies
can actively seek input from state and local stakeholders in other ways. In 2010, the EPA
published the NPRM establishing standards for coal combustion residuals from commercial
electric power producers. The EPA modeled the provisions in the proposed rule after the
EPA’s Guide for Industrial Waste Management, which represents a consensus view of best
practices for industrial waste management based on involvement from EPA, state, and tribal
representatives, and a focus group of industry and public interest organizations (US EPA 2010,
35208). Additionally, an agency can create an advisory committee that has state and local
government representatives as members. For the annual establishment of its migratory bird
hunting rules, the Department of the Interior relies on the recommendations of the Flyway
Council system, which is a long-standing example of state and federal cooperative
management. Representatives of many different states are members of this council (US Dept.
of the Interior 2009, 41010).

Any action taken by the agency that actively incorporates the input of state
representatives or local government stakeholders into the rulemaking process will result in a
coding of “1” for the State Consultation variable. We do not consider the agency to have
consulted with a state representative simply because the agency used state data or studies, states
submitted comments in prior proceedings, particular states would be affected by the proposed
regulation, or the agency was responding to a petition or lawsuit initiated by a state. Agencies
consulted state and local stakeholders for 11 of the proposed rules.

State, tribal, and local governments are additional sources of information. They may offer
perspectives the agency has not thought of. More importantly, they have access to local

knowledge about costs, benefits, or other consequences of regulation that federal officials might
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not even be aware of. For these reasons, we would expect this variable to have a positive impact

on our dependent variables.

Public Meeting. This variable indicates whether the agency held a public event to
receive comments from interested parties before publishing the proposed regulation. The
Public Meeting dummy variable is coded as “1” if the agency held a public hearing or public
meeting before publishing the NPRM, and as “0” otherwise. For 23 of the proposed rules, the
agency held a public hearing or public meeting. Like a request for information, a pre-proposal
public meeting allows the agency to gather more information, and it may also signify that the
agency has not yet made up its mind and will find the results of the RIA valuable. To some
extent, a public meeting may also substitute for analysis, if the agency makes decisions based
on stakeholder positions, negotiations, or other considerations before conducting its own
analysis. A public meeting might also lead to less thorough documentation of the analysis, if
the agency views the meeting as a partial substitute for written communication with the public
in the RIA and NPRM. Because these potential effects place opposing pressures on our
dependent variable, we expect Public Meeting will likely have a positive sign, but we are less

confident of this prediction than of some others.

Future Public Meeting. This dummy variable indicates whether the NPRM explicitly
committed the agency to a public discussion forum in the future to receive feedback on the
proposed rule. This dummy variable is coded as “1” if the NPRM mentions that a future public
meeting will take place on a specific date. The variable is coded as “0” if no future meeting is

mentioned, or if a future meeting is mentioned only tentatively—that is, the NPRM mentions that
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a public meeting will be held upon request or mentions the possibility of a future meeting but
does not mention a date for the meeting.

Of course, the information that an agency receives at a future public meeting cannot
affect the quality and use of analysis for an NPRM that is published before the meeting.
Nevertheless, we expect that a future public meeting could affect the Report Card score for
several reasons. First, it may indicate that the agency is less settled on its approach, and so it may
have conducted its RIA more carefully and paid closer attention to the results. Second, a future
public meeting may augment the agency’s incentive to conduct careful analysis and use it in
decisions, because the agency will have to defend its proposed rule from challenges in a public
forum. On the other hand, if an agency anticipates receiving relevant information and feedback
during a future public meeting, it may delay some of its analysis until afterward, thus leading to a
lower-quality RIA at the NPRM stage. Thus, the prevailing impact a future public meeting will

have on the dependent variable is unclear.

Revised Rule. This variable indicates whether the proposed rule is an amendment to, or a
revision of, a previous rule. Regulations that are amendments to or revisions of previous
regulations are coded as “1,” while NPRMs for new regulations are coded as “0.” The predicted
sign of this variable is ambiguous. On one hand, if the agency is revising a previous rule, then it
can draw on a stock of existing expertise to conduct the RIA, which suggests the analysis should be
of higher quality. On the other hand, agencies are often reluctant to invent new approaches when
an existing approach has already been upheld in court (Williams 2008). This suggests the agency
may be less interested in conducting a high-quality analysis that incorporates new ways of solving

old problems; in other words, there is path dependence stemming from the initial regulatory action.
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Review Required. This dummy variable is designed to capture whether the NPRM results
from a legislative requirement to review a prior rule. (It does not indicate whether the agency is
committing to review the rulemaking in the future.) If the NPRM was the result of a legislative
requirement to review a previous rule, it is coded as “1.”

The legislative requirement need not be a requirement for genuine retrospective analysis
of an existing rule’s benefits and costs; this kind of analysis is relatively rare (Lutter 2012).
Rather, we check to see whether some type of legislative requirement motivated revision of the
regulation. For example, the NPRMs for all the EPA’s national ambient air quality standards are
coded as “1,” because the Clean Air Act requires the EPA to periodically review these standards.
Similarly, most of the Department of Energy’s energy efficiency standards are coded as “1,”
because many of them are revised standards required by law.

Only rules with a “1” entered for Revised Rule can have a “1” for Review Required. Thus,
the two variables help us distinguish whether a revision of a rule undertaken on the agency’s own

initiative has a different effect than a legislatively required revision.

Acting OIRA Administrator. This variable equals “1” if OIRA concluded its review of the
regulation during the interregnum period at the beginning of the Obama administration when the
OIRA administrator was an acting career civil servant rather than a Senate-confirmed
presidential appointee. Ellig, McLaughlin, and Morrall (2013) hypothesize that this variable may
be associated with lower scores, because OIRA has less influence over agencies when a
presidential appointee is not the administrator. They find that it had a marginally significant,

negative effect on use of analysis but no effect on the quality of analysis.
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OIRA Review Time. To measure the extent of OIRA effort expended on each NPRM, we
use the number of days OIRA spent reviewing the NPRM before its publication. Executive Order
12866 normally gives OIRA a 90-day period to conduct its review of an NPRM and notify the
agency whether it can proceed with the regulation. Formally, the review period can be extended
once by 30 days. In practice, some regulations have review times exceeding 120 days. These are
most likely cases where OIRA has reviewed the regulation within the required time period and
asked the agency for additional data or analysis (DeMuth and Ginsburg 1986, 1088). Long
review periods may also reflect cases where OIRA and the agency have significant
disagreements about the content of the regulation or the accompanying analysis. Additional time
is required for the two parties to work out their disagreements. (US GAO 2003, 46)

Reginfo.gov, a federal regulatory portal, records the dates when OIRA review begins and
concludes. For each regulation, we calculated the review time based on these dates. Review time
can vary for reasons unrelated to the quality of the analysis—such as OIRA’s total workload,
shifting priorities, a deliberate decision to speed up or slow down the adoption of new
regulations generally, or informal OIRA review before the regulation is officially submitted (US
GAO 2003, 46; McLaughlin and Ellig 2011, 194-95). To adjust for some of these factors that
may vary from year to year, our OIRA Review Time variable is calculated as the regulation’s
review time minus the mean review time for regulations reviewed in the same year. This is why
the mean value for OIRA Review Time in table 3 is zero. Review time centered on the year’s
mean is probably still a noisy measure of OIRA effort, but less noisy than raw review time.

We would normally expect OIRA review time to have a positive effect on the quality and
use of RIAs (McLaughlin 2011; Shapiro and Morrall forthcoming). However, like many kinds of

effort, review time may be subject to diminishing marginal returns. A very lengthy review might
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even be associated with worse analysis or use of analysis. If review time is extended when OIRA
and the agency have trouble agreeing, that could mean either that the analysis has significant
quality problems or that political considerations are trumping the results of the analysis. The
former implies a lower score for quality of analysis; the latter implies a lower score for use of
analysis. We therefore include a second variable, OIRA Review Time’, to test for diminishing
marginal returns and the possibility that very long review times may be associated with lower-

quality analysis.'°

C. Control Variables

Ellig, McLaughlin, and Morrall (2013) provide the most extensive published analysis of factors
correlated with Report Card scores. To ensure that our results do not stem from the omission of
important variables identified in prior research, our control variables include all their explanatory

variables, plus some additional ones.

Obama Administration. This variable equals “1” if the regulation was reviewed by OIRA
during the Obama administration, and “0” if it was reviewed during the Bush administration. It is
intended to indicate whether there is any systematic difference in the quality and use of
regulatory analysis in different presidential administrations. Posner’s (2001) positive theory, as
well as actual experience under different administrations (DeMuth and Ginsburg 1986; Kagan
2001; Hahn and Sunstein 2002; Hahn and Dudley 2007), suggests that administrations are likely
to have similar levels of interest in regulatory analysis regardless of their policy preferences.

This variable is not statistically significant in Ellig, McLaughlin, and Morrall (2013).

' Because OIRA Review Time is centered on the year’s mean, the squares of review times below the year’s mean are
entered as negative numbers.
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Midnight Regulation. This variable equals “1” for Bush administration regulations that
were proposed between Election Day 2008 and Inauguration Day 2009, and whose OIRA review
concluded after June 1, 2008. The Bush administration set the June 1 deadline in an explicit
attempt to limit these regulations. These regulations might be expected to have lower scores for
three reasons: they were put together in a hurry, political considerations may have led the
administration to place a lower priority on conducting high-quality analysis, and the surge of
midnight regulations may overwhelm OIRA’s review capacity (Brito and de Rugy 2009;
McLaughlin 2011). Ellig, McLaughlin, and Morrall (2013) find that this variable is correlated

with lower scores for quality and use of analysis for prescriptive regulations.

Midnight Leftover. This variable equals “1” for Bush administration regulations whose
OIRA review concluded after June 1, 2008, but were left for the Obama administration to
propose. These regulations might have lower quality or use of analysis because they were
supposed to be midnight regulations but didn’t quite get done in time, or because they were
lower-priority regulations passed on to the next administration. Ellig, McLaughlin, and Morrall

(2013) find that these regulations had lower scores for use of analysis.

Regulation type variables. Different types of regulations, such as economic, civil rights,
security, environment, and safety regulations, may have different quality or use of analysis due
to the existing “state of the art” of regulatory analysis in different fields, or because political
considerations make high-quality analysis more or less likely to be conducted and used

depending on the topic. We classify each regulation into one of these four categories. Ellig,
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McLaughlin, and Morrall (2013) find that the type of regulation sometimes, but not always, had
a statistically significant correlation with the quality or use of analysis.

A more granular control for type of regulation would employ dummy variables for each
agency issuing the regulation. In one specification, we use agency dummies in place of

regulation type dummies.

Agency policy preferences. Posner’s model (2001, 1184-85) predicts that the greater the
ideological distance between the president and the agency, the more likely the president is to
require an agency to conduct regulatory impact analysis. He notes anecdotal accounts that OIRA
enforces RIA requirements more vigorously based on the agency’s ideology, suggesting that “a
more systematic test would be feasible if ideological positions of agencies or agency heads could
be measured.” Clinton and Lewis (2008) use expert elicitation to develop numerical scores
measuring agency policy preferences on a “conservative—liberal” spectrum. Ellig, McLaughlin,
and Morrall (2013) interact these scores with a dummy variable for each presidential
administration. Ellig et al. find results consistent with Posner’s hypothesis: regulations from
agencies with more “conservative” policy preferences tended to have lower Report Card scores
during the Bush administration, and regulations from agencies with more “liberal” policy
preferences tended to have lower scores during the Obama administration. We include these

variables to control for this effect.

Public Comments. Regulations.gov tracks the number of public comments submitted on

each proposed regulation. Shapiro and Morrall (2012) employ the number of comments as an

indicator of a regulation’s political salience; the more comments, the more likely it is that a
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regulation is politically salient. They find that the more public comments there are on a
regulation, the lower are its net benefits, suggesting that the federal government is less likely to
try to maximize net benefits when significant political considerations get in the way. If this is
true, we might also expect that regulations with more public comments would have lower scores
for quality and use of regulatory analysis.

On the other hand, McCubbins, Noll, and Weingast (1987) posit that the requirements of
the Administrative Procedure Act help ensure that the most politically controversial regulations
generate the most complete information on the public record. It is conceivable that agencies
would seek to conduct, and OIRA would require, more careful analysis for regulations that are
more controversial, because these are precisely the regulations for which policymakers would

most want to understand the likely effects.

IV. Econometric Methods and Results

Because the Report Card scores are qualitative evaluations, we estimate an ordered logit
regression model to assess whether the scores are correlated with any of the regulatory process
variables. Appendix 1 explains the underlying econometric theory and mathematical exposition

of our models. Below, we discuss the results.

A. Total Score Regressions

Table 4 (page 50) shows our initial regression results, using the total score as the dependent
variable. Specification 1 includes only the regulatory process variables, without controlling for
any other factors. The results suggest that five of the variables—Prior NPRM, Request for

Information, State Consultation, Future Public Meeting, and Review Required—are positively
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correlated with the quality and use of regulatory analysis. Acting OIRA Administrator is negative
and statistically significant. None of the other process variables are significant in specification 1.

As we include additional variables in subsequent specifications, these results remain
robust, and some additional regulatory process variables become significant. Specification 2
controls for additional factors discussed in Ellig, McLaughlin, and Morrall (2013). It also adds
the number of public comments filed in the proceeding. When we add these variables, the
coefficients on Prior NPRM, Request for Information, State Consultation, and Future Public
Meeting become larger and more statistically significant than in specification 1.

OIRA Review Time also becomes positive and statistically significant, and OIRA Review
Time’ becomes negative and statistically significant; both results are consistent with our
theory. Their coefficients indicate that any effect of OIRA review time would remain positive
until 80 days beyond the mean review time for the year; only one regulation had a review time
longer than this."'

Specifications 3 and 4 show that the results for both the regulatory process variables
and the control variables are robust when we include other potential control variables.
Specification 3 adds dummy variables for the agency issuing the regulation, instead of
controlling for the type of regulation.'? The variables that were statistically significant

previously remain so in specification 3, except for Midnight Leftover and Obama Agency

"' To check the robustness of the results with respect to OIRA Review Time, we also estimated specification 2
omitting regulations with review times exceeding OIRA’s 90-day deadline or the 90-day deadline plus a 30-day
extension. We also omitted OIRA Review Ti imez, since this variable was included to test for differential effects of
long reviews. The coefficient on OIRA Review Time was positive and significant at the 1 percent level. All other
regulatory process variables retained the same signs and roughly the same statistical significance as specification 2
in table 4, except that Review Required became insignificant when regulations with review times longer than 90
days were omitted. Regression results are omitted for brevity but are available from the authors.

'2 Regulation type is dropped because regulation type and agency are highly, but not perfectly, collinear. For
example, in 2009 the Coast Guard, part of the Department of Homeland Security, proposed a regulation affecting
ballast water discharges from ships in coastal waters; this was an environmental regulation, not a security regulation.
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Preference, which become insignificant. Bush Agency Preference remains negative and highly
significant, which suggests that different administrations may treat the analysis of different
agencies’ regulations differently based on their policy priorities. Public Meeting becomes
negative and significant at the 5 percent level.

Specification 4 considers the possibility that activity by the agency may be a substitute or
complement to OIRA review time. The regulatory process variables that are statistically
significant in prior specifications remain significant in specification 4. The interaction terms
suggest that OIRA review might be a substitute for three of the regulatory process variables:
Prior NPRM, Future Public Meeting, and Review Required. Since OIRA Review Time is
measured as the deviation from each year’s mean review time, the positive coefficients on Prior
NPRM, Future Public Meeting, and Review Required indicate that these variables are positively
correlated with the total score when OIRA Review Time is set at its mean value of zero. The
coefficient on the interaction of OIRA Review Time % Advisory Committee is also negative, but
Advisory Committee by itself is statistically insignificant. Although use of an advisory committee
does not improve the quality and use of analysis on its own, an advisory committee appears to
cut the positive effect of OIRA review time by more than half. One possible explanation is that
the agency’s use of an advisory committee makes it harder for OIRA to challenge (and improve)
the agency’s analysis, because the agency can cite the advisory committee as authority to back
up its approach.

In our regressions, most of the control variables from Ellig, McLaughlin, and Morrall
(2013) have the same signs as they did for those authors, with greater statistical significance.
Thus, our results largely augment and confirm theirs. Adding the newly created regulatory

process variables, however, challenges two of their results. In their paper, the quality of
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regulatory analysis does not change with the presidential administration or the presence of the
acting OIRA administrator when review of the regulation was completed. In our estimations,
the acting OIRA administrator variable is always associated with lower Report Card scores
(usually significant at the 5 percent level), and the Obama administration is sometimes
associated with lower Report Card scores (significant at the 5 percent level in two
specifications).

These results do not necessarily indicate that the Obama administration made lower-
quality or less use of regulatory analysis. In many cases, the Obama administration made more
frequent use of the regulatory process measures that are statistically significant in our
specifications. As the mean figures in table 5 (page 51) indicate, the Obama administration’s
regulations were more likely to have a prior NPRM, consult states, commit to a future public
meeting, or stem from a review that was required by law. Regulations reviewed under the acting
OIRA administrator are more likely to consult states, commit to a future public meeting, or stem
from a review that is required by law. Ellig, McLaughlin, and Morrall (2013) do not control for
these factors, so they find no difference in scores attributable to different administrations. Our
results, combined with theirs, indicate that regulations proposed during the Obama
administration or while OIRA had an acting administrator would have had lower scores, were it
not for these differences in the regulatory process in the two administrations. Since agencies’
choices about pre-proposal processes and post-proposal hearings can reflect administration
policies, it may be appropriate to consider not just the Obama Administration and Acting OIRA
Administrator variables, but also the other regulatory process variables, to assess the complete

effect of a change in administrations.
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B. Quantitative Impact

Many of the regulatory process variables have a statistically significant correlation with total
scores for the quality and use of regulatory analysis and also with many scores for individual
questions. But is this effect large or small? To answer this question, we calculate quantitative
results using the coefficients in specification 2. As appendix 2 explains, specification 2 is less
likely to suffer from bias due to multicollinearity than specifications 3 and 4, and so we use
specification 2 for all subsequent analysis in this paper.

Interpretation of ordered logit coefficients is not as straightforward as interpretation of
ordinary least squares coefficients. The score variable is ordinal rather than cardinal. The
dependent variable in an ordered logit regression equation is the log of the ratio of the odds that
the score will or will not have a designated value (Theil 1971, 634). The coefficients estimate
how each explanatory variable affects this odds ratio.

We estimate how each regulatory process variable affects the probability that the total
score exceeds the mean value of 32.5 and the 75th percentile value of 36. For each regulatory
process variable, we use Stata’s “prvalue” command to calculate the probability of the score
variable taking each possible value. All other explanatory variables are set equal to their mean
values. The difference in the predicted probabilities when the regulatory process variable of
interest equals 0 or 1 tells us how the regulatory process variable affects the probability of the
score taking each value. We sum the probabilities of each score exceeding the mean value (32.5)
and the 75th percentile value (36) to produce the results reported in table 6 (page 52). We assess
the effect of OIRA Review Time in a similar way. Since OIRA Review Time is expressed in days
rather than as a dummy variable, we calculate the probability of each score when OIRA Review

Time equals its mean of 0 days and its standard deviation of 42 days.
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An example helps clarify how to interpret table 6. The results for Prior NPRM indicate that
a regulation with a prior NPRM had a 92 percent chance of scoring above the mean value of 32.5.
A regulation without a prior NPRM had a 46 percent chance of scoring above the mean. Therefore,
the prior NPRM increased the odds of scoring above the mean by 46 percentage points—exactly
doubling the odds that the regulation would score above the mean. A prior NPRM increased the
odds of a regulation scoring above 36 (in the 75th percentile) from 13 percent to 67 percent.

In general, the table shows that whenever the regulatory process variables are statistically
significant, they have a noticeable effect on the odds of a regulation’s score exceeding the mean
or ranking in the top 25 percent. Five different variables are associated with a more than 75
percent chance of the score exceeding the mean: Prior NPRM, Request for Information, State
Consultation, Future Public Meeting, and Review Required. A one standard deviation (42-day)
increase in OIRA review time is associated with a 77 percent chance of scoring above the mean.
Even where the predicted odds are lower, the effects of some process variables are dramatic. For
example, the score has a 3 percent chance of ranking in the top 25 percent when OIRA is headed
by an acting administrator, but a 22 percent chance when the administrator is a political
appointee. Similarly, Prior NPRM, Request for Information, State Consultation, Future Public
Meeting, and Review Required more than triple the odds that a regulation will score in the top 25
percent. Thus, the effects of many of the regulatory process variables are not just statistically

significant, but also large.

C. Causality

The large and statistically significant correlations we find are consistent with our theory, but they

do not prove causation. There are other possible explanations for the observed correlations—
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especially the correlation between OIRA Review Time and Report Card scores. A better analysis
may simply take OIRA longer to review because it is more complex; thus, causation may run in
the opposite direction. Or other factors might simultaneously cause higher-quality analysis and
longer review times. More politically controversial regulations might get better analysis and
more careful review. Regulations more (or less) central to an administration’s policy priorities
might receive both better analysis and more careful review. Statutory or judicial deadlines for
issuing regulations could produce lower-quality analysis and cut review time short. These factors
could also affect agency decisions about many of the other regulatory process variables, such as
whether to use ANPRMs or multiple NPRMs.

A two-stage or simultaneous equations analysis might help sort out the causality issues,
but these options are not available with ordered logit in Stata. Instead, we offer some insight by
testing some alternative theories of causality. We identify explanatory variables that should be
statistically significant if the alternative theories of causality are true, then check to see whether
these variables are correlated with both the regulatory process variables and Report Card scores.
If they are not correlated with both, then the alternative theories of causality are less likely to be
correct, and our theory is more likely to be correct.

Table 7 (page 53) lists some alternative hypotheses explaining why Report Card scores
might be correlated with OIRA review time or the regulatory process variables we have
explored. It also identifies one or more independent variables that can be used to test each
hypothesis in regressions predicting the length of OIRA review time or the agency regulatory
process activities of interest. We use the number of public comments to see whether political
salience of the regulation might affect agency activity or the length of OIRA review. Two

variables measure the complexity of the regulation’s topic: the total number of words in the
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NPRM and RIA, and whether the RIA includes a Regulatory Flexibility Act analysis."> A
Regulatory Flexibility Act analysis, required by law under certain circumstances, assesses
whether the regulation disproportionately burdens small businesses and, if so, whether there are
regulatory alternatives that might lessen this impact. We check to see whether review time or
agency activities vary based on the regulation’s relationship to each administration’s policy
priorities by including the agency policy preference variables interacted with administration
dummy variables. We test for the effect of deadlines with dummy variables indicating whether
the regulation was subject to a statutory or judicial deadline.

Finally, we test to see whether two shifts in administration policies are correlated with
review time or agency activity. The first dummy variable indicates whether the regulation was a
midnight regulation in the Bush administration. These may have been rushed through the review
process, with less extensive analysis by agencies and a shorter OIRA review. The second
indicates whether OIRA review of the regulation concluded after the Obama administration
issued its Regulatory Impact Analysis Checklist in November 2010, which clarified that the new
administration expected RIAs to address the same topics and follow the same principles laid out
in prior administrations’ executive orders on regulatory analysis.

Table 8 (page 54) shows regression results, using ordinary least squares to estimate the
OIRA Review Time equation and using logit to estimate the equations for the other regulatory
process variables. In the first regression, four of the variables are correlated with OIRA Review
Time. The agency policy preference variables indicate that regulations from agencies with more

conservative policy preferences received shorter review times during the Obama administration

"> We could not use word counts for the NPRM and RIA separately because agencies sometimes produce the RIA as
a separate document, sometimes publish the RIA as a separate section of the NPRM, and sometimes intersperse RIA
content at various places in the NPRM as part of the agency’s justification for the regulation.
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and longer review times during the Bush administration. Yet the regression results in table 4
suggest that agencies with more conservative policy preferences had higher Report Card scores
during the Obama administration and lower scores during the Bush administration. This is
precisely the opposite of the result we would expect to see if regulations closer to (or further
from) an administration’s policy priorities simultaneously receive better analysis by agencies and
lengthier OIRA reviews.

Midnight regulations appear to receive longer review times—a finding inconsistent with
the hypothesis that Bush administration policy toward midnight regulations explains the positive
correlation of OIRA Review Time with Report Card scores, since Midnight Regulation is
negatively correlated with the Report Card score in table 4’s regressions. The results for Judicial
Deadline indicate that judicial deadlines are associated with shorter review times, and the results
for Post-RIA Checklist indicate that regulations reviewed after the checklist had longer review
times. These last two results are the only ones that may be consistent with a theory that some
factor not taken into account in our earlier regressions explains both the length of OIRA reviews
and the Report Card score.

The logit regressions reveal that few explanatory variables are correlated with the
regulatory process variables. Public Comments is never statistically significant. Word Count is
positive and significant at the 10 percent level in two regressions and at the 5 percent level in
one. The other variable indicating a more complex analysis, Regulatory Flexibility Analysis, is
never significant. The agency policy preference variables are significant at the 5 percent level in
one regression and at the 10 percent level in another, but in both cases they have the same sign.
They suggest that agencies with more conservative policy preferences were more likely to have

ANPRMs and less likely to issue a request for information during both administrations—another
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set of findings inconsistent with the theory that the correlation between Report Card scores and
visible agency actions can be traced to administration policy priorities that simultaneously affect
both. Statutory Deadline is marginally significant in just two regressions, but the coefficient is
positive, which indicates that statutory deadlines are associated with more extensive agency
activity, not less. Judicial Deadline and Post-RIA Checklist are not significant in any of the
regressions. Midnight Regulation is positive and marginally significant in just one.

Thus, there is some weak evidence that Word Count, Judicial Deadline, and Post-RIA
Checklist might affect the length of OIRA review or some of the regulatory process variables in
ways that are consistent with the alternative hypotheses in table 7. When we add these variables
to specification 2 in table 4, however, none of them are significantly correlated with the Report
Card score.'* This result occurs regardless of whether we include or omit OIRA Review Time and
the regulatory process variables that are correlated with these additional variables. Therefore, we

ultimately find no statistical evidence supporting any of the alternative hypotheses.

D. Scores on Separate Categories of Criteria

The complete Report Card dataset consists of numerical scores on 30 different questions for each
regulation, grouped into three categories of criteria. Aggregating these into a total score may
mask important relationships. Some variables of interest may have positive correlations with
some components of the total score and negative correlations with others, thus appearing to have
little or no correlation with the total score. Others may be correlated only with some criteria, but
not strongly enough to show up as a correlation with the total score. To see whether the

regulatory process variables affect all aspects of the analysis uniformly, we run separate

' These regression results are omitted for brevity, but are available from the authors.
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regressions using scores on the three categories of criteria as the dependent variable: Openness,
Analysis, and Use. Because one of the proposed regulatory reforms would require agencies to
formulate plans for retrospective analysis of regulations at the time they are issued, we also run a
regression using the sum of the scores on the two Use questions that assess how well agencies
currently make provisions for retrospective analysis. Table 9 (page 55) shows the results.

The first three regressions reveal that there are indeed some differences in results for
different categories of criteria. Request for Information is the only regulatory process variable that
is significant and positively correlated with Openness, Analysis, and Use. Prior NPRM, Review
Required, and OIRA Review Time are significant and positively correlated with Analysis and Use,
but not with Openness. Future Public Meeting is significant and positively correlated with
Openness and Use, but not Analysis. State Consultation is significant and positively correlated
only with Analysis. ANPRM becomes marginally significant and positively correlated with Use.
Acting OIRA Administrator is significant and negatively correlated only with Use. Public Meeting
is significant and negatively correlated with Openness, suggesting that analysis is less well
documented or less readable when the agency has held a public meeting before the proposal.

These results qualify some of the conclusions a reader might draw from the Total Score
regressions in table 4. Readers concerned mainly with the quality of analysis and accompanying
documentation would want to focus on the regressions for Openness and Analysis, ignoring Use.
Most of the regulatory process variables that are positively correlated with Total Score are also
statistically significant and positively correlated with Openness, Analysis, or both. However,
Future Public Meeting is only marginally significant for Openness, not significant for Analysis,
and highly significant for Use. Similarly, Acting OIRA Administrator is not significantly

correlated with Openness or Analysis, but highly significant for Use. Finally, ANPRM also
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becomes marginally significant for Use. Thus, a commitment to a future meeting, a political
appointee heading OIRA, and an ANPRM do not improve the quality of analysis, but they may
encourage agencies to do a better job explaining how they used the analysis.

The final regression uses only the sum of the scores on the two retrospective analysis
criteria as the dependent variable. These criteria assess the extent to which the agency laid the
groundwork for retrospective analysis of the regulation by articulating goals and measures and
identifying data it could use to assess the regulation’s results. Only two of the regulatory process
variables have a highly significant correlation with the retrospective analysis score: State
Consultation and Review Required. The finding that agencies make greater provision for
retrospective analysis when legislation requires review of the regulation may seem obvious.
Restating this conversely provides greater insight: agencies appear less likely to make provision

for retrospective analysis when the law does not require them to review their regulations.

E. Scores on Individual Criteria
To guard against the possibility that the results reported above are artifacts of the Report Card’s
averaging and weighting scheme, we also run regressions using the score on each of the 30
individual questions as the dependent variable. Running 30 regressions is likely to produce some
statistically significant correlations merely by chance, so we interpret these results with caution.
To conserve space, table 10 (page 56) summarizes all correlations for regulatory process
variables that were significant at the 10 percent level or greater.

Three findings of interest emerge from table 10. First, there are very few anomalous
correlations that contradict prior results in tables 4 and 9. Second, the variables significantly

correlated with the total score are correlated with numerous individual criteria, lending more
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confidence to the results reported above. Third, several variables that lack significant correlation
with the total score, or with the scores of the three categories of criteria, are correlated with the
scores of some individual criteria. These include ANPRM (positive) and Advisory Committee
(negative). Several other variables that lack correlation with the scores of categories of criteria in
table 9 are nevertheless correlated with the scores of some individual criteria within those
categories in table 10; these include Public Meeting, Future Public Meeting, and Acting OIRA
Administrator. Thus, these regulatory process variables may have somewhat more correlation

with some aspects of regulatory analysis than tables 4 and 9 indicate.

V. Implications for Regulatory Reform

Our results suggest that four types of regulatory process reforms may substantially improve the
quality and use of RIAs: (1) expanded use of ANPRMs for major regulations, (2) public hearings
for “high impact” regulations after they are proposed, (3) preparation of retrospective analysis

plans at the time a regulation is issued, and (4) expansion of OIRA’s influence and resources.

A. Expanded Use of ANPRMSs for Major Regulations

Expanded use of ANPRMs is expected to improve the quality and use of regulatory analysis for
three different reasons. First, public comment on a preliminary analysis provides the agency with
more information; it allows the agency to benefit from critiques, feedback, and other public input
(President’s Jobs Council 2011, 43). Second, requiring an agency to produce a preliminary
analysis of the problem and alternative solutions before it writes a proposed regulation helps
counter the well-documented tendency of agencies to make regulatory decisions first and then

task economists or other analysts with writing an analysis that supports decisions that have
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already been made (Williams 2008; House Judiciary Committee 2011, 32—33). Third, public
disclosure of a preliminary analysis alters incentives by “crowdsourcing” regulatory review,
instead of leaving the review function solely to OIRA (Belzer 2009).

Although we present evidence that OIRA improves the quality and use of regulatory
analysis, Report Card scores indicate that most RIAs fall short of the ideals enunciated in
Executive Order 12866 (Ellig and McLaughlin 2012; Ellig et al. 2013). OIRA and the rule-
writing agencies are both in the executive branch, and analysis is often secondary to politics
(Arbuckle 2011). Involving parties outside the executive branch at an earlier stage could help
reveal politically motivated flaws in the analysis or its use.

None of our pre-proposal process variables precisely mimic the preliminary analysis of
the problem and alternative solutions recommended by the President’s Jobs Council and required
in the Regulatory Accountability Act. Several, however, are analogous. The current practice that
probably most resembles the type of ANPRM proposed by regulatory reformers is Prior NPRM.
Prior NPRM has one of the largest and most statistically significant correlations with the quality
and use of regulatory impact analysis. A few additional regulatory process variables are less
directly analogous to the proposed mandatory ANPRM but nevertheless indicate some of the
tradeoffs associated with agency efforts to gather more information via pre-proposal processes.
We note that formal requests for information and consultation with states usually improve scores
when they have a statistically significant effect. These are not the same as ANPRMs, but they are
similar in one respect: they are formal procedures that allow the agency to collect more
information before proposing a regulation.

Perhaps ironically, ANPRM is not statistically significant (except at the 10 percent level

in the Use regression). There are two possible explanations—one substantive, one statistical. The
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substantive explanation is that perhaps the ANPRMs for the regulations in our sample were not
sufficiently thorough to measurably improve the quality of the regulatory analysis. A prior
NPRM, on the other hand, would have included a more complete draft RIA; Prior NPRM is
associated with higher-quality analysis. The statistical explanation is that ANPRM is to some
extent correlated with several of the other process variables. Using Total Score as the dependent
variable, ANPRM becomes significant at the 5 percent level if we omit Future Public Meeting or
Review Required, and it is significant at the 10 percent level if we remove Request for
Information, Advisory Committee, Revised Rule, or OIRA Review Time. (The statistical
significance of these variables remains unchanged if we omit ANPRM.)"

Two other information-gathering processes are not associated with improved quality or
use of analysis: public meetings and advisory committees. We suspect this occurs because
public meetings can become a forum for deal-making among large stakeholders before any
analysis is conducted. In addition, the negative interaction of Advisory Committee with OIRA
Review Time suggests that advisory committees sometimes insulate analysis from improvement
via the OIRA review process. Thus, not all pre-proposal information-gathering unambiguously

improves RIAs.

B. Public Hearings for “High Impact” Regulations after They Are Proposed

None of the regulations in our sample were adopted through formal rulemaking, so none of
them involved the kind of hearings specified in the Administrative Procedure Act. Twenty-one
of the regulations, however, included an agency commitment to some kind of hearing or other

public meeting to discuss the regulation after the NPRM. This commitment to a public meeting

' These regression results are omitted for brevity, but are available from the authors.
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in the future has a positive and statistically significant correlation with the total score and with
the Openness score (with a 10 percent significance level) and the Use score (with a 1 percent
significance level). Simply the possibility of having to defend the regulation and the
accompanying analysis in public appears to motivate agencies to better explain how they used
their analysis.

We emphasize, though, that not all public meetings improve the quality of analysis.
Public meetings before the NPRM are associated with a lower Openness score. Public Meeting’s
negative coefficient in the Openness regression is larger than the coefficient on Future Public
Meeting, which suggests that the positive effects of a future meeting are not large enough to

counteract the negative effects of a pre-proposal public meeting.

C. Prepare Retrospective Analysis Plans for Regulations at the Time They Are Issued

Despite repeated presidential exhortations in executive orders, agencies rarely engage in
rigorous retrospective analysis to determine whether regulations accomplished their intended
outcomes (Lutter 2012; US GAO 2007). Report Card data indicate that agencies rarely make
provision for retrospective analysis when they issue regulations (Ellig et al. 2013, table 3). The
regression in the last column of table 7 suggests that Review Required is correlated with higher
scores on the retrospective analysis criteria. Review Required is also associated with higher-
quality analysis. The legislative requirements for review we encountered were not
requirements for full retrospective analysis. The fact that even the relatively weak requirements
in some existing laws are correlated with better analysis of prospective regulations and better
preparation for retrospective analysis gives us hope that an explicit requirement would have a

stronger effect.
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D. Expand OIRA’s Resources and Influence

Our regression results offer two pieces of evidence that more extensive OIRA review could
improve the quality and use of regulatory impact analysis. First, OIRA review time is positively
correlated with the quality and use of regulatory analysis—consistent with Shapiro and Morrall’s
(forthcoming) finding that RIAs undergoing longer OIRA review contain more information.
Second, scores on the Use criteria are lower when OIRA is headed by an acting administrator
rather than a presidential appointee—which means scores are higher when an administrator
appointed by the president gives the office more clout in its negotiations with agencies.

Given these results, we think that giving OIRA more resources to undertake regulatory
review would likely lead to better regulatory analysis and greater use of the analysis in decisions.
This conclusion is warranted as long as one accepts that OIRA review time is a reasonable proxy
for the extensiveness of OIRA review. Increasing OIRA’s regulatory review staff would surely
increase the number of “person-days” OIRA could devote to review, which would permit more
thorough review even if review times fall due to the increase in staff. Indeed, Shapiro and
Morrall (forthcoming) conclude that increasing OIRA’s staff would improve RIAs at lower
social cost than merely extending OIRA review time.

We suspect that extending OIRA review to independent agencies’ regulations would also
improve the quality and use of analysis for those regulations. This inference might seem
unwarranted, since the sample does not include any regulations from independent agencies. If
our source for the score data had included independent agency regulations, we could offer a more
definitive test of whether independent agencies with no OIRA review produce better or worse
analysis than executive branch agencies. Our results suggest, however, that OIRA review of

executive branch agencies’ regulations is associated with greater quality and use of analysis.
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Unless independent agencies already conduct excellent economic analysis of their regulations, or
their regulations are of such different character that OIRA could offer no useful insights, there is
little reason to think OIRA review would not be helpful.

We are aware of no evidence that independent agencies customarily conduct excellent
economic analysis. Even the independent agency that arguably has the strongest legislative
requirements for benefit-cost analysis of regulations—the Securities and Exchange
Commission—has lost multiple court cases due to inadequate economic analysis.'® Scholars at
Resources for the Future have found that other independent agencies rarely present information
about the benefits and costs of their regulations (Fraas and Lutter 2011b).

There is also little evidence that independent agency regulations are so different in
substance from executive branch regulations that OIRA’s insights could not be helpful.
Independent agencies such as the Federal Communications Commission, the Securities and
Exchange Commission, the Consumer Financial Protection Bureau, and the Consumer Product
Safety Commission deal with economic, financial, and safety issues amenable to the same type
of economic analysis employed in RIAs for executive branch regulations in our sample. The
balance of evidence currently available, therefore, suggests that OIRA’s expertise—and OIRA’s
ability to return regulations with inadequate analysis to agencies—would likely help independent
agencies produce better economic analysis of their regulations. Directly comparing the quality of
analysis for regulations from independent and executive branch agencies would offer a more

definitive test; that is a topic ripe for further research.

' Business Roundtable and Chamber of Commerce v. SEC, 647 F.3d 1144 (D.C. Cir. 2011); American Equity Inv.
Life Ins. Co. v. SEC, 572 F.3d 923 (D.C. Cir. 2009); Chamber of Commerce v. SEC, 443 F.3d 890 (D.C. Cir. 2006);
Chamber of Commerce v. SEC, 412 F.3d 133 (D.C. Cir. 2005).
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VI. Conclusion

Pre-proposal activity by OIRA and by agencies is often positively correlated with the quality and
use of regulatory impact analysis. Other aspects of the regulatory process, such as a legislative
requirement that the agency revisit the regulation, or the agency’s commitment to hold a future
public meeting on the proposed regulation, also seem to have a positive effect. Our results give
cause for optimism about the likely effects of several regulatory process reforms currently under
discussion at the federal level in the United States.

Nevertheless, this paper does not purport to be a complete benefit-cost analysis of any of
these regulatory reform proposals. A complete benefit-cost analysis would need to consider two
additional questions. First, would improving the quality or use of analysis lead to regulations
with greater net benefits? Second, would the increase in net benefits outweigh any costs
associated with delays introduced by new procedural requirements? These questions are beyond
the scope of this paper, but we have taken the crucial first step toward such a benefit-cost
analysis by identifying features of the regulatory process that are associated with greater quality
and use of regulatory impact analysis.

Our findings have implications beyond the contemporary regulatory reform debate.
For readers curious about the effects of the current regulatory process, our analysis suggests
that the agencies” and OIRA’s current hard work is not futile. Many types of activity are
positively correlated with the quality and use of regulatory impact analysis. Moreover, the
signs and significance of our control variables are largely consistent with what theory and the
findings of previously published research suggest. Indeed, our addition of the pre-proposal
process variables often increases the size and statistical significance of the variables employed

in prior research.
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Most broadly, this paper demonstrates how data from qualitative evaluations of RIAs can
be used to generate substantial information about the effects of administrative processes.
Although we certainly do not believe we have exhausted the possible applications of the Report
Card dataset, we advance the creators’ vision of using the data to assess whether “the quality of

analysis varies systematically with institutional factors” (Ellig and McLaughlin 2012, 869).
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Table 1. Report Card Questions

Openness
Accessibility: How easily were the RIA, the proposed rule, and any supplementary materials found online?
Data Documentation: How verifiable are the data used in the analysis?
Theory Documentation: How verifiable are the models and assumptions used in the analysis?
Readability: Was the Regulatory Impact Analysis comprehensible to an informed layperson?

R A

Analysis
5. Outcomes
a. How well does the RIA identify ultimate outcomes that affect citizens’ quality of life?
b. How well does the RIA identify how these outcomes are to be measured?

c. Doesthe RIA provide a coherent and testable theory showing how the regulation will produce the desired

outcomes?
d. Does the analysis present credible empirical support for the theory?
e. Does the analysis adequately assess uncertainty about the outcomes?
6. Systemic Problem
a. Does the analysis identify a market failure or other systemic problem?
b. Does the analysis outline a coherent and testable theory that explains why the problem (associated with
the outcome above) is systemic rather than anecdotal?
c. Does the analysis present credible empirical support for the theory?
d. Does the analysis adequately assess uncertainty about the existence and size of the problem?

7. Alternatives
a. Does the analysis enumerate other alternatives to address the problem?
b. Isthe range of alternatives considered narrow or broad?
c. Does the analysis evaluate how alternative approaches would affect the amount of the outcome
achieved?
d. Does the analysis adequately address the baseline—what the state of the world is likely to be in the
absence of further federal action?

8. Costs and Benefits
a. Does the analysis identify and quantify incremental costs of all alternatives considered?

b. Does the analysis identify all expenditures likely to arise as a result of the regulation?

c. Does the analysis identify how the regulation would likely affect the prices of goods and services?

d. Does the analysis examine costs that stem from changes in human behavior as consumers and producers
respond to the regulation?

e. Does the analysis adequately address uncertainty about costs?

f. Does the analysis identify the approach that maximizes net benefits?

g. Does the analysis identify the cost-effectiveness of each alternative considered?

h. Does the analysis identify all parties who would bear costs and assess the incidence of costs?

i. Does the analysis identify all parties who would receive benefits and assess the incidence of benefits?

Use
9. Any Use Claimed: Does the proposed rule or the RIA present evidence that the agency used the Regulatory
Impact Analysis?
10. Net Benefits: Did the agency maximize net benefits or explain why it chose another option?
11. Goals & Measures: Does the proposed rule establish measures and goals that can be used to track the
regulation’s results in the future?

12. Retrospective Data: Did the agency indicate what data it will use to assess the regulation’s performance in the

future and establish provisions for doing so?

Source: Jerry Ellig and Patrick A. McLaughlin. “The Quality and Use of Regulatory Analysis in 2008.” Risk
Analysis 32 (2012): 869-71.



Table 2. Summary Statistics, Dependent Variables

N Mean SD Min Max

Total 71 325 6.5 14 48
Openness 71 12.9 2.5 6 18
Analysis 71 11.3 3.1 2 18
Use 71 83 3.2 2 15
Use (retrospective)* 71 3.1 1.8 0 10

*Sum of scores on questions 11 and 12.

Table 3. Summary Statistics, Regulatory Process Variables

N Mean SD Min Max Frequency
ANPRM 71 0.25 0.44 0 1 18
Prior NPRM 71 0.13 0.34 0 1 9
Request for Information 71 0.15 0.36 0 1 11
Advisory Committee 71 0.46 0.50 0 1 33
State Consultation 71 0.15 0.36 0 1 11
Public Meeting 71 0.32 0.47 0 1 23
Future Public Meeting 71 0.30 0.46 0 1 21
Revised Rule 71 0.85 0.36 0 1 60
Review Required 71 0.35 0.48 0 1 25
Acting OIRA Administrator 71 0.14 0.35 0 1 10
OIRA Review Time* 71 0.00* 42.30 -71 126 NA

*OIRA Review Time is measured as deviation from mean review time in each year.
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Table 4. Total Score Regressions (N = 71)

(1) (2) (3) (4)

ANPRM 0.84 (1.34) 0.71 (1.03) 0.52 (0.60) 0.44 (0.53)
Prior NPRM 1.70 (1.93)* 2.58 (2.73)*** 3.41 (3.35)%** 3.01 (2.88)***
Request for Information 1.71 (2.46)** 2.63 (3.03)*** 4.33 (3.64)*** 4.26 (4.03)***
Advisory Committee 0.23 (0.43) -0.33(0.51) -0.22 (0.29) -0.62 (0.86)
State Consultation 1.42 (2.22)** 1.73 (2.19)** 1.90 (2.16)** 1.90 (2.20)**
Public Meeting -0.78 (1.46) -0.65 (1.12) -1.93 (2.44)** -0.09 (0.13)
Future Public Meeting 1.26 (1.98)** 1.86 (2.44)** 1.90 (2.16)** 3.00 (3.14)***
Revised Rule -1.01 (1.31) -1.45 (1.79)* -0.87 (0.96) -1.75 (1.89)*
Review Required 1.77 (2.80)*** 1.55 (2.07)** 1.70 (2.14)** 1.84 (2.21)**
Acting OIRA Administrator ~ -1.97 (2.51)**  -2.08 (2.12)** -1.75 (1.78)* -2.64 (2.56)**
OIRA Review Time 0.004 (0.29) 0.04 (2.53)** 0.04 (1.90)* 0.10 (2.60)***
OIRA Review Time’ -0.0001 (0.70)  -0.0005 (2.30)** -0.0005 (2.08)** -0.0008 (1.91)*
Obama Administration -1.93 (2.22)** -1.58 (1.48) -2.10(2.23)**
Midnight Regulation -4.26 (3.66)*** -3.30 (2.01)** -6.69 (4.86)***
Midnight Leftover -3.20 (3.22)*** -2.07 (1.48) -2.74 (2.58)***
Civil Rights -2.16 (1.61) -0.65 (0.35)
Security 1.61 (1.05) 3.67 (2.16)**
Environment 2.16 (2.33)** 3.63 (3.28)***
Safety 0.05 (0.06) 0.32 (0.35)
Obama Administration x Agency Preference 1.58 (3.51)*** 1.31(1.02) 2.29 (4.37)***

Bush Administration x Agency Preference
Public Comments

Department of Transportation
Environmental Protection Agency
Department of Labor

Department of Homeland Security
Department of Justice

Department of the Interior

Department of Energy

Department of Health & Human Services
Department of Agriculture

General Services Administration

Joint EPA-DOT

OIRA Review Time x ANPRM

OIRA Review Time x Prior NPRM

OIRA Review Time x Request for Information
OIRA Review Time x Advisory Committee
OIRA Review Time x State Consultation
OIRA Review Time x Public Meeting

OIRA Review Time x Future Public Meeting
OIRA Review Time x Revised Rule

OIRA Review Time x Review Required

-1.97 (3.77)***
0.0001 (2.28)**

-4.48 (4.00)***
0.0001 (2.28)**

-2.57 (4.12)***
0.0002 (2.94)***

Pseudo-R’

.04

.16

1.09 (0.80)
-0.84 (0.36)
-5.06 (1.93)*
5.28 (2.64)***
0.82 (0.34)
2.37(1.43)
5.24 (2.59)***
-2.42 (0.85)
2.90 (1.55)
1.65 (0.76)
8.46 (3.09)***
-0.002 (0.09)
-0.002 (4.11)***
0.006 (0.24)
-0.07 (3.50)***
-0.002 (0.10)
0.03 (1.57)
-0.05 (2.41)**
0.03 (1.37)
-0.44 (1.84)*
21 23

Notes: Absolute values of Z-statistics in parentheses. Statistical significance:

percent.

*10 percent, **5 percent, ***1
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Table 6. Potential Effect of Regulatory Process
Variables on Probability of Score Exceeding
Mean or 75th Percentile

ANPRM

Pr (Score > 32.5)

Pr (Score > 36)

Prior NPRM

Pr (Score > 32.5)

Pr (Score > 36)
Request for Information
Pr (Score > 32.5)

Pr (Score > 36)
Advisory Committee
Pr (Score > 32.5)

Pr (Score > 36)
State Consultation
Pr (Score > 32.5)

Pr (Score > 36)
Public Meeting

Pr (Score > 32.5)

Pr (Score > 36)
Future Public Meeting
Pr (Score > 32.5)

Pr (Score > 36)
Revised Rule

Pr (Score > 32.5)

Pr (Score > 36)
Review Required

Pr (Score > 32.5)

Pr (Score > 36)

Acting OIRA Administrator

Pr (Score > 32.5)
Pr (Score > 36)
OIRA Review Time
Pr (Score > 32.5)
Pr (Score > 36)

1
0.68
0.27
1
0.92
0.67
1
0.92
0.67
1
0.51
0.15
1
0.84
0.48
1
0.45
0.12
1
0.82
0.44
1
0.50
0.15
1
0.78
0.37
1
0.17
0.03
42+
0.77
0.36

0
0.51
0.15
0
0.48
0.13
0
0.46
0.13
0
0.60
0.20
0
0.49
0.14
0
0.61
0.21
0
0.42
0.11
0
0.81
0.42
0
0.42
0.11
0
0.63
0.22
0
0.57
0.19

Difference
0.17

0.12
Difference
0.45%**
0.54%**
Difference
0.46%**
0.54%**
Difference
-0.08
-0.05
Difference
0.35**
0.34**
Difference
-0.16
-0.09
Difference
0.40**
0.33**
Difference
-0.31*
-0.28*
Difference
0.35**
0.26**
Difference
—0.45**
-0.19**
Difference
0.20**
0.18**

Note: Calculated with all other variables set at mean values.
Mean score is 32.5; 75th percentile score is 36. Statistical
significance of regression coefficient: *10 percent, **5
percent, ***1 percent. +One standard deviation = 42 days.
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Table 7. Alternative Hypotheses Explaining Correlation of Regulatory Report Card Scores

with OIRA Review Time or Agency Activities

Factors that may simultaneously lead to better
analysis and lengthier OIRA review or more
extensive agency activity

Regression variable(s)

Political salience of the regulation

Public Comments

Complexity of the regulation’s topic

Combined word count for NPRM and RIA

RIA includes Regulatory Flexibility Act analysis

Relationship of the regulation to the
administration’s policy priorities

Obama Administration x Agency Preference

Bush Administration x Agency Preference

Deadlines

Statutory Deadline

Judicial Deadline

Shifts in administration policy

Midnight Regulation

Regulation reviewed after Obama administration
RIA checklist
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Table 9. Regressions Using Categories of Criteria (N =71)

Dependent Variable

Openness Analysis Use Use (retrospective)+
ANPRM 0.24 (0.33) 0.37 (0.51) 1.22 (1.64)* 0.47 (0.60)
Prior NPRM 1.13 (1.31) 2.02 (2.15)** 2.32 (2.34)** 1.46 (1.54)
Request for Information 1.84 (2.01)** 1.37 (1.61)* 2.32 (2.65)*** 0.38(0.43)
Advisory Committee -0.49 (0.78) -0.37 (0.54) 0.94 (1.34) 0.76 (1.12)
State Consultation 0.18 (0.23) 2.15 (2.60)*** 1.19 (1.48) 2.59 (3.11)***
Public Meeting -2.17 (3.48)***  -0.32(0.51) 0.44 (0.73) 0.66 (1.05)
Future Public Meeting 1.26 (1.74)* 0.46 (0.61) 2.51 (3.29)*** 1.25 (1.75)*
Revised Rule 0.12 (0.15) -1.52 (1.88)* -2.39 (2.69)*** -1.37 (1.57)
Review Required -1.31(1.81)* 1.96 (2.60)*** 3.16 (3.85)*** 2.67 (3.30)%**
Acting OIRA Admin. -1.06 (1.33) -1.28 (1.30) -2.88 (3.13)*** -0.22 (0.25)
OIRA Review Time 0.01 (0.71) 0.04 (2.26)** 0.04 (2.41)** 0.03 (1.90)*
OIRA Review Time’ <-0.0001 (0.03) -0.0005 (2.17)**  —0.0006 (2.59)***  —0.0006 (2.30)**
Obama Administration -1.44 (1.76)* -1.25 (1.47) -1.32 (1.37) -1.89 (2.12)**
Midnight Regulation -4.28 (3.56)***  -2.24 (2.07)** -1.19 (1.03) -1.13 (1.08)
Midnight Leftover -2.95 (2.99)***  -1.54 (1.68)* -0.55 (0.53) -1.05 (1.00)
Civil Rights 3.09 (2.54)%**  -3.10(2.19)** -3.98 (2.74)*** -4.03 (2.79)***
Security 1.45 (0.81) 1.38 (0.89) 1.58 (0.71) 0.22 (0.06)
Environment 4.01(3.92)***  1.61(1.78)* -0.57 (0.58) -1.51 (1.46)
Safety 1.32 (1.60) -0.08 (0.10) -0.13 (0.16) -0.58 (0.68)
Obama Admin. x Agency Pref.  0.26 (0.60) 0.47 (1.15) 1.86 (4.15)*** 0.64 (1.53)
Bush Admin. x Agency Pref. -2.28 (4.03)***  -1.44 (2.77)***  -0.72(0.15) -0.44 (0.87)

Public Comments
Pseudo-R’

0.00005 (0.88)
.19

.00007 (1.28)
13

0.0002 (2.95)**
24

0.0001 (2.04)**
.19

Notes: Absolute values of Z-statistics in parentheses. Statistical significance: *10 percent, **5 percent, ***1
percent. +Uses sum of scores for questions 11 and 12.
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Appendix 1. Empirical Model

The goal of this empirical exercise is to determine which regulatory actions are associated with a
higher-quality regulatory analysis and better use of that analysis in the proposed rule. Maddala
(1983) and Greene (2003) develop the econometric theory we use in this study, the ordered logit

model. In an ideal situation, we would estimate the following latent model:

Vi = PBo+ Bixia + PaXip + -+ PagXis + & (EQ 1)

The variable y; is the perfect measure for capturing the true quality and use of regulatory
analysis. The subscript, i, denotes a particular observation in our sample of 71 regulations. The
numerical subscript indexes the 28 different independent variables utilized in this study and their
corresponding coefficients. In reality, y;" is unobservable, but we are able to observe a proxy for
this value: expert subjective assessments of the quality and use of regulatory analysis for each
individual rule.

The expert assessment does not provide y;, but rather a censoring of y; into different
categories based on subjective thresholds. The observed value, y;, depends on whether the
quality and use of regulatory analysis crosses above these subjective threshold marks. These
threshold points correspond with the various possible scores a regulation can receive on the

Regulatory Report Card. Using the Report Card data, we estimate the following model:

yi = Po + ﬁ1xi,1 + ,Bzxi,z + o+ BagXing T & (EQ2)
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These scores are ordinal. Theoretically, there are 61 possible values for the dependent
variable. The possible values for y; range from no or very poor regulatory analysis quality and

use (0) to very thorough regulatory analysis quality and use (60). Thus,

yi=1 if0<y <,

yi=2 ifp <y <,

yi =60  ifuse <y

In the actual dataset, the Report Card scores for 2008—10 range from 14 to 48.

The various us are unknown parameters estimated by the corresponding f3;. Essentially,
the us are the subjective threshold the expert evaluators have in mind when determining the
regulation’s Report Card score. That is, if the expert assesses a particular regulation and
determines that the true value of y;" falls between thresholds p,, and 44, that regulation would
receive a score of 41. The specific score a regulation receives depends on measurable factors, our
independent variables denoted by the x; ;.

While the Report Card score is likely to be highly correlated with the underlying,
unobservable measure of the true quality and use of regulatory analysis, our proxy stems from
subjective evaluation, which may introduce additional measurement error.'’

One of the major assumptions of the ordered logit model is that the cumulative

distribution function for this error term, ¢;, is a logistic function. That is,

'7 Another assumption we make is that the expert assessment is made in a similar way across all regulations; that is,
the error component is similar for all regulations. Ellig and McLaughlin (2012) and Ellig, McLaughlin, and Morrall
(2012) report the results of inter-rater reliability analysis that demonstrates that the rating system produces consistent
results across evaluators.
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exp(&;)
[1+ exp(e;)]*

f(e) =

Thus, the probabilities associated with the observed outcomes can be written as

1 60

o5y (EQ3)

Probly; = jlx;] = Prob|e; < u; — x;'B] = Probu; s —x/'B|, j = .=, oo

The alternative assumption that the error term follows a standard normal distribution
function would lead us to estimate ordered probit. The results of these two estimations are
typically similar, but ordered logit coefficients can be given a straightforward quantitative
interpretation. The dependent variable in an ordered logit regression equation is the log of the
ratio of the odds that the score will or will not have a designated value. The coefficients estimate
how each explanatory variable affects this odds ratio.

This paper contains several different variants of the ordered logit model, only differing
with respect to which subset of the possible x; terms are included. Equation 4, below, depicts the

individual components of vector x;, which are described in depth in the data section.
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x;i1 = ANPRM
X;, = Prior NPRM
X;3 = Request for Information
X; 4 = Advisory Committee
x; 5 = State Consultation
x; ¢ = Public Meeting
X;7; = Future Public Meeting
x;g = Revised Rule
X;9 = Review Required
Xi10 = Acting OIRA Administrator
X;11 = OIRA Review Time
X;12 = OIRA Review Time?
X;13 = Obama Administration
X;14 = Midnight Regulation
X;15 = Midnight Leftover
x;16 = Civil Rights
X;17 = Security
X;1g = Environment
Xi19 = Safety
Xi20 = Obama Administration X Agency Preferences
X;21 = Bush Administration X Agency Preferences
Xi22 = Public Comments

X;23 = DOT
X;24 = EPA
Xi2s5 = DOL
Xi26 = DHS
Xi27 = DOJ
X;28 = DOI
Xi29 = DOE
Xi30 = HHS
Xi31 = USDA
Xi32 = GSA

x;33 = EPADOT
Xi34 = OIRA Review Time X ANPRM
X;35 = OIRA Review Time X Prior ANPRM
X;36 = OIRA Review Time X Request for Information
X;37 = OIRA Review Time X Advisory Committee
X;3g = OIRA Review Time X State Consultation
X;39 = OIRA Review Time X Public Meeting
X; 40 = OIRA Review Time X Future Public Meeting
X;41 = OIRA Review Time X Revised Rule
X; 42 = OIRA Review Time X Review Required

‘Vi=1,..71.(EQ4)

J
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Equation 2 (EQ 2) depicts the model we estimate in all regressions in this study. We
estimate four specifications of our model for which the dependent variable, y;, is the composite
Report Card score. Specification 1, our most basic estimation, includes only the pre-proposal
process variables without controlling for any other factors. The independent variables included
are X; 1, ..., Xj 12. Specification 2 builds on specification 1 by adding several control variables—
whether the NPRM committed the agency to holding a hearing or other public meeting in the
future to receive comments on the regulation, whether the proposed regulation is a revision of an
existing rule, whether the revision was required by law, and the number of comments filed in the
proceeding (found in Ellig et al. 2012), as well as dummy variables for the type of regulation.
The set of independent variables included in this estimation is X; 1, ..., X; 22.

Our third specification is nearly identical to specification 2, but we substitute the dummy
variables for regulation type for dummy variables controlling for the agency issuing the NPRM
(including a dummy variable for the one NPRM jointly issued by the EPA and DOT). The set of
independent variables included in this estimation is X; 1, ..., X; 15; X; 20, -+ X;33-

Finally, specification 4 builds directly on specification 2 by including our set of
interaction terms. This is done to determine whether and to what extent specific agency pre-
proposal procedures are complements or substitutes for OIRA review efforts. The set of
independent variables, X; 1, ..., X; 225 X; 34, ..., Xj 42 15 included in this final specification.

As a robustness check, we re-estimate the same regression model (depicted in equation 2)
utilizing the individual components of the composite Report Card score as each of our dependent
variables, y;. This is done in order to see whether the regulatory process variables affect all

aspects of the analysis uniformly. Specifically, we re-estimate the regressions for specification 3
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and specification 4 using the three categories of criteria (Openness, Analysis, and Use) and

scores for each of the 30 evaluation questions as the dependent variable.
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Appendix 2. Multicollinearity Considerations

Some of the regulatory process variables we consider might not be independent of each other.
For example, for especially important or controversial regulations, agencies might take several of
the pre-proposal process steps we consider, and OIRA’s review time might be especially long.
Since we plan to derive quantitative estimates of each process variable’s effect and use the
results of our analysis to assess policy proposals, it is especially important to ensure that
multicollinearity does not bias the results.

Table A-1 shows the results of several different methods to assess multicollinearity in our
independent variables for each specification. The simplest method is to examine correlation
coefficients between the variables; a popular rule of thumb suggests that multicollinearity may
be significant if a correlation coefficient exceeds 0.8 or 0.9 (Farrar and Glauber 1967). None of
the correlation coefficients exceeds 0.58, except the correlation coefficient between OIRA
Review Time and OIRA Review Time’ (which is of course obvious and unavoidable). Most are
well below 0.3.

Another statistic indicating multicollinearity is the variance inflation factor (VIF). A
“high” VIF indicates significant multicollinearity, but there is little agreement on what level
counts as high (Belsley et al. 1980, 93). Table 6 shows that the mean VIF is below 3 for
specifications 1 and 2. VIFs for most variables range between 1 and 3 in these specifications.
However, the mean VIF approximately doubles as we move from specification 2 to
specifications 3 and 4. In specification 3, this occurs mainly due to correlation between several
of the agency dummy variables and the variable that interacts agency policy preferences with the
Obama Administration dummy variable. (The variable that interacts agency policy preferences

with a Bush Administration dummy variable also has a relatively high VIF of 7.88.) In
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specification 4, multicollinearity increases largely (and predictably) due to the introduction of the

variables that interact OIRA Review Time with the other regulatory process variables.
Another statistic indicating multicollinearity is the condition index. Belsley, Kuh, and

Welsch (1980, 153) suggest that a condition number exceeding 15 or 30 could indicate

significant multicollinearity. As Table A-1 shows, the condition number increases substantially

as we move from specification 2 to specifications 3 and 4.

Taken together, the evidence suggests that multicollinearity is unlikely to be a significant

problem in specification 2, but may be a problem in specifications 3 and 4.

Table A-1. Multicollinearity Statistics

Specification

(1)

(2)

(3)

(4)

Maximum correlation coefficient
(excluding review time variables) 0.34

Mean VIF 2.79

VIFs exceeding 10 None
OIRA Review Time
OIRA Review Time’
Obama Adm. x Agency Preference
EPA
DOL
OIRA Review Time x Revised Rule

Condition Number 10.42

0.45

2.94

2
10.52
11.10

15.53

0.58

5.73

13.04
13.43
15.26
22.49
20.64

25.86

0.52

6.20

46.19

32.16

17.76

23.76
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