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REGULATORY BUDGETING AND THE NEED FOR COST-
EFFECTIVENESS IN THE REGULATORY PROCESS

WEDNESDAY, AUGUST 1, 1979

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMnMI=wEE,

Washington, D.C..
The committee met, pursuant to notice, at 10:03 a.m., in room 1202,

Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of the
committee) presiding.

Present: Senator Bentsen.
Also present: John AM. Albertine, executive director: Louis C.

Krauthoff II, assistant director-director, SSEC (Special Study on
Economic Change) ; William R. Buechner, professional staff member;
Douglas N. Ross, senior economist. SSEC; Mark Borchelt, adminis-
trative assistant; Charles H. Bradford, minority counsel; Timothy P.
Roth, senior economist, SSEC; and Carol A. Corcoran, minority pro-
fessional staff member.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. The committee will come to order.
The purpose of this hearing is to consider some of the issues raised

by the proposal to establish a regulatory budget. We will also look
into whether or not Congress should enact a cost-effectiveness require-
ment, under which all major Federal regulations would be required
to meet their statutory objectives in the least costly manner.

During the 1970's, the pace of government regulation of our econ-
omy skyrocketed. Many regulations, particularly in the areas of health,
safety, and environmental protection, provide important benefits to
the vast majority of American consumers and workers.

We have no intention of rolling back the clock. Many of these reg-
ulations, however, impose substantial compliance costs-as much as
$100 billion per year according to a study prepared last year for the
Joint Economic Committee.

Much of this cost is necessary and beneficial. Much, however, is un-
necessary, the result of excessive and duplicative regulations that
produce little more than higher business costs and higher prices.

In its 1979 annual report, the Joint Economic Committee made two
recommendations for improving the management of our regulatory
programs that could significantly reduce the unnecessary and infla-
tionary costs of regulations that are excessive, ineffective, duplicative,
and conflicting.

(1)
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Let me read these two recommendations:
Recommendation No. 21: All government regulations should accomplish the

statutory objective in the most cost-effective manner. When alternatives exist,
each of which clearly would achieve a particular regulatory goal, the least costly
way should be adopted unless an overriding statutory goal requires the adoption

-f a less cost-effective alternative.

IL introduced cost-effectiveness legislation earlier this year, and I
Sknow the administration agrees with this recommendation, since Presi-
dent Carter's regulatory reform bill also emphasizes cost-effectiveness.

I intend to work closely with the administration to assure that any
regulatory reform bill considered by the Senate later this year con-
tains a cost-effectiveness requirement.

Recommendation No. 22: The committee believes that the Congress and the
executive branch should begin to work on developing the methodology necessary
to make a regulatory budget a reality in the future. A regulatory budget could
Be used to encourage government agencies to reduce the costs or regulations and
-could provide an additional incentive for agencies to develop cost-effective regu-
.lations. In addition, a regulatory budget would supplement the annual fiscal
ibudget to give the public, Congress, and the President a more comprehensive view
of the Federal Government's command over resources for public purposes.

Full implementation of a regulatory budget is a long-run prospect.
First, a methodology for making accurate compliance cost estimates

vill have to be developed. The Joint Economic Committee has recom-
mended that Congress and the administration move quickly to develop
the necessary methodology, and I support that recommendation.

Our witnesses this morning are regulatory experts who have given a
lot of thought to the issues raised by a regulatory budget. I am not
looking for a love-in, but for a thoughtful evaluation of some of the
ways in which a regulatory budget could improve our regulatory pro-
grams. as well as some of the problems we will face in implementing a
regulatory budget.

Our first witness will be the Honorable George C. Eads, member of
the Council of Economic Advisers.

Then we will have a panel, with Robert Crandall of the Brookings
Institution, James Miller of the American Enterprise Institute, and
Arthur Wright of Purdue University, who has coauthored a major
paper on the regulatory budget for the special study on economic
change. which will be released shortly. Christopher DeMuth of Har-
vard University and Richard Shackson of the Mellon Institute for
Research are accompanying Mr. Wright.

Mr. Eads, will you proceed?

STATEMENT OF HON. GEORGE C. EADS, MEMBER, COUNCIL OF
ECONOMIC ADVISERS

Mr. EADS. Air. Chairman, members of the committee, I am pleased
to appear before you today to present my views on the feasibility and
desirability of requiring that the Government prepare a regulatory
budget.

My interest in regulatory reform extends well beyond the scope of
myv present job. Throughout my professional career, I have been a stu-
dent of the regulatory process and have made modest contributions
toward the development of tools to enable us to understand better the
consequences of government regulatory policies.
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As an official in two administrations, I have been involved in imple-
menting a series of Executive orders designed to move such tools into
general use.

As executive director of a Presidential commission, I have had the
opportunity to evaluate the Government's ability to conduct analysis
of its impact on basic industry. And finally, as a government contrac-
tor, I have faced living with the consequences of the programs I helped
to put into place-I have had to estimate the economic impact of pro-
posed regulations.

All this experience confirms to me both the wisdom of regulatory
reform and the necessity of proceeding cautiously with it. I believe
that measures already taken represent steps in the right direction:

Issuance of Executive Order 12044, requiring systematic regula-
tory analysis of major projosed regulations including alternatives.

Establishment of a collegial body to study and develop policy posi-
tions on generic issues that cut across several regulatory agencies-the
regulatory council.

Establishment of a group involving the economic and regulatory
agencies to review and comment on regulatory analyses of proposed
rules-RARG.

Legislation submitted by the administration to the Congress would
codify and extend the requirements of Executive Order 12044, and I
strongly support enactment of that legislation. I particularly support
the proposal in this legislation that would require agencies either to
adopt the least burdensome alternative or state clearly why this has not
been done.

The proposal we are discussing here today, the regulatory budget, is
intended to move the process of regulatory reform forward still fur-
ther. But it would not be a substitute for the actions I have just de-
scribed; it would complement them. It has considerable intellectual
appeal because, for all their value, none of the steps taken to date-

Address the impact of a proposed regulation relative to other regu-
latory actions taken with respect to affected industries or sectors.

Provide a control mechanism capable of keeping the level of private
sector expenditures resulting from Federal regulatory requirements
in line with alternative uses of the same resources to attain other na-
tional objectives.

Require that the Federal Government establish priorities both
within and between its various regulatory programs.

Nevertheless, while the regulatory budget is an extremely interest-
ing and potentially useful tool, well worth additional study and seri-
ous debate, I do not believe that we are now in a position to adopt it
as a governmentwide requirement.

I am not alone in this assessment. But I believe my reasons are some-
what different from those advanced by others who similarly have
urged caution.

To date, criticism of the regulatory budget has focused primarily
on our limited ability to measure the costs and benefits of regulation.
As both a developer of such measurement tools and a practitioner, I
admit to certain qualms here.

Measuring even the direct costs of regulation-that is, the costs of
compliance--and apportioning such costs accurately by year is al-
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ways likely to be a difficult task-a task that, for all our recent prog-
ress, we are not now equipped to undertake on a routine basis.

We will have to accumulate somewhat more experience before we
will have any hope of being able to reduce what is now a complex
analytical process to more-or-less mechanical procedures.

Also extremely troubling to me is the relatively primitive state of
our ability to measure either the cumulative costs of a series of regu-
lations proposed by one agency affect the costs of complying with
regulations proposed by another. But I am convinced that both these
problems will also prove to be tractable in time.

It may surprise you to learn that I do not view either our present
inability to measure the indirect costs of regulations-the impact on
productivity or innovation, for instance-or our present inability to
assess the benefits of regulations as absolute barriers to the deveo -
ment of a regulatory budget.

W~e produce expenditure budgets without being able to measure
the indirect impacts of the programs included in them. Congress
routinely votes funds for programs-defense, social programs, and
expenditures on basic R. & D.-in the face of an admitted inability to
quantify benefits.

This is not to say that rational decisionmaking would not be well
served by improving our ability to estimate either the indirect costs
or the benefits or regulation. It is just that these objections are, in my
opinion, irrelevant to the issue of whether it is possible to prepare a
meaningful regulatory budget.

No: neither mechanical estimating problems nor an inability to esti-
mate indirect costs and benefits is likely to prove the major stumbling
block in moving forward eventually to develop a regulatory budget.

Indeed, if I considered them thus, I would have little hesitation in
urging you to move forward now to require the development of such
a budget on a pilot basis. There are deeper issues that need to be
explored. These issues are of two tvpes:

We are not presently able to define an optimum level of regulatory
expenditures or to state the consequences for the economy of deviating
from such an optimum.

The implementation of a regulatory budget process might imply
major changes in the perceived relationship between government and
business and in the balance of power between the various branches of
government.

I have remarked earlier that we do not now have the ability to
evaluate each of the Government's expenditure programs on a cost-
benefit basis, yet we routinely prepare expenditure budgets.

Neither is there any universally accepted notion as to the optimum
proportion of society's resources that government ought to be per-
mitted to appropriate to its uses, yet budget totals embodying such
decisions are voted each year.

There is, however, a substantial consensus to the effect that, except
at times of slack demand, attempts by the Government to spend more
than it takes in in the way of taxes will lead to inflation.

To the best of my knowledge, no analogous commonly accepted
wisdom exists that would allow Congress or the President to deter-
mine the proper level of regulatory expenditures or the consequences
for the economy if this proper level were exceeded or not reached.
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This is not to say that it would be impossible to develop such knowl-
edge. However, full implementation of a regulatory budget will re-
quire progress here.

The second set of concerns relate to what the implementation of a
full-scale regulatory budget process might imply for the perceived
relationship between the Government and the private sector and
between the various branches of government.

One of the key features of the recent growth in social regulation
has been the extreme compartmentalization of the problems being
dealt with. Each piece of regulatory legislation has been viewed in
legal terms-as a targeted response to particular conduct we as a
society find objectionable.

Automobiles have not been as safe as we would like. We have passed
a law creating an agency whose mandate is to make them safer and
have given this agency power to write rules requiring this. Auto-
mobiles have not achieved as high a level of fuel economy as we would
wish.

We have passed another law, and created more rulemaking author-
ity. Automobiles have been found to emit substances we consider harm-
ful to health.

As long as the problems we are seeking are few enough, and the
impact of the resulting rules and regulations are sufficiently peripheral
to the main business of the firm or industry in question, this approach
might conceivably prove feasible. But once the degree of governmental
influence required to deal with the problems mentioned reaches the
point where its actions being to exert such a pervasive influence on a
firm's or an industry's key decisions that they become in a real sense
controlling, then the legal approach breaks down and it becomes
necessary to think of regulation as a planning and management prob-
lem, with government. for better or worse, exercising a degree of
managerial responsibility for the firm or industry.

We have already passed this point. It can now be said that the
Government in a real sense is managing the automobile industry, the
steel industry, the chemicals industry, the electric power industry, et
cetera. But it is managing these industries in an uncoordinated and ad
hoc way.

A regulatory budget, together with such other tools as the regula-
tory calendar and regulatory analyses, for major proposed regulations,
would provide the tools required to bring some degree of order to this
involvement.

Let me sound a note of caution here. I have referred to the type of
regulation we now engage in as being akin to planning and manage-
ment of industry. While this, in my opinion, only describes an incon-
trovertible fact, admitting it openly has certain important political
implications that need to be carefully considered.

More to the point, they need to be considered in the context of the
debate over the regulatory budget, because the creation of such a
budget would make much more explicit the planning and managerial
aspect of regulation.

It is ironic that while the public seems to oppose "planning," at
least when engaged in by government, the effective management of
the regulatory apparatus we have put into place during the last decade
or so requires a significantly greater capability to understand complex

50-868-79 2
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interactions and to make detailed long-term projections of effects-
that is, a greater capability to "plan"-than has ever been contem-
plated in any version of national economic planning seriously con-
sidered by the Congress.

Those who advocate the regulatory budget would do well to ponder
this paradox.

I do not necessarily find this frightening, for I believe that forcing
ourselves to view regulation as a planning and management problem
rather than as a legal problem is the first step toward bringing it under
control.

The implementation-as opposed to the development-of a regula-
tory budget might also require a recasting of our basic regulatory
statutes in order to give more explicit authority to make tradeoffs
among various regulatory objectives.

Inherent in the responsibility for the preparation and execution of
any budget is the authority to make tradeoffs. Although in a few in-
stances, Congress has directed that agencies submit their expenditure
budgets simultaneously to OMB and to the Congress, thus limiting
the President's power to control these agencies through his control
of their purse strings, this has been the exception, not the rule.

More generally, the power to determine an agency's budget has car-
ried with it the power to set that agency's priorities. Congress con-
tinues to occupy an important place in this picture, since it can alter
these Presidentially set priorities and conduct continuing oversight of
agency activities.

However, the power of the President to set the basic revenue and
expenditure agenda for the Government is substantially different from
his current power to set the basic regulatory agenda.

Enactment of a regulatory budget requirement would inevitably
move the regulatory case closer to that of the financial case.

Given the sharp rise in governmental regulatory activity over the
past decade, the appeal of the regulatory budget as a management
tool is understandable. Ironically, it was a similarly sharp expansion
in governmental activity that finally induced the Congress and the
President, after debate and formal study going back nearly a decade,
to agree in 1921 to the creation of the Federal expenditure budget.

In that case, as in this, mechanical estimating problems were rightly
perceived as creating barriers to the effective implementation of the
particular budget concept. But an examination of the debates of the
period reveals that, again as now, the fundamental issues ran some-
what deeper.

It is my belief that the time is now ripe to begin a serious national
debate on these deeper issues. It is also ripe to encourage further
efforts to surmount the mechanical estimating problems.

That completes my statement. I will be happy to answer any ques-
tions you might have.

Senator BENTSEN. Thank you very much, Mr. Eads.
Let me ask you, what's so different about preparing a regulatory

budget? You expressed a concern about planning. What's so different
about preparing a regulatory budget from preparing a fiscal budget?

Is there any serious further involvement or influence on business
decisions? It seems to me what you're trying to do is make govern-
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ment involvement more rational and I would hope less wasteful and
inflationary. Would you comment on that?

Air. EADS. I would agree with your objective. but I think there is a
difference. In the case of preparing the expenditure or financial budget,
you are trying to determine how the Government will spend moneys
that it has taxed or borrowed. The act of taxing or borrowing obviously
affects the way that private business operates, but you have a process
where you're dealing with a reasonably well-defined metric, and you're
also dealing with resources that the Government has, in effect, already
decided to move out of the private sector.

The major difference I see in the regulatory budget is that you're
dealing with the diversion of resources that, in fact, never leave the
private sector; what you're doing is trying to influence how business
decisions will or ought to be made in terms of investment.

To me, that gets much closer to a planning and management func-
tion. Those are precisely the decisions that a board of directors makes,
for example, in talking about what a company's future investment
stream will be.

I agree with your objective. I agree that it may be possible to sur-
mount estimation problems. What I am saying is that conceptually I
see it as a somewhat touchier probem. I think the question of how
deeply and openly the Government wants to get involved in managing
industry should be debated as much as the issue of whether we can
make these estimates.

Senator BENTSEN. When you talk about developing the optimum
level of regulatory expenditures, I would think you'd need a regula-
tory budget. Otherwise, I don't know how you arrive at that decision.
Would you comment on that?

MIr. EADS. Well, obviously, you can't make that decision operational
unless you have a budget.

What I am saying though is that I can lay out for you the wisdom
of economists-and you may disagree with it-some wisdom as to what
is or is not inflationary concerning the governmental fiscal stance.

I don't know what level of regulatory expenditures automatically
is right or not right. And I think that parallel with the better develop-
ment of the estimating tools should be some effort to discuss what
would be and how one would determine the right level. How much can
the Government, whose regulatory decisions direct the private sec-
tor, put into regulatory activity or regulatory compliance activities
without being inflationary?

I think it's something that hasn't been discussed very much, and it
certainly doesn't necessarily relate to a balance of costs and benefits.
As the Joint Economic Committee's document quite rightly pointed
out, it might be that all the regulations we're proposing to do in a
year are cost-effective. But the total resource drain implied might
somehow exceed our ability to deal with it. I don't know what "exceed
our ability to deal with it" means at this point. I don't know what is
too much or what is too little. I don't know what the proper pace is.
I am saying that that is an aspect of this that really needs to be de-
bated. And debated before you can have a formal "regulatory budget"
process.
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:I imagine, for example, that in voting budget totals-I've never been
: at markups; I've never been at committee deliberations-there are two
things that occupy the committee:

First: What do these budget totals imply for the total level of re-
sources the Government is going to draw from the economy?

Second: How do expenditures relate to revenues?
Senator BENTSEN. I'm sure that second one is very much in the

thought process. I hope the first one is.
Mr. EADS. With respect to item one, it is not clear to me just what

the consequences are for the economy of the Government drawing
10 percent of the resources versus 20 percent versus 30 percent. That's
really what we're talking about when we talk about a regulatory
budget.

Senator BENTSEN. Again, I hope they probe for the answer and try
to get a feel for it as they arrive at these goals. Your predecessor, Mr.
Nordhaus, gave an interview to the National Journal, in which he said
the main problem is that regulatory agencies are outside the control
of both the economic and political systems. They're not subject to any
outside checks. First, the regulatory agencies don't have to pay the
,cost of the regulations they issue. Second, most agencies are not re-
sponsible either to Congress or the President. And thus, there is ulti-
mately no accountability. As a result, he says, we are likely to get
reffUlations that are not terribly sensible.

Now, do you agree with that analysis?
2Nr. EADS. I think Mr. Nordhaus goes a little bit further than I

would. Certainly the perception that you are not appropriating "real
money" would be helped by a regulatory budget.

As I said before, I think one of the major things a regulatory budget
would do would be to focus attention on the relationship between the
President and the Congress and the regulatory agencies. But I don't
agree that the regulatory agencies are totally out of control.

I do agree, however, that the fact that they are, in effect, directing
the expenditure of other people's money, rather than making a request
for appropriations that they have to go up and defend, does tend to
lower the degree of control.

Senator BENTSEN. How do you think tax incentives differ from
regulatory budgets in their effect? How do they differ in their influ-
ence of behavior in the private sector?

Mr. EADS. My personal view of regulation is that it encompasses
virtually every attempt of the Government to influence the behavior

.of the private sector. And so it doesn't matter much whether you
,attempt to do it through a tax incentive versus direct regulation.
'Both are regulatory actions. To me, there are alternative ways of
accomplishing sometimes the same end.

Senator BENTSEN. From the behavioral side though, doesn't the
private sector-with tax incentives-have a right to measure the con-
sequences and decide to comply or not to comply?

Mr. EADS. I am saying that they are alternative ways to achieve
similar ends. As to which one one uses, I tend to favor market-type
incentives, which might include tax incentives. It might also include
pollution fees and things of that sort.

What I am saying though is that I see them both as regulatory
tools. I see a difference between them, however, in that under current
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Treasury practice, tax incentives at least have to be factored into the
budget. So if you're trying to achieve a regulatory goal through a tax
incentive, it has to be shown on the budget in some way. If you're
trying to achieve it through direct regulation, it doesn't get shown
on the budget.

Senator BENTSEN. You touched on the question of cost-effectiveness
Don't you think there's a need for a provision on all major Federal
regulations that they be cost-effective? If you have alternatives, to,
accomplish a particular social goal, shouldn't they be required to take
the most cost-effective route?

Mr. EADS. I strongly believe that the agency should be required to
take the most cost-effective alternative within the bounds of their
statutes. If they believe that they are somehow precluded from doing
that, I think they should explain why. That's what we're proposing
in the administration's bill. As you said, it's consistent with what
you're supporting.

Senator BENTSEN. Do you think there's any one particular agency
that has stood out from the others in being more cost-effective withi
their regulations, more concerned about it, paying more attention
to it.

Mr. EADS. I don't think it's appropriate for me to try to grade therm
here.

Senator BENTSEN. I just want you to say a nice thing about one
agency. [Laughter.] I find, you know. that if they get a compliment
once in a while, they might try to do more of it.

Mr. EADS. We try to compliment them.
Senator BENTSEN. Can't you think of one that you feel kindly about,

that has paid some attention to cost-effectiveness?
Mr. EADS. As I say, for all the complaints about it, I think the EPA,

because of the breadth of its activities, has become more interested
earlier than other agencies.

Senator BENTSEN. That may be because they get more static.
Mr. EADS. That may be. and we've certainly been trying to encourage

their interest for a long time. But I'd hate to single them out one way-
or the other.

Senator BENTSEN. Is there anything the administration can do with--
out legislation to make them be more cost-effective?

Mr. EADS. In the work we're doing in the regulatory analysis review
group we're trying to bring these matters to the attention of the-
agency.

In the work 'we do, as the Council of Economic Advisers. in dealing
with the agencies, we're trying to bring it to their attention. We're
working closely with the regulatory council in their activities. I think
all of these things help.

However, as I said in my statement, the regulatory budget is a-
sumplement to these actions not a substitute for them. And if the
difficulties we were discussing can be overcome, it would be a very
useful supplement and process. Together, all of these activities-the-
b-udet, having people in the Government raise the questions-would[
begin to bring some degree of discipline to the process.

I do fear, however, that the issue of the basic statutory authorities
and of the authority of people to make tradeoffs, would have to be,
addressed sooner or later to certainly in deciding when we want the-
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regulatory budget. It will come at some point, and I think the sooner
it's discussed, probably the better.

Senator BENTSEN. If you were choosing between cost-benefit ratios
and, on the other side, cost-effectiveness, what would be the problem
and the advantages of each, and which would you choose?

Mr. EADS. I would choose cost-effectiveness over cost-benefits.
Senator BENTSEN. Because it's easier to figure out?
Mr. EADS. Because it's feasible or at least potentially feasible. I do

not now know, and I don't know that we ever will know, how to assess
benefits well enough so that we can apply a strict cost-benefit test.

I'm a student of previous government attempts to introduce cost-
benefit calculations into decisionmaking, and I guess you can say that
they have helped advance cost consciousness in the Government.
They've also helped advance the ability to create imaginary benefits.

I think you get a lot further by holding fairly strictly to a cost-
effectiveness standard. It's a standard you can enforce. It's a standard
you can describe. A cost-benefit standard I think would rightly be
viewed as a real attempt to rollback progress and social regulation.
It's not something that I could support. It's not something that I could
handle.

Cost-effectiveness is different. I think we're at a place where we can
use it.

Senator BENTSEN. Well, I would think cost-benefit would depend on
who did the figuring.

Mr. EADS. It depends on who does the figuring and whether one has
any hope of dividing out unjustified claims from reality.

Senator BENTSEN. That's why I say it depends on who did the figur-
ing, who did the evaluation.

I can imagine someone doing the evaluation who would include all
kinds of benefits.

Mr. EADs. That's one thing that frightens me.
Senator BFNTSEN. That's one of the problems in trying to arrive at

a cost-benefit ratio, isn't it-trying to quantify it?
Mr. EADS. And I don't see the kind of progress that we can make

being sufficient to move that kind of a standard within the foreseeable
future. I do see cost-effectiveness as something we could really do.

Senator BENTSEN. You know, it's interesting to watch this process
develop on something like the regulatory budget. I really believe that
it's something we're going to develop and we're going to have. I think
it's going to be helpful.

But it germinates some rather dry proceedings, like this, as we
probe very good minds. people with experience in the field, to try to
find out what they think will work and what won't work. That's one
of the great things about this process of ours, using our best process
to hear all of the conflicting views and finally come down to something
we think can be effective.

And I also find you have to say things 14 times at least-and I hope
not 14 years-before thev finally begin to fit into the consciousness of
people and they finally begin to make some headway.

I suppose the best way to start would be with one agency.
Air. EADS. I don't think so.
Senator BENTSEN. You don't; why?
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Mr. EADs. One of the reasons I don't think so is that there would
be too much of a tendency to hold only that agency to a tough standard.
I would prefer, if we started it, to start with three or four agencies.
Another reason I would prefer to start it that way is that it is not all
clear to me that the proper organization for a regulatory budget is
along agency lines. I understand why it's proposed that way, because
that's the way we do expenditure budgets. But another critical cut I
see-and this is a cut which can begin to include several agencies-
is how regulations of several agencies together may be affecting a given
industry.

Thus, I would see the regulatory budget as consisting of two sets
of cuts-one cut along agency lines, and the other cut along industry
lines. And that becomes far more meaningful if you include a couple
or three agencies in even a private budget.

It's true that in certain areas we seem to be a little bit further ad-
vanced in being able to do the cost-effectiveness work in others, but I
think we would be buying more trouble than it is worth from picking
on just one agency.

Senator BENTSEN. Mr. Eads, thank you very much. I think your
testimony has been helpful to us, and we appreciate it.

Mr. EADS. Thank you.
Senator BENTSEN. Can we have Mr. Crandall and Mr. 'Wright now

take the stand, and Mr. DeMuth and Mr. Shackson'? We had one more
participant but we understand he's fogged in this morning.

Mr. Crandall is from the Brookings Institution. Would you proceed
first with your statement?

STATEMENT OF ROBERT W. CRANDALL, SENIOR FELLOW,
THE BROOKINGS INSTITUTION

AMr. CRANDALL. Thank you, Mr. 'Chairman. You've already warned
us that this is a dry proceeding. so I don't think I'll read anything.
I have a short statement which I have prepared for the record, and
I'll summarize that, perhaps offering additional comments based
upon-

Senator BENTSEN. I want to say I am not putting it down by saying
it's dry. I think one of these days people will look back at this and
other hearings we have and it will have a very, very major impact, of
course, on the country's effectiveness.

Mr. CRANDALL. Well, I hope we all share your optimism. Before I
begin. may I say that I appear here to testify on my own behalf. What
I'm about to say does not reflect the viewpoint of the Brookings In-
stitution, its trustees or other staff members.

About 11/2 years ago, I did a little study for Brookings to try to
analzye how the Government contributes to the price level. In the
course of doing that I came across the phenomenon of government
regulation, of course. I have been a student of government regulation
for some time, and I have even been on the Council on Wage and Price.
Stability, attempting to do something about it.

As I was writing this article it occurred to me that the regula-
tory budget provided a useful vehicle for attempting to bring some
rationality to the regulatory process, that is, principally to the social
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regulatory process, the regulation of health, safety, and environment.
And I thought it was a useful mechanism because it provided a budget
constraint to one institution in our society and perhaps the only in-
stitution which does not have a budget constraint.

The reasons for advocating such a regulatory budget is to confront
regulators with tradeoffs. Earlier today there was a discussion of the
difference between cost-effectiveness and cost-benefit analysis. In fact,
those analyses would have to be undertaken by any regulator in mak-
ing decisions if he were subject to a budget constraint.

Let me give you an example. Recently the Administrator of EPA
had to set again the primary ambient air standard for ozone. He was
being persuaded by environmentalists that it should stay at the current
level of 0.08 part per million. Many, such as myself, argued that
perhaps it ought to be as high as 0.16 part per million because there
is simply no health evidence that would suggest anything close to 0.08
or even 0.12, where he finally set it, was warranted. However, he
finally set it at 0.12, because the cost to him, in terms of his latitude in
any other decision was not affected.

Senator BENTSEN. The cost to him is what?
Mr. CRANDALL. The cost to him in terms of his latitude on any other

decision was not affected.
It might cost several billion dollars a year more and enormous pub-

lic relations problems for his successors because of the vehicle inspection
and maintenance programs that the decision is going to entail, but in
no way did it reduce his ability to set tight standards on SO2 , on
particulates, on hazardous wastes discharged into water, or on toxic
substances.

That is, anything he spent on ozone was essentially a definite good
to him, because it didn't reduce his ability to maneuver in any other
area of regulation. Were the Congress to give him a regulatory budget
he might ask his staff to carefully analyze what each regulation is go-
ing to cost, because it would reduce his ability to set tight standards
elsewhere. He would have to balance the benefits of spending another
billion dollars on ozone protection against the value of spending an-
other billion dollars, say, on SO2 or particulates protection, for which
there are much sounder health reasons.

So I think that in effect the regulatory budget serves as a way of
forcing cost-effectiveness and cost-benefit comparisons upon agencies.
They will have to do it, because any action they take in one area will
reduce their ability to act in another area.

Second, the regulatory budget would greatly enhance, I think, the
attempts to develop the art of benefits estimation. To set a regulatory
budget implies that someone, presumably it would be the Congress, has
to decide that EPA, for instance. shall have $30 billion or $40 billion
per year to spend. It seems to me it's very difficult to legislate a precise
number like that without having some estimate as to what it is that
we're going to get for that $30 or $40 billion.

How can you defend the proposition that it shouldn't be $20 billion,
for instance, except by showing that in fact that EPA has done, or
prospectively will do something which is worth that extra $10 or $20
billion. It seems to me that the mere existence of a regulatory budget
puts considerable pressure upon advocates for regulation to develop an
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estimation of the benefits of regulation. At the present time, you will
hear from those people advocating strict health, safety and environ-
mental regulations that they've in favor of the use of cost-effectiveness
or cost-benefit analysis, but you should remember that you can't do a
benefit analysis when you're dealing with human health and life. They
will tell you that it is very difficult to do such analyses.

Therefore they don't see how such an analysis ever can come about.
but if, in fact, they are to be limited by a budget, and must plead for
a budget, it seems to me they would be very interested in developing
measures of benefits and costs.

Finally, it seems to me that just simply this discussion is useful
because the opposition to a regulatory budget is going to have to take
the form of: (a) 'We cannot estimate the benefits, and (b) perhaps
we can't even estimate the costs. And if we're to have a public debate
about where we're going in regulation, in which the opponents of
some reform such as the regulatory budget, have to argue that eve can
measure neither the benefits nor the costs of what we're doing, it seems
to me that the public will be educated as to what the problem r eally is.

So I've been a proponent of the regulatory budget as, at least a
threat, if not a reality, to get us moving in the right direction. Now.
I do understand there are significant problems in promulgating the
regulatory budget. The problem of measuring indirect cost has been
focused on substantially by Professor Wright and earlier by Mr. Eads.

I think it's a real and significant problem. I don't think at this point
that we can look very quickly toward a regulatory budget in which
indirect costs are included in the budget. That, I think. tells me that
we cannot apply a regulatory budget to EPA or the Department of
Interior, because I think a very large proportion of the costs of that
type or regulation are indirect costs. I think this share will become
even greater with time, given the statutes that are on the books. Even
worse, I think that the imposition of a regulatory budget will move
these agencies more and more toward programs in which indirect
costs predominate.

And it will move the legislative committees in the Senate and the
House to passing laws which will force more of the regulatory costs to
the indirect, rather than the direct side of the ledger.

Let me give you an example. 'Whenever you're controlling the emis-
sion of anything into the environment. what vou're concerned about
mostly, except for highly toxic substances, is the total loading in the
overall environment of, say S0 2 sulfates, particulates, or maybe lead.
Therefore, the problem is to determine the ideal level and second to
determine who gets to emit these pollutants into the environment.

Now, there are obviously two choices. One: You can allow existing
sources to emit. Two: You can allow new sources to emit, or you can
constrain one or the other. At the present time, we constrain new
sources much more tightly than we do existing sources.

I can see a movement even further in that direction, to the point
where EPA simply shuts down virtually all new plant construction
in an effort to control the emissions of the particulates or S0 2 and
comes to the Congress and says that the costs of this program in
terms of direct plant costs are close to zero.

The real cost in this program is the reduction in innovation, the
reduction in productivity which comes about through the failure

50-868-79 -
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to develop new technologies and new plants where they make the most
economic sense. So I'm conceined that if we're to develop a regula-
tory budget for an agency like the Environmental Protection Agency,
at least in many of its programs, or for the Department of Interior
in its land-use programs, strip mining regulation and the like, that we
include indirect costs and that we develop very carefully the meth-
odology for including these costs. I don't think that this is an im-
possible task.

I just think that probably if you were to promulgate a regulatory
budget in the next year or two that we would have considerable dif-
ficulty in measuring indirect costs with any precision.

A second problem is that almost all existing statutes are going to
have to be revised somewhat, because the requirements in the statutes
for various regulatory agencies are fairly absolute. The agency gen-
erally is instructed to proceed with regulations to protect human
health and safety to the maximum extent reasonable or feasible.

Obviously, if a budget constraint is going to-limit the ability of
agenTies to move in particular areas, it will be in conflict often, with
those statutes as I understand them. Yet if this budget constraint is
not binding, it will simply have no effect. It will simply become an
exercise for accountants and economists but have no social benefit. This
budget has to be binding to have any social benefit. If it is binding. it
may well limit regulators, and in that sense I think that existing legis
lation would have to be changed.

Finally, is to problems. I must submit that I don't agree with
George Eads, who testified earlier today. He talked about economists'
wisdom. I don't know that they, convey much wisdom, but I'm not
even sure thev can convey a consensus. I don't think that the fact that
the Congress has moved us more and more into government regulation
and essentially government planning of business argues that we must
go further down that route.

As a matter of. fact, I would argue that if you look at various areas
of regulation, you can simplify the process and provide much more
simplified economic incentive systems which would get us to the same
result without any requirements for planning. There is no need to have
agencies planning the varied details of a new industrial plant in order
to make sure that it complies with Clean Air Act standards.

At the present time, in the Clean Air Act we have requirements for
the best available control technology standard, the lowest achievable
of emission rate standards, and reasonably available control tech-
nology standards across all industries. This detail is not required. All
that is required is that we have some system for allocating the scarce
rights to emitting S02 or particulates or ozone into the environment.
We don't need to have all of that planning.

So, I don't see that moving towards a regulatory budget necessarily
requires us to hold back until we develop a means for effective plan-
ning. In fact, I would like to see the regulatory budget go forward at
the same time that we attempt to induce simplification and simpler
incentive programs for regulatory agencies such as OSITA and EPA.

Finally, on the regulatory budget, let me warn you that one of the
major debates on health. safety, and environmental regulations. as I'm
sure you're aware. i- the debate over how any mortal can set a value on
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a human life or on human health. If in f act the Congress moves toward
a regulatory budget, it wvill be determining implicitly the value of hu-
man health and life. You will have to defend these judgments to your
constituents as you vote for only a $30 or $40 billion budget. I think
that's as it should be. I think we ought to have those decisions made
legislatively, rather than informally and not in any rigorous fashion,
by regulators.

So Ithink that the regulatory budget moves us four-square into the
arena of cost-benefit analysis, and I think the benefits particularly will
be debated within the Congress. Part of that debate will be over what
value do you place upon reducing the chances of illness or death from
particular hazards.

Thank you. That concludes my statement.
[The prepared statement of Mr. Crandall follows:]

- PREPARED STATEMENT OF ROBERT W. CBRANDALLi

For nearly two years, I have been advocating the introduction of a regulatory
budget for at least one federal regulatory agency as a trial measure. My reasons
for sloing so are not necessarily to reduce the scope of regulation nor to shackle
existing regulatory authorities. Rather, I believe that some form of overt, meas-
urable social control over our regulators is imperative if we are'to obtain bene-
fits from government regulation which are commensurate with the costs. I con-
tinue to believe that a trial of the regulatory-budget concept would be merited,
but I am fully'cognizant of the difficulties in measuring costs in any precise
fashion. Before proceeding to discuss some of these problems, however, I would
like to indicate why some new mechanism is required to save us from mindlessly
wasting our resources'in the pursuit of noble objectives.

Social regulatioh: The only institution withtout a budget constraint.-In vir-
tually every 'major ii'stitution which controls a share of our society's resources,
the use of these resources is limited by a budget. Houiseholds, firms, most govern-
ment agencies, and even the military services are operated with a budget limita-
tion. Only regulatory agencies-such as EPA, OSHA, CPSC, or FDA-are not
limited by such a device in their discretion to command our society's resources
to protect the public. Regulatory standards or rules may have to be. "reasonable'
or "feasible", but there is no mechanism which forces the decisionmakers in these
agencies to' trade off expenditures on' one goal for outlays on another.. If. for
example; the Administrator of OSHA' is persuaded that 1 parts per million
standard is safer than "a a parts per million standard for benzene, she need not
ask if setting 'the tighter standard' impedes her ability to spend resources on,
say, the lead; or the noise standard: She knows' that it does not. Her budget is,
in a sense, unlimited. As long as she does not bankrupt a number of firms 'or
otherwise overstep'her legislative mandate, there is virtually no limit to her
ability to conimand resources from the Private sector.'

In 'the absence of a regulatory budget, regulators may proceed as if the re-
sources they cbmm'and have no other social value.' How, they would ask, can
you question virtually unlimited 'spending' for reducing 'cancer in the work place,
exposure to Love Canal, or prevention of an infinitesimal probability of a nu-
clear melt down? The answer, 'of course,' is' that the resources they 'commund
could also enhance the quality of life by ihcreasing the number of refrigerators,
Big Mlac's, automobiles; yacht trips, and disco roller rinks available tocon-
sumers. They might also increase the potential supply.of such goods as food,
clothing, and shelter. In short, regulation affects the human condition by reduc-
ing the cancer rate'and by the reduction in social output which is occasioned
by the very attempt to reduce the cancer rate. We need some m'chanism to
mnake sure that we do not lose too many loaves of bread or .Big Mac's in the
pursuit of a long life free of cancer. Alternatively, we need this mechanism to
make sure that we have enough cancer protection or that we are getting as much

1 The views expressed are my own and are not necessarily those of the officers, trustees,
or other staff members of the Brookings Institution.
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cancer protection as we possibly can from the regulatory expenditures we bear.
The benefits of a regulatory budget.-I see at least two major benefits from

utilizing a regulatory budget to limit the total value of resources commanded by
a social regulatory agency in a given year. In the first place, the imposition of
a regulatory budget would require Congressional action on the size of the budget.
This would require some attention to the benefits of regulation. How would EPA
be given the right to command. say $30 or $40 billion per year without some
evidence that it is providing the public with commensurate value in the form
of a cleaner. safer environnent. Without some attempt to measure benefits. it
would be difficult to argue for $30 billion rather than perhaps $25 million. In
short. I would think that the art of benefits estimation would be greatly en-
hanced by the need to persuade Congress of the appropriate limit to regulatory
outlays. This would, in turn, provide regulators with better estimates of the
value of alternative regulatory policies. and the public would be provided formal
evidence of the value of the programs for which it pays.

Secondly, a regulatory budget would force each regulator to make tradeoffs
across various policies. Pursuing very tight standards for ozone, which is not
very harmful to humans at low concentrations. would reduce EPA's "budget"
allocation for toxic substances and carcinogens which are more harmful. Very
soon. each agency's management would begin demanding staff estimates of alter-
native standards and of the cost of different degrees of regulatory stringency
because each decision would affect the value of regulatory options available
elsewhere. This would make regulators more like ordinary mortals-aware of
the finite limits of nature's resources and man's ability to harness them. Cost-
benefit analysis would become an important tool for regulators, not just a concept
grudgingly given lip service.

Finally, the debate over a regulatory budget is likely to be illuminating in
itself. even if the regulatory budget proves to be a concept without a political
constituency or hope of practicality. The public will learn from regulators that
they cannot support such a concept because costs are "impossible" to measure.
If regulators find the measurement of these costs so difficult, how can the public
be sure that it is being well served by regulation? Is it not time to spend a few
resources upon the science and techniques of cost and benefits measurement
before proceeding blindly to extend regulation in new directions?

Problems of implementation.-There can be little doubt that most social regula-
tion creates impacts which are sufficiently far reaching that they may be difficult
to measure. It may be simple enough to measure the cost of the experimentation
required to prove the safety or efficacy of a new drug. But how can the cost of
delaying its introduction be measured? People may die or suffer great distress
because the drug is not available. This suffering is the "cost" of regulation just
as much as the outlays for experimentation. But these "secondary" effects of
regulation are not measured systematically by any decisionmaking element of
our society. Therefore, their extent must be assessed by the regulatory agency
itself or by a government agency entrusted with supervising the application of a
budget.

The fact that most social regulation has secondary impacts should not dis-
suade us from seeking to measure them or to use the measures in some technique
of control over the regulators. To ignore these costs because they are difficult to
measure is to invite disastrous consequences because indirect or secondary costs
are likely to become much more important in future years. A short list of some
of the more important secondary costs of regulation would include:

(I) The reduction in new-plant investment caused by nonattainment and PSD
regulation under the Clean Air Act.

(II) The decline in productivity in coal mining created by mine-safety
regulation.

(III) The reduction in coal output due to strip-mining regulation.
(IV) The effect upon the introduction of new technology caused by lengthy

licensing procedures.
(V) The reduction in product diversity caused by mandated fuel-economy,

safety,. and emissions standards for automobiles.
(VI) The general reduction in innovation caused by uncertainty over current

and future regulations.
(VII) The absence of new-plant investment caused by paucity of sites for

disposing of hazardous wastes.
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Each of these effects-like my earlier drug example entails a social cost which
Is not likely to be recorded directly by anyone. It therefore requires analytical
skill and ingenuity to quantify them.

It might be argued that a regulatory budget should exclude indirect costs and
include only directly-measurable "compliance costs". This would eliminate a diffi-
cult problem and focus upon a set of outlays which are recorded by entities in
the private (and public) sector. Such a strategy might be appropriate for the
first implementation of the regulatory budget, but it could induce an undesirable
change in regulatory strategy.

In part, the regulatory budget is supposed to provide a modicum of social con-
trol which zealous Congressional committees have been unwilling to include in
the enabling legislation for EPA, OSHA, CPSC, or the FDA. These committees,
with strong constituencies interested in securing health and safety benefits with-
out much attention to costs, could be expected to fend off a compliance-cost
budget by changing legislation in predictable ways. Proscriptions on new health-
endangering activities would substitute for requirements that existing economic
agents incur compliance costs. This is already beginning to occur in environ-
mental regulation where new sources in nonattainment areas or PSD areas are
to be sharply limited by government fiat, regardless of the equipment they
promise to install while existing sources in nonattainment areas receive more
lenient treatment. Moreover, this strategy is likely to have considerable accept-
ance among businessmen with existing plants. They would prefer proscriptions
on new entry to heavy compliance costs for obvious reasons.

There are fewer opportunities for this type of evasion of measurable compli-
ance costs in the occupational health and safety or product safety areas, but
all of the social costs of regulation in these areas are probably substantially less
than the cost of environmental regulation. Hence, any regulatory budget which
skews the choice of regulatory technique in protecting the environment is to be
seriously questioned.

If a regulatory budget focused solely upon direct compliance costs is to be
enacted, I would suggest that it be attempted for one agency at first and that
the agency not be EPA or the Department of Interior because of the importance
of indirect costs in their approach to regulation. It would be better to try a
limited regulatory budget in an area where it has a reasonable opportunity to
work and have an effect upon the regulatory program. Perhaps OSHA would be
the ideal choice for this limited trial.

A second major problem involves the linkage between a regulatory budget and
existing statutes which the agencies must implement. Unless each of the statutes
Is amended to allow for deferred compliance schedules or failure to achieve the
full objectives originally specified, the regulatory budget will emasculated in its
first year. A regulator would be able to plead that exceeding the budget alloca-
tion was required by "the law". Therefore, the budget constraint should be con-
sidered primary, perhaps with carryover or carryback provisions. Regulators
must be encouraged to satisfy their regulatory objectives within this binding
constraint or it will have no effect on anything. If year after year, the Congress
observes that desirable objectives are not being met because of the budgetary
limitation, the budget can be increased or Congress can exercise its oversight
responsibility to spur on better regulatory performance. But the regulatory
budget must always be a binding constraint-otherwise it is nothing but a super-
ficial ex post accounting service.

Finally, there is the political and organizational problem of determining the
arbiters or administrators of the regulatory budget system. Some organization
must have final jurisdiction in determining whether the regulators have remained
within their budgets. This is especially important since there is no automatic
limitation of the form found with traditional budgets. No one will fail to author-
ize the checks to pay for excessive expenditures since regulatory compliance costs
are not paid for by the regulator. Moreover, the calculation of regulatory costs
will necessarily generate considerable differences of opinion between the regu-
lators, their auditors, and the regulated firms. For instance, EPA's inspection
and maintenance program for motor vehicle emissions is likely to be much more
costly than the $5 per vehicle EPA has often quoted as its cost. The cost of driv-
ing to the inspection station is likely to be at least $5, a fact which OMB and
the industry will recognize even if EPA does not.

I know of no easy solution to the budget control problem. S. 51 requires
reports by the agency to the President, the Congress, and the Comptroller General.
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This statute apparently gives to the Comptroller General the final authority forassessing the costs and reporting them to Congress. Perhaps this should be acombined responsibility of the Comptroller General and OMB, but whatever thestructure of the final review, one can be sure that heated disputes will develop.

Surnmnary.-I continue to believe that a regulatory budget can be a useful toolfor social control of regulatory agencies. It will not be easy to implement, how-ever, and it may never be workable for every agency. If it is to be a useful tool,it must include indirect compliance costs for agencies controlling environmental
damage and land use. Otherwise, policies shifting the cost from direct compliance
outlays to indirect costs will be devised to circumvent the regulatory budget.
These policies would have disastrous implications for productivity growth, com-
petition, and general economic prosperity.If the regulatory budget concept is to be developed sensibly without undue
fanfare and exaggerated expectations, it should be limited at first to perhaps oneagency which promulgates rules whose costs are largely direct compliance out-
lays. This would avoid the political risk of dashed expectations caused by the
failure of a grand, sweeping program to achieve results-precisely the problem
with zero-based budgeting and government reorganization under this Administra-
tion. We should see if a regulatory budget can work in a limited arena beforedrowning the public, the Congress, the vast federal bureaucracy, and business
firms in a new sea of paper floated by hungry accountants and economic consult-
ants. A prudent movement towards rationality is likely to be a good antidote to
unwise, inefficient regulation. But the system of control should be launched insuch a manner as to provide the public with the perception that it can work
rather than competing with the regulatory agencies themselves for ridicule from
the press and the public in general.The commitment by the Congress to a regulatory budget would be an indicationthat it now wishes to take cost-benefit analysis seriously. The budget must be a
binding constraint upon regulators' ability to command resources; therefore, itmust lencd regulators to choose to sacrifice a little in one regulatory area in order
to mandate greater expenditures in another. The size of the budget would bedebated and voted by Congress, implying that it is Congress which would deter-
mine the value of human health and safety. The regulators' decisions will give
us a reading on just how high this value is, but since these decisions would be
constrained by the budget. the arbiter of the "value of life" would in fact be
the Congress. This is probably as it should be, but the Congress should recognize
that it wvi now have to make difficult choices. It can no longer invite regulators
simply to serve "the public interest" through "feasible" or "reasonable" regula-
tion. The reasonable degree of regulation would be determined instead by our
elected representatives.

Senator BENTSEN. Mr. Wright. You may proceed with your testi-
mony and then we'll ask questions of the panel.

STATEMENT OF ARTHUR W. WRIGHT, ASSOCIATE PROFESSOR OF
ECONOMICS, PURDUE UNIVERSITY, ACCOMPANIED BY CHRIS-
TOPHER DeMUTH, DIRECTOR, FACULTY PROJECT ON REGULA-
TION, HARVARD UNIVERSITY, AND RICHARD SHACKSON, DIREC-
TOR FOR TRANSPORTATION OF THE ENERGY PRODUCTIVITY
CENTER, MELLON INSTITUTE FOR RESEARCH

Mr. WRIGHT. Thank you, Mr. Chairman. My name is Arthur W.
Wright. It's a privilege for me to testify before your committee on the
subject of the regulatory budget.

This testimony is based on a study entitled "The Regulatory Budget
as a Management Tco] for Reforming Regulation." An interdiscipli-
nary team of Christopher DeMuth, Richard Shackson, Eric Stork, and
I prepared that study on comi ssion from your committee.

Before summarizing the principal conclusions of I he study, it is use-
ful to sketch the qualifications of our team. We formed this team
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because of the need for diverse training and experience to thoroughly
analyze the complex subject of a regulatory budget.

Christopher DeMuth is an attorney who has had experience as a
White House staff member and as a corporate counsel. He is currently
director of the faculty project on regulation at Harvard University.

Richard Shackson is a graduate engineer who has extensive experi-
ence as a policy analyst in industry. He is currently director for trans-
portation of the Energy Productivity Center, Mellon Institute for
Research.

Eric Stork is a senior Federal regulatory official; most recently, he
was a Deputy Assistant Administrator at EPA. He is currently on
assignment from EPA as a visiting professor at Purdue University.

I am an economist, with a particular interest in the economics of
regulation. My professional experience is mainly academic, although
I have also been a consultant and member of several government task
forces. At present I am at Purdue University, but this fall I shall
move to the University of Connecticut as head of the economics
department.

Messrs. DeMuth and Shackson are here with me today. Mr. Stork
wanted to be here very much, but regrets that he had a long-standing
speaking engagement today that he could not cancel.

The principal points of our study to this committee on the regula-
tory budget are as follows:

Regulation is one method by which the Federal Government claims
resources to achieve its goals. The share of the Nation's resources
claimed by regulation has grown rapidly in recent years.

At present, there are only weak constraints on the Government's use
of resources through regulation, and there is no procedure for incorpo-
rating the full cost of regulation into government decisionmaking. A
system for budgeting regulatory compliance costs has significant po-
tential as a management tool for bringing the economic impact of
Federal regulation under control.

It might be possible, on strictly legal grounds, to establish a regula-
tory budget system by administrative action. However, the political
significance of a regulatory budget suggests that it should be estab-
lished by legislation. There appear to be no constitutional barriers
to including the independent regulatory commissions in such a budget,
along with the regulatory agencies in the executive branch.

The organization and management of a regulatory budget system
could conveniently and effectively be patterned on the process cur-
rently used for the fiscal budget. Enforcement of regulatory budget
ceilings would pose no unusual problems. In the initial stages. it would
appear expedient to focus on the compliance costs of new and revised
regulations. Coverage of existing regulations could be added
subsequently.

The ability to make reliable estimates of the costs of regulation is
essential to the operation of a regulatory budget. While existing tech-
niques for cost estimation need improvement, the very existence of a
regulatory budget system would stimulate work on new or improved
methods. A methodology recently applied by Arthur Anderson &
Co. to quantify the costs of existing regulations would be a useful
point of departure for developing the precise, consistent and trans-
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parent estimates of compliance costs that would be required for a
workable regulatory budget.

Mr. Chairman, this completes our prepared testimony. My col-
leagues and I will be glad to respond to any questions the committee
may have.

Perhaps I should add, Mr. Chairman, that our study focused on
how a regulatory budget would work, on what possible procedures
could be used and on problems of implementation. We expressly did
not address any particular bill to establish a regulatory budget in the
study; however, I think it can safely be said that there is no incon-
sistency between our report and Senate bill 51, at least in broad outline.

We would like to mention one caveat. Senate bill 51 envisions a
rather ambitious startup of a regulatory budget. It starts off with total
regulatory costs in the internal logic of the bill, and it would have a
relatively tight timetable compared with the one that we tried to es-
timate in our study. We believe that the perceived burden of starting
with total costs would be a possible obstacle that would be unrelated
to the substance of a regulatory budget, and that the perceived burden
of implementing a budget would be directly proportional to the rate
of introduction.

For that reason, we suggest in the study that staged implementation
of some kind might be more appropriate. We do conclude-this is sub-
ject to discussion and revision, of course-that it would be unwise to
start off with one agency or even a few agencies because of the connota-
tion of experiment and the dangers following therefrom in implement-
ing the whole system itself. We would, however, suggest that the stag-
ing apply to the types of costs covered rather than singling out one
agency or a few agencies.

Thank you, Mr. Chairman.
Senator BENTSEN. Mr. Crandall, you've hit on a sensitive nerve in

your prepared statement and in your oral testimony. Your discussion
of human life and health and cancer illustrate your point that you
have to make tradeoffs in our resource use. We can have excellent
housing for everyone if we devoted all our resources to it.

But we don't. We recognize we have limited resources and we have
to make tradeoffs. Can you think of any way that we could have ra-
tional tradeoffs in our regulatory programns without some kind of
comprehensive listing of regulations and their costs as provided for
in the regulatory budget?

Mr. CRANDALL. Well, I guess the answer to that depends upon
whether you're trying to reform the entire regulatory process or bring
the reform to a particular area. It seems to me that there is no alterna-
tive but to list the effect of a regulation and perhaps of all regulations.
We can show individually what we are doing by writing down the
costs and benefits of a particular regulation: however. we cannot
reach much of a judgment as to the efficiency of regulation without
knowing what we're doing in another area, which addresses a very
similar problem.

For instance, it doesn't make much sense to look at the technology
for controlling SO2 emissions from copper smelters and come to a
judgment based in part upon political pressure that will only require
copper smelters to control SO2 emissions up to the level where it costs
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them about $40 per ton removed. Next week we make a decision on
the performance standards for electrical utilities some of which are in
the same area, which results in a cost that is variously estimated to be
between $800 and $2,000 per ton of S0 2 removed. That cannot be a
set of sensible decisions. You have to analyze the cost and indeed the
benefits of a variety of regulations addressing the same generic set
of problems before you can determine how efficient the regulatory
system is.

Senator BENTSEN. Each of vou refers to some testing and you talked
about different approaches to it, but when I think how long it took for
-the Congress to get to a budget process and how important it was-it's
having some major effect now on spending by the Congress-I'd like
to see this process moved along.

Do you think-any one of you-do you think that within a year
that we'll be in a position to do some testing? If not, what should we
-do prior to that time?

Mr. CRANDALL. Well, I think it's possible to begin on a limited scale.
I do advocate trying it for a particular agency or maybe a small set of
-agencies. I fear that if we were to make this requirement comprehen-
sive across all agencies that we would have major implementation
problems and spend a lot of resources fine tuning the idea and making
a lot of errors to begin with.

I also suggest that we go to those agencies for which the compliance
-costs are mostly in the direct category. In my prepared statement, I
suggest that OSHA is a possibility but I haven't given that enough
thought to conclude that OSHA is necessarily the optimal one. I am
sure in my own mind that EPA and the Department of Interior are
not the best places to begin.

Senator BENTSEN. Because they would be indirect.
Mr. CRANDALL. Because of the indirect cost problem, right. But I

do think that because of the attempts that have been made in measur-
ingr costs in various parts of the Government and by the private sec-
tor, most recently in the business roundtable study done by Arthur
Andersen, to which Professor Wright referred, I think it is possible
to begin now with a budget addressed to direct costs.

I think the businesses that did that learned a lot about the process
of trying to estimate these costs and are quite willing to share it with
officials within government and indeed, officials within government
were informed and briefed on the entire process so it would not be
that difficult to get started. I think it could start in very short order.

Senator BENTSEN. Would any of you other gentlemen care to'
comment?

Mr. DEMUTH. Yes, 'Mr. Chairman, I would like to note that the
executive branch regulatory agencies are already preparing fairly ex-
haustive cost estimates of their major regulatory proposals at present,
under President Carter's regulatory review program. Under legisla-
tion which you have introduced, which the President has proposed as
-well. these analyses would be done by the independent agencies as well.

So the first step toward a regulatory budget, presumably, would be
for some group at OMB or COWPS to collect these cost analyses and
consolidate them as part of a special analysis of the budget.

So most of the work of cost analysis is being done, at least in rudi-
mentary form as to the major regulatory divisions right now. To begin
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working toward a regulatory budget requires a process of consolidat--
ing and bringing together all of these studies.

Senator BENTSEN. It's been interesting to see the administration
pick up some of these ideas. We've introduced legislation on it, bills
on it, and we've seen them adapting some of those bills.

Mr. SHACKSON. One further point, Mr. Chairman, on what might be
done when. In view of the fact that there is progress being made in
estimation of costs by individual agencies, I'd like to reiterate what,
we suggested in the report-namely, that one should probably make
a start much more broadly with regard to agency coverage, perhaps
not in such depth with regard to type of costs, for two reasons. One
reason is, it avoids the connotation of an experiment and the singling
out of the individual agency.

Second, one of the major benefits to be derived would be the ability
to assess the cumulative impact of a number of agencies' actions on
a particular segment of the economy. And we suggested that a start
might be made by requiring only the assessment of costs of new or
proposed regulations in a given year, which is essentially being done
nowv under present Executive orders over a period of a few years.

Later, the costs of existing regulations could be picked up, so that
after a period of time the full compliance impact would be assessed.

I think there's a second point that needs to be made in this regard
and that is that frequently the primary economic impact of a particu-
lar regulatory proposal is not experienced in the year in which the
proposal has been located and in some way ought to be arrived at.

We've made a couple of suggestions in the study for anticipating
the stream of impacts over the life of the regulation and reflecting an
annualized estimate of this in the budget, so that the regulation which
in its first year might have only minor impact but 3 or 4 years down
the stream might have very substantial impact would be properly
regarded in the regulatory budget, and this might be part of the start-
up activity.

Senator BENTSEN. Mr. Crandall, the current inflation rate on an
annualized basis is up to about approximately 13 percent. In your
Brookings study, were vou able to arrive at a percentage that regula-
tion contributed to that inflation rate?

Mr. CRANDALL. I was really examining how government activities:
have added to the overall price level. Here, there is a bit of a miscon-
ception and something perhaps to which I contributed when I was
in the Government on the Council on Wage and Price Stability. There
is a difference between once and for all chann!es in the price level and
the rate of inflation. Clearly, in internalizing external social costs
through, say, environmental regulation, land use regulation, strip
mining regulation one adds to the cost of doing business. It adds
to the cost while the regulations are being put in place, but thereafter,
the costs do not rise any further. There's a once-and-for-all shift in
the price level.

So the inflationary effect in terms of percentage points on the CPI
in a year is a function of how fast you move in promulgating regula-
tions. It's hard to estimate that for all regulation. I think you can
probably say that for EPA, it's been in the range of 0.2 to 0.3 percent
on the CPI per year.
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This is one of the reasons why central control of government deci-
sionmaking processes is often very difficult. When contemplating these
impacts, you rarely can come across a government program or pro-
posed policy which is going to have as much effect as 0.1 percent on
the CPI.

But when you add up the score of the policy decisions they add up
to a big impact on the CPI; 0.2 or 0.3 percent sound like small num-
bers, but indeed if this goes on for 10, 15, 20, it cumulates to a very
large number.

Senator BENTSEN. I noticed in your prepared statement, Mr. Cran-
dall, that you said, in effect, the budget of a regulatory agency is
unregulated. We don't have any way of limiting the ability of regu-
lators to command resources from the private sector.

Let me ask some of the others, how do you react to that? Do you
find that government agencies behave as though the resources at their
command are unlimited, or do they sense resource constraints? Could
any of you comment on that?

Mr. SHACKSON. Just one comment. From the perspective of being in
the private sector, the awareness of resource contraints seems to be
a direct function of the ability of the regulated segment of the economy
to point out quantitatively what resources are giving problems.

The hearing process at the time of the notice of proposed rulemak-
ing can be an effective discipline to the extent that the regulated indus-
try is prepared to quantify and argue about it; however, this fre-
quently is too late in the regulatory process to have a strong influence
on budgeting of the entire agency's activities, and is certainly a func-
tion of the ability of the regulated sector to amass arguments.

Senator BEN-TsEN. One of the charges against the rev-Llatory budget
is that it would put a limit, that it would impair the ability of regula-
tory agencies to carry out their statutory mandates. I'd like to hear one
of you respond to that.

I know we put fiscal limits on money the Government spends on
various programs. The program objective might be very worthy, but
we'll put fiscal limits on them. Now what would you say about the
charge that you limit the ability of a regulatory agency to carry out
their statutory mandate?

Mr. DEMu'lle. Senator, I think you in a sense have just answered the
question, by pointing out that the regulatory agencies presently oper-
ated under a fiscal budget, and the same argument could be made with
respect to a fiscal budget.

Why should they operate under a fiscal budget? It limits what they
can do. It's conceivable that the Food and Drug Administration would
exhaust its fiscal budget a few weeks before the end of a fiscal year and
suddenly discover that some food additive was carcinogenic and
couldn't take any action-despite the Delaney clause-because it had
no more funds to pay people to do what was necessary. Well, such a
situation would never come up. A supplemental appropriation would
have been arranged for, and such procedures could be followed under
the regulatory budget as well.

So I disagree with Mr. Crandall that we would have to make im-
portant changes in all of the regulatory statutes in order to implement
a regulatory budget, no more so than we have to change them to
enforce the current fiscal budget.
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Mr. CRANNDALL. I don't want to respond to that point, but I simply
wish to say that whether this puts a severe limitation upon carrying
out the legislative mandate of the regulatory commission depends upon
the stringency of the budget to start with.

Second, it's not clear what the regulatory mandate is in some cases.
In fact, we perhaps don't know what OSHA's mandate is until the
Supreme Court decides on the benzene decision because there are
words like feasible and reasonable in the statute, which nobody clearly
understands right now.

The Administrator of OSHA in this particular example, had to set
a standard for the control of benzene. How did she determine that it
should be 1 part per million rather than 5 parts per million or zero
part per million?

The answer is there is no clear instruction on how to do that other
than that she must not bankrupt firms in doing so, or that the regula-
tion must be reasonable. I would think that there is a wide range to
reasonableness, therefore, that a reasonable set of regulations which
would emerge from a particular budget constraint could hardly be
argued as not meeting the legislative mandate.

I think in other cases, it may well be possible that certain objectives
have to be postponed because they cannot be met within the stringency
of the budget set by the Congress.

Senator BENTSEN. Mr. Miller, we are glad to have you. We're glad
you made it. Would you care to add your comments at this point?

STATEMENT OF JAMES C. MILLER III, CODIRECTOR AND RESIDENT
SCHOLAR, CENTER FOR THE STUDY OF GOVERNMENT REGULA-
TION, AMERICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY
RESEARCH

Mr. MILLER. Thank you, sir. I am delighted to be here, for two
reasons. First, because this is such a distinguished committee; and sec-
ond, because your staff executive director, Mr. Albertine, and I were
colleagues in graduate school.

I have a prepared statement which you may wish to have put in the
record.

Senator BENTSEN. It will be.
Mr. MILLER. Regulatory reform by such means as a regulatory

budget is, of course, no cure-all for inflation. Yet it's very, very im-
portant. I once had the opportunity of visiting with Prof. Paul Mc-
Cracken shortly after I became Assistant Director of the Council on
Wage and Price Stability. He asked me if the Government adopted
all the things I had recommended at that point in time, how much
difference would it make in the CPI? I said perhaps "0.00." He said,
"I think you're being too modest. It would probably be 0.002." Of
course, we were talking about rather ballpark figures.

But I think something needs to be stressed in this context. Although
macroeconomics is not really my specialty, I am quite sure you
wouldn't go wrong in the long run if you characterized the cause of
inflation as too much money chasing too few goods. This raises immedi-
ately two alternative policy approaches to the inflation problem. The
first is restraining aggregate demand by retarding the rate of growth
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of the money supply and by conservative fiscal policies.. As you know,
that approach often has an adverse effect on aggregate supply.

The other approach is increasing aggregate supply. Removing the
artificial inefficiencies imposed by unwise regulation has the effect of
increasing aggregate supply.

The importance of this point, in this context. is as follows.
As Adam Smith said, "The objective of production is consumption."

What we're most interested in is increasing the supply of goods and
services for everybody; therefore, a very small percentage reduction
in the rate of inflation brought about by an increase in aggregate sup-
ply is many more times desirable than the same decrease in the rate
of inflation brought about by restraint on the demand side.

Thus, regulatory reform and tax policies meant to increase pro-
ductivity are so much more, important, it seems to me, than policies
meant to restrain aggregate demand. This is not to say that in the
short run we shouldn't use both. But we should really focus on the
supply side. And that's one reason I was very impressed with your
recent annual report, which addressed the productivity issue.

Now, just a few notes on my prepared statement. It seems to me
that we need to continue to draw analogies between the financial
budget and the regulatory budget. Where would Congressmen, Sena-
tors, the President, and other policymakers be today. in terms of
allocating resources in the public sector, if we didn't have a financial
budget?

Government can obtain resources in three ways: Taxing and using
those proceeds to by things in the private sector; printing money and
using the money to pay for Such resources; and conscripting resources
outright. In essence, regulation to accomplish social ends is not unlike
conscription, and I think we need to have a handle on the size of that
bundle of goods and services that we're conscripting, to know what
size it is and to know to whom those resources are being allocated and
from whom they're being taken.

And it seems to me the regulatory budget would accomplish that in
great measure.

Now, the arguments against a regulatory budget are precisely those
arguments against the financial budget. You know, one is that it's
antiregulation. Well, I guess having a budget, by itself, is antispend-
ing. but that's not all bad. it seems to me. While I don't think we neces-
sarily want to be antiregulation, we do want to make sure that we know
and discuss the size of the resources being spent. Moreover, it seems to
me that having a regulatory budget can be an important discipline to
the management of our regulatory procedures and processes. Because
of this, perhaps we could even increase our pursuit of regulatory ob-
jectives while realizing a lower total cost. That seems to me something
very desirable.

The second thing you will hear is that it's immoral to deal in a
budgetary way with these issues involving human health, safety, and
well-being. But we do that now when we consider the financial budget,
as when we talk about spending so much money to repair roads or to
support cancer research and that sort of thing.

I am not saying that the regulatory budget would solve all the prob-
lems of regulation. The regulatory budget would be open to some of the
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same problems that plagues the financial budget. Columnists and poli-
tical scientists have written about how agencies manipulate budgets in
order to expand them, how bureaucracies have their own objectives,
how they play the "Washington Monument game" and that sort of
thing; they would do this under the regulatory budget. But it seems to
me that we would be a lot better off if this mechanism were put in place.

Let me say, finally, that I suggest in implementing a regulatory
budget the Congress consider crawling before we walk and walking
before we run. What you might want to consider, Senator, is imple-
menting a regulatory budget for an agency or two for a short period
of time-to give it a dry run, a shakedown cruise. I think a lot could
be learned from such an experience-the things we need to avoid and
opportunities we could seize upon in implementing the program on a
broad scale.

Thank you, sir.
Senator BENTSEN. Thank you very much, Mr. Miller.
[The prepared statement of Mr. Miller follows:]

PREPARED STATEMENT OF JAMES C. MILLER III

Mr. Chairman and Members, I very much appreciate this opportunity to
present before this distinguished committee my views on the proposal for a
Regulatory Budget. I should stress, of course, that these views are my own and
do not necessarily reflect those of the American Enterprise Institute, with which
I am associated.'

The Regulatory Budget would seem to be an idea whose time has come-or
at least is coming and coming soon. Certainly, those of us who have labored in
the regulatory vineyards are convinced that more rationality needs to be im-
posed upon our federal regulatory activities. In my judgment the Regulatory
Budget represents an efficient device for accomplishing this goal. What appears
now to be the major issue is not whether some type of regulatory budget needs to
be enacted, but just what form it should take and how it should be implemented.

In these brief remarks, I would like to comment on the need for analyses of
the benefits and costs of regulatory activities, the appropriateness of a Regula-
tory Budget, and how such a budget might be initiated.

THE NEED FOR ANALYSIS OF BENEFITS AND COST
2

Regulation of the U.S. economy to promote certain "social" goals like a cleaner
environment, safer products, and a healthier workplace is not new. What is new
is that during the 1970s the federal government's regulatory role has greatly
expanded. Indeed, the rate of growth and all-pervading nature of regulation
has raised another serious concern: the stubborn flames of inflation may have
a new source of fuel. In fact, there is a growing awareness of a linkage between
regulation 'and inflationary pressures. Because of this linkage, the benefits and
costs of government regulatory actions must be considered with extreme care.

Consider the growth of the new regulation just during the decade. In 1970,
the Environmental Protection Agency was established, followed by the Occupa-
tional Safety and Health Administration in 1971, and the Consumer Product
Safety Commission in 1972. Between 1970 and 1977, the number of major federal
social regulatory agencies rose from twelve to seventeen, total budgeted expen-
ditures increased fivefold, and the number of pages printed annually in the
Federal Register more than tripled. Of course, these indicators of cost merely
begin to identify the full impact of regulation. Available estimates suggest that
regulatory costs to the private sector may now exceed $100 billion annually.3

1 The American Enterprise Institute for Public Policy Research (1150 Seventeenth Street,
N.W. Washington, D.C. 20036) is a non-profit, non-partisan research and educational
organization which does not itself take position on public policy issues.

3 This section Is adapted from James C. Miller III and Bruce Yandle, "Benefit-Cost
Analyses of Social Regulation: Case Studies From the Cooncil on Wage and Price Stabil-
ity" (Washington: American Enterprise Institute for Public Policy Research, 1979),
pp. 1-5.

3 See Murray L. Weidenbaum, "The Costs of Government Regulation to Business" (Wash-
ington: Joint Economic Committee, April 10, 1978) and Murray L. Weidenbaum and Rob-
ert DeFina, "The Cost of Federal Regulation of Economic Activity," American Enterprise
Institute, Reprint No. 88 (1978).
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This growing edge of federal regulation Is not only large, it is different in
character from that of the past. Instead of the more traditional economic regu-
lation dealing with rates and services of specific firms and industries (for
-example, airlines, truckers, broadcasters, telephone and power companies), the
new social regulation covers a broad range of industries and types of commercial
activity. Moreover, it is highly specific in terms of its requirements. For example,
regulations dictate the contents of labels attached to consumer products, pre-
scribe in minute detail a multitude of work practices, mandate specific processes
for the treatment of industrial wastes, and establish uniform designs for pro-
*ducts as simple as book matches or as complex as automobiles.

If one theme underlies the statutory approach to social regulation, it is the
desire for perfection-for a world without risk. While everyone dreams of
Utopia, at some point society is forced to ask, "Is such perfection in fact fea-
-sible?" And if so, "Is a step in that direction worth the cost?" In short, social
problems and their solutions take on an economic dimension. The old problems

,of scarity and necessary trade-offs cannot be avoided.
This is where benefit-cost analysis comes in. Although much maligned by its

*detractors, benefit-cost analysis can be most useful to a policy maker. Basically,
-all it entails is weighing the benefits and costs of a proposal before action is taken.
At one extreme, the analysis might be no more quantitative than the policy mak-
*er's concluding that he or she "feels" the benefits of an action outweigh the
costs (or the other way around). At the other extreme are the highly sophisti-
*cated estimates of benefits and costs usually conjured up at the mention of the
term "benefit-cost analysis."

Without question, estimating benefits and costs is often difficult, especially in
the areas of social regulation, where the benefits may be in terms of lives saved
or pain and suffering avoided. Some say this means putting a value on human
pain, suffering, and death, which is not only ludicrous, but downright immoral.
If anything, we would argue, the reverse is true. Since resources are limited,

-we cannot avoid the need to identify-and, in some way, to estimate-benefits
-and costs. The more compassion we have for our fellow human beings, the more
important this becomes. For benefit-cost analysis is merely a shorthand summary
-expression of who would benefit by how much from a proposed policy change, and
who would be forced to sacrifice, at what cost. Indeed, benefit-cost analysis can
-point the way toward increasing the degree of perfection by identifying ways to
minimize costs. Whether or not benefit-cost studies are used, however, every
,policy action reveals that, in the mind of the decision maker(s), benefits do
exceed costs and that the distribution of benefits and costs is socially desirable.
Thus, all policy decisions-whether to adopt a new initiative, to modify it. or to
-accept the status quo-reveal an implicit benefit-cost analysis.

Benefit-cost analysis really has two dimensions. The first is that of aiding the
-decision maker in deciding whether a given proposal should or should not be
adopted. That is, "Do the benefits (somehow measured) exceed the costs (also
-somehow measured) ?" In practice, this may simply be a listing of the measurable
benefits on one side of the ledger and the measurable costs on the other, and
then noting the various subjective benefits and costs to be weighed in the balance.
The second dimension of benefit-cost analysis has to do with analyzing alterna-
tives. That is. are there alternative ways of securing the same social regulatory
-objective that impose lower costs on society, or at least distribute the costs dif-
ferently? Or, for a given cost, are there alternatives that would come closer to
the goal of perfection, or at least result in a different distribution of the bene-

-fits and costs when issuing standards, even those concerning consumer exposure
"cost-effectiveness analysis." Basically, it is nothing more than an application

-of the efficiency axiom: maximize production for a given total cost; or minimize
total cost for a given level of production.

THE NEED FOR A REGULATORY BUDGET

As is well know, regulatory agencies have been extremely reluctant to employ
benefit-cost analysis as a decisionmaking tool. To be quite frank about it, much
of the problem derives from the heterogeneity of the various legislative mandates.
At one extreme is the Delaney Amendment to the Food. Drug, and Cosmetic Act,
which precludes any weighing of benefits and costs: if there is any evidence that
a food additive is carcinogenic, it must be banned. (The recent Congressional
dispensation given to Saccharin is, of course, an exception.) At the other extreme
is the Consumer Product Safety Act, which requires the agency to consider bene-



fits and costs when issuing standards, even those concerning consumer exposure
to carcinogens. One might ask why there exists such variability in federal policy.

Another problem has to do with the agencies themselves. Despite best-faith
efforts by two Presidents-Ford and Carter-and several laudable programs (In-
flation Impact Statement, Economic Impact Statement, and Regulatory Analysis),
the experience to date leaves much to be desired.4 For a number of reasons. agen-
cies drag their collective feet when it comes to a benefit-cost requirement.

In my opinion, a Regulatory Budget would turn this around because each
agency would have to establish clear priorities so as to maximize benefits within
its (regulatory) budget constraint.

Of course, the Regulatory Budget is no panacea. Much has been written about
the shortcomings of the ordinary financial budgetary process and how agencies
play the "Washington Monument Game" and choose other strategies which do
not necessarily lead to the most efficient allocation of resources. But one thing
seems clear: if agencies were given regulatory budgets. the Congress of the
United States, the President. and others would have a much clearer idea of the
ramifications of agency decisions and therefore more information on which to
base judgments of agency effectiveness. In addition. the Regulatory Budget
would give the President and the Congress much more control over agency
behavior.

No doubt this committee and others that have discussed the Regulatory Budget
have heard numerous criticisms of the concept. These criticisms tend to be of two
types: first, that regulatory cost analysis cannot be (lone, and second, that a
focus on cost generates an inherent bias against regulation. As to the first of
these, there is no question that in many cases an analysis of cost is something dif-
ficult to accomplish (although arguably less difficult than measuring benefits).
While the performance of many agencies in measuring costs has been less than
exemplary, over time agencies have gained a great deal of experience-at least
in estimating the costs of individual regulatory initiatives. The bottom
line seems to be that while many would disagree over the precise estimates, in
most cases fairly good approximations can be developed if the agencies go
about the task with determination and employ competent analysts.
C' As for the bias point, the opponents of the Regulatory Budget are probably
correct in that more concern over costs will reduce the pace of regulatory ac-
tivity. However, such proponents of regulation should not lose sight of the fact
that adoption of the Regulatory Budget might well cause agencies to become more
effective in achieving their goals. The reason is that the Regulatory Budget could
be an extremely useful management tool. But we should also ask the question:
if a regulatory initiative cannot be defended on the basis of a proposed budget,
does this not reveal that the goal itself is not worth the opportunities forgone in
achieving it?

It seems to me that in assessing the Regulatory Budget we should draw
analogies from the financial budget. For example, who is to say that agencies
having responsibilities for non-regulatory programs would be more efficient in
allocating resources if relieved of the obligation of meeting a financial budgetary
restraint? Indeed. with regard to many programmatic areas, we find that some
problems of ordering priorities in sensitive areas that critics allege make ap-
plication of a Regulatory Budget infeasible. It is often said. for example. that
it is difficult to establish priorities in the "social" regulatory areas because
they deal with matters involving human suffering, pain. and death. But we do
the same thing with programmatic areas that have ordinary financial budgets.
The funding of cancer research is one example. What about programs to reduce
infant mortality? The funding of railroad overpasses to increase highway safety?
Daams constructed by the Corps of Engineers to reduce the danger of floods? The
list could go on and on.

IMPLEMENTING THE REGULATORY BfUGET

Now, if a Regulatory Budget is such a good idea, should not Congress move
forward with it expeditiously? Frankly, I recommend caution. The reason Is
that with any program of such magnitude, unanticipated problems. as well as
unanticipated opportunities, are bound to arise. Thus, it would seem advisable
to initiate the problem slowly and deliberately in order to learn from experience.

tee. for example. James C. Mifller III. "Lessons of the Economic Impact Statement
Program." Regulation: AEI Journal on Government and Society (July/August, 1977),
pp. 14-21.
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,What I would suggest the;Committee consider is an "experiment" under which
a single agency, or perhaps a few agencies, wouldbe given Regulatory. Budgets
for all or even part of their programs. Prime candidates would be agencies
that have a reasonably good track record in producing good analyses of the
costs of regulatory initiatives. One possibility is thie Environmental Protection
Agency. If a smaller agency were to be chosen, consideration should be given
to the Consumer Product Safety Commission. In any event, such an "experiment"
would generate a great deal of information that would be useful in structuring a
Regulatory Budget program applied on a broader scale.

Mr. Chairman, Members of the Committee: that completes my prepared state-
ment. I shall lie happy to address any questions you might have.

Senator BENTSEN. There have been a number of comments on that
particular point, the last one. Practically everyone talks about includ-
ing certain regulatory agencies, such as OSHA and EPA, and having
their costs in the regulatory budget. It seems to me there's a con-
troversy about economic regulatory agencies, such as the ICC. You get
into the question of rates or entry into an industry.

I would like your comments about that, from any of you. Should
that type of agency be included in a regulatory budget or not? If so,
whvy?

Mir. WVRIGIFIT. Mr. Chairman, we addressed this point in the study.
Our conclusion is that the answer is "Yes," that the distinction that is
sometimes drawn between economic and social regulation has become
increasingly blurred; if it ever really existed in fact, and that, even if
we confine the regulatory budget only to the compliance costs, the
economic reg-ulatory agencies do have substantial compliance costs;
and to ignore them or to leave them out would be to invite a realloca-
tion of effort toward those agencies.

There doesn't seem to be any compelling case to make the distinction.
I am impressed with the distinction that Mr. Crandall raised, for ex-
ample. the problems that you get into with EPA. I would point out
that that's a different kind of distinction from the usual one.

-The distinction between social and economic regulation would have
included, I would have thought4 EPA in the social category. He is
suggesting that EPA has a very high proportion of indirect costs and
that we might want to look at that. I think that's a very telling point,
but I would not think that the conventional distinction between eco-
nomic regulation and social is very helpful, so I would argue against
making that distinction.

M\r. CRANDALL. I guess here again we are going to disagree somewhat.
Mv view on economic regulation is that for the most part it's mis-
conceived, redundant if it's done right, and socially counterproductive
if it isn't. And I think it's mostly in the latter category.

In fact, what economic regulatory agencies are for the most part
trying to do-and I am speaking of Federal regulatory agencies for
the most part-is to somehow set rates for what people can charge
for providing service. That's their ostensible mandate. In fact, there
are some redistributional goals which are often asserted but never
measured. Now. if you want to apply something like the regulatory
process to the ICC to get them to try to quantify how much more
they're allowing carriers to charge between two major nodal points
in order to subsidize a small town, this might make some sense.

I was suggesting a more sensible procedure is to require the ICC to
set the right rates-that is, those which are set by a competitive
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marketplace-and then allow it to expire. I think that's the direction
we're heading in hopefully on the ICC.

You almost have to look at these independent regulatory agencies
individually. Look at the Federal Communications Commission. The
regulatory budget might be useful in broadcast regulation to limit the
FCC so that they can only require so much in the way of compliance
costs. But this would require the FCC to measure what the opportu-
nity cost is of denying of a considerable amount of diversity in national
programing in order to subsidize local programing while, by the way,
at the same time, so limiting the supply of national programing that
the average rate of return on assets before taxes in broadcasting is a
mere 100 percent.

If you want to look at FCC common carrier regulation, they're justsimply involved in a struggle of trying to figure out what the costs of
Bell System services are. And I think you might be chastened by any
attempt to apply the new budgetary concept to this endeavor by the
knowledge that the Federal Communications Commission, I think, has
been trying to measure costs of Bell System private line service for
14 to 18 years without success. They go through sort of a biennial
rite: Bell brings in a rate; they suspend the rate for 90 days; they
have hearings; they determine they can't figure out what the costs are;
and they come back again.

I don't see what benefit putting a regulatory budget on the FCC
would bring, other than to show that, in fact, their broadcasting policy
is basically bankrupt. But the Congress is now grappling with that
problem and, in fact, Congressman Van Deerlin who has been a very
strong supporter of broadcast deregulation, recently dropped that
project.

If you can reform it through the regulatory budget, I would wel-
come you to try, but I think it's probably a futile endeavor.

Mr. MILLER. I would like to disagree somewhat with my distin-
guished colleague, Mr. Crandall, from the Brookings Institution. May-
be I should amplify my testimony to indicate that I am speaking
for myself, of course.

Senator BENTSEN. You have both qualified your testimony in that
regard.

Mr. MILLER. Thank you. I think it would be a good idea to require
a regulatory budget for some of these economic regulatory agencies.
Such agencies tend to hold down competition among firms. To some
extent, their mission is to protect those firms already in the industry
by keeping the outs out. So, there is some transfer of resources from
consumers and people who would like to get into industry to those
producers who are already inside.

It is also alleged that there is a great deal of cross-subsidization
going on to small towns, and small shippers, or whatever. The work
that I and Professor Douglas have done on the airlines, and a small
amount of work on this particular issue I have done in the case of
trucking, indicates to me quite clearly there is actually very little
cross-subsidy going on. But it is an argument used to justify continua-
tion of regulation and particular regulatory goals.

Imposing upon these agencies a regulatory budget would turn up
the amounts, resources being spent and would cause agencies to justify
what is happening. Also, as important as it is to get a handle on how
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much resources are being spent, it is equally important to determine
who is -bearing the burden of these costs-who is actually paying for
these resources that are being expended for the national good.

Mr. CRANDALL. It seems to me what you are doing when you're
applying a regulatory budget to these independent regulatory com-
missions, ratesetting commissions, is indeed trying to put a limit on
how much they misallocate resources by creating monopoly profits.
If that is most of the cost of these regulatory agencies, then perhaps
in keeping with my earlier suggestion that you try and experiment,
I suggest if you wish to extend this experimentally into one area of
Federal regulation, such as Federal maritime regulation and see
exactly what that is doing in terms of monopoly profits and redistri-
bution of rents.

Then, if you are persuaded that you like that exercise, then I would
perhaps extend it to the ICC and other regulatory-

Senator BENTSEN. I would try something politically a little easier
the first time. [Laughter.] Mr. Wright, would you like to make a
comment?

Mr. WRIGHT. I have to agree with my two esteemed colleagues on
the primary purpose of economic regulation. However, I think their
comments are muddying the waters regarding the purpose of the regu-
latory budget and the process of setting it up.

It doesn't seem to me, given the way the regulatory budget has taken
shape, that the intention is to reform economic regulation. And while
I would agree that reform is needed, I don't think that this would be
the proper vehicle.

My argument for including the economic regulatory agencies does
not extend to any inefficiencies introduced by the ICC. I would like
to couch the position as follows, and use the Department of Energy
as an example. It's not thought of typically as an economic regulatory
agency or as a social one, but, in fact, it is very heavily involved in
both.

I would not like to debate the regulatory budget, or the merits of
whether or not we should adopt it, bearing the political freight of the
economic costs or benefits of economic regulation. I would like to think
of posing the issue this way:

Suppose, given that we're going to do as a nation what we have been
doing in, let's say, energy price regulation, then the question arises:
Are there substantial compliance costs with that regulation? I think
the answer will be "Yes." Aside from setting optimal or pessimal
natural gas prices or crude oil prices, we also have an enormous frame-
work that requires companies to comply with the letter of the law and
with the regulation. I would like to think of the regulatory budget as
looking at that set of issues, and I guess I would shrink from trying
to add on the inefficiencies or alleged inefficiencies of economic regula-
tion regarding the price side.

Mr. CRANDALL. I just have one caution there again on that. When
the business round table did its study on regulation, it asked its mem-
ber firms to try to identify the cost areas of regulation which imposed
the greatest burdens upon them. They came up with about six, one of
which was the ERISA pension law. They found that the compliance
costs, in terms of simply the costs of reporting their compliance to the
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Government were very, very small relative to the actual compliance
costs of expending resources for, say, EPA regulations.

So, it may be required to get a handle on those sorts of administra-
tive regulation, but clearly DOE, the cost of keeping imports of
OPEC oil-the misallocation involved there swamps any costs that
Exxon or Gulf have of complying with the regulation.

Senator BENTSEN. Having thought of that originally as a hangover
from the regulation of petroleum, we made some major changes in the
reporting requirements after we had filed a strong protest.

Gentlemen, I think we have covered the subject fairly well this
morning. I am very appreciative of your contribution. You have
pointed out some of the minefields we have and, in turn, some of the
great advantages that would accrue if we are able to bring it off.

Thank you very much.
[Whereupon, at 11:35 a.m., the committee adjourned, subject to the

call of the Chair.]
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