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FOREWORD TO THE SERIES ON REGULATORY MANAGEMENT AND REFORM

Regulations are the sinews of modern government, the legal instruments that
connect abstract government policies with the day-to-day activities of commerce and
private life. To put it more precisely, regulations make government decisions
operational, and hence perform a key role in the governing process. In the highly-
developed administrative states characteristic of OECD countries, government
effectiveness has become to a significant degree dependent on the systems that
develop, monitor, 2nforce, adjudicate, and terminate regulations.

The pervasiveness of regulation has become one of the defining aspects of
contemporary life in OECD countries. Governments in the OECD area have, over the
" years, constructed massive and complex regulatory systems through which they
attempt to serve and balance the economic and social values of their citizens. Yet
few governments are satisfied with the quality, effectiveness and cost of regulation.
New demands -- from opening world markets and international integration, from
problems of unprecedented scale such as environmental degradation, and from
emerging interest groups such as consumers, to mention only a few -- have focused
considerable attention on the role of regulation in causing and solving problems.

In the 1980s, most OECD couniries launched new public sector initiatives aimed
" at improving the performancs, impact and institutions of regulation. These initiatives
vary greatly in objective and design, but they have distinctive features that mark them
as genuinely new management capacities enabling governments to regulate more
carefully. This development can be compared to, and may be no less important than,
the adoption of modern fiscal budgeting agencies by governments earlier in this
century to better control and manage national expendltures

The work of the OECD Public Management Committee (PUMA) on regulatory
- management and reform attempts to respond to the specific needs of the new reform
initiatives. The purpose is to provide better information -- drawn from practical
experience, comparisons, and international exchanges -- on the benefits, costs, and
risks of reforms in the management, processes and institutions of regulation.

The series of occasional papers on regulatory management and reform is
intended to disseminate more widely the background papers, reports, and preliminary
results prep'red for the programme. The regulatory management and reform work
and series of papers is led by Mr. Scott Jacobs of the Public Management Service.

The papers are published on the responsibility of the Secretary-General. The
views expressed in the papers are those of the authors, and do not commit or
"necessarily reflect those of governments of OECD Member countries.

Copyright, OECD 1992
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CONTROLLING REGULATORY COSTS:
THE USE OF REGULATORY BUDGETING

Introduction

In providing social and economic benefits, government regulation imposes
costs on national economies. The cost of regulation is a form of indirect taxation,
and hence regulation is a mechanism for government spending. From this
perspective, regulatory costs are best viewed as regulatory expenditures.

Regulatory costs are the major government expenditure still off-budget, that
is, not included in the accounting and control system called the fiscal budget. Few
countries keep itemised accounts of the projected compliance costs of regulations.
No country currently uses such an account with the jo0al of staying within an overall
ceiling of expenditures. Many believe that, because private regulatory costs are
not accounted for in the fiscal budget, a tendency toward excessive regulation is
inevitable, especially in the presence of stringent fiscal budget constraints for other
forms of government spending.! One answer may be to develop a budget for
regulatory expenditures similar to that used for fiscal expenditures. :

This paper discusses the reasons for and potential benefits of a regulatory
budget. In setting the problem, it discusses the aggregate costs of regulation and
in particular the special concerns that an increase in "socidl reguiation” poses for
sccnomic growth. A brief discussion of how the United States has attempted to
manage regulation through a regulatory review and reform program located in the
Office of Management and Budget (OMB) is presented. Although the U.S. program
has been successful in improving the cost-effectiveness of new regulaticns, the
continued growth of social regulation has generated discussion about using
budgeting concepts to better manage regulatory expenditures.

The paper then analyses regulatory budgeting by discussing the. history and
theory of budgeting, some practical problems with the approach, and some
suggested steps for implementation. A hypothetical example of how regulatory
budgeting might be applied to a set of regulations aimed at reducing health and
safety risks is also presented and compared to a benefit-cost approach. The paper
concludes by suggesting that the ultimate policy goal is to combine regulatory and
fiscal expenditures into a "super budget" that treats national economic resources,
no matter how allocated by governments, equally.

! For a discussion of how the Mémber countries of the OECD have attefnpted to deal with this
problem, see Jacobs (1992). \ ’



Public Sector Management and Controlling Regulation

In 1989, generai government outlays as a percent of GDP averaged 39.8
percent for OECD Member countries.? An unknown additional amount of output of
OECD economies is also allocated by the public sector through regulation and
state ownership of various enterprises. For the United States, if the estimated
costs of federal regulation borne by the private sector are added to general
government expenditures, the percent of GDP allocated by the government.
increases from 36.5 percent to 46.2 percent ® | regulatory costs in the other
OECD countries are proportianal to those in the United States, about one half of
the total of ’WECD countries’ output is directed by governments.*

As the economic advantages of free markets and private incentives have
become more apparent in recent years, most OECD countries, joined by many
developing and formerly communist countries, have sought to reduce the amount of
resources absorbed and directed by the public sector.’> Various OECD
publications have documented that the trend towards privatization, regulatory
reform and restraint of government expenditures is well underway. Success is
apparent in several areas. Government expenditure as a percent of GDP is down
from 41.1 percent in 1982 to 39.8 percent in 1989 in OECD countries (OECD,
1990). "Economic regulation” (the regulation of prices and/or quantities of goods,
usually in specific industries) has declined as deregulation of trucklng, airlines,
telecommunications and natural gas has advanced, especially in the United States,
United Kingdom, Canada, and New Zealand. Privatization in the United Kingdom,
Portugal, France, Germany, and New Zealand, among others, has also been
actively pursued (OECD 1990).

These developments suggest that government direction of economic
resources may have peaked. However, there appear to be at least two areas
where governmeri intervention in the private sector is expandlng rather than
contracting -- although the evidence of this for most countries is anecdotal not
empirical. In particular, "social regulation" (the regulation of the terms and
conditions under which goods and services m2y be produced or sold, usually for
the purposes of promoting health, safety, consumer protection, equal opportunity,
the environment or other.goals) has continued to grow, if not accelerate, in the

2 gge OECD (1990) p. 38.

3 Calculated using the upper estimate of the cost of federal regulation ($508 billion) from the
Regulatory Program of the U.S. Government 1991-1992 (1990) Table 2, p. 5. This does not include
the cost of state and local government regulation. ,

* The output of OECD countries is combined by using 1985 purchasing power parities and
- excluding Turkey and New Zealand. ‘See OECD (1990) page 38, A

5 Fora comprehensave dlscusslon of the trends, consequences and need to control the public
~ sectors in OECD countries see The Role_of the Public Sector OECD (1985).
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1S80's and early 1990s, at the same time that "economic regulation" has
declined.® :

Another major form of regulation not usually discussed may also be
increasing. Process or administrative regulation specifies how the government
collects, manages and allocates its funds and property. To the extent that private
parties bear a part of the costs of these regulations, these costs should also be
counted in any determination of the aggregate impact of government. For the
United States the major components of these types of regulatory costs are the time
and effort required to fill out tax forms and the. private administrative costs of the
health care system.” :

Estimating the Costs of Regulation

Table 1 presents estimates of the cost of three categories of regulation --
economic, social and process -- in the United States for the years 1977 to 1990.°
A clear pattern emerges: economic regulatory costs are dropping and social and
process reguiatory costs are rising during this period. The costs of economic
regulation as a percentage of the costs of all regulation declined from 72 percent in
1977 to 46 percent in 1990, in part dus to extensive deregulation in the transport
and energy sectors. This percentage is projected to decline further to 38 percent
by the year 2000, as soeial regulatory costs increase by 67 percent and process
costs increase by 19 percent while economic regulatory costs hold constant.’

Table 2, which lists the costs of major regulations proposed and issued by
the U.S. Federal Government for the last five years, adds further detail to these
estimates. It shows that new environmental regulations, accounting for about $27
billion of the $41 billion cost of regulations proposed over the last five years', are
the main reason for the large projected increase in the costs of social regulation.

¢ For a discussion of the differences between economic and social regulation see
Commonwealth of Australia (1989) pp.1-2. For 2 list of the different types of economic and social
regulations and estimates of their costs and benefits for the U.S. economy see Hahn and Hird
(1990). '

, 7 For a discussion of the process regulation see the Regulatory Program of the U.S.
Government (1985) pp. xiv-xxiii and Hopkins (1991).

8 Calculated from Hopkins (1991) Table 5a.

9 Estimated by Hopkins (1991) Table 5a. Also see '{ahn and Hird (1990). Hopkins (1992) and
Chapter 17 of the Budget of the U.S. Government FY 1993 (1992).

9 In the United States, regulations are first "proposed,” that is, published for public scrutiny and
comment, before they are promulgated as "final" rules. Costs are estimated for both proposed and
final rules. ‘



The relative increase in the cost of social and process regulation compared
to that of economic regulation may be even greater than Table 1 suggests. Costs
presented in Table 1 for economic regulation combine two types of costs:
economic efficiency losses and transfer costs. Economic efficiency lfosses are
losses to the economy that can never be recouped. Transfer costs are losses to
one group in society that, theoretically, are exactly offset by gains to another
group.!" They are included here to measure the full impact of government
intervention on society. According to Hahn and Hird (1990), transfer costs average
about 3 to 4 times the size of the efficiency losses for the U.S. economic
regulations they examined. Estimates of such transfer costs are not, however,
available for social and process regulation and hence are not included in the
estimates in Table 1 for social and process regulation. Therefore, the costs in
Table 1 for these types of regulation are estimates only of the economic efficiency
losses, which are thought by most economists to be, dollar for dollar, more harmful
to the economy.

For other reasons, the cost of social reguiation may be even further under-
estimated in Tables 1 and 2. Maryy economists now believe that the full cost of
social regulation on society is not captured by the summation of the compliance
costs of individual regulations, as was done for Tables 1 and 2. In particular,
effects on productivity and labor supply and the adjustments that nonregulated
industries must make to the changes required of regulated industries are not taken
into account in these cost esiimates.® ‘Using a macro model to measure the ,
procuctivity slowdown caused by worker safety and environmental regulation, Gray
(1987) found that 0.44 percentage points or 31 percent of the decline in U.S.
manufacturing productivity in the 1970's was due to these kinds of regulation.
Using a general equilibrium model, Hazilla and Koop (1990) estimated that the fuli
cost of environmental regulation in the United States in 1990 was about two and
one half times larger than mdrcated by the engineering costs estimates of the sort
used in Table 1. Jorgenson and Wilcoxen (1992) estimate that by the year 2005,
environmental regulation -- including the Clean Air Act Amendments of 1990 -- will
reduce U.S. GDP by about 3 percent annually, indicating that the indirect costs of

" n reality, transfers are probably not costless to society because of resources expended
attempting to influence the political process (called rent seeking by economists) and because of
harmful incentive effects on labor and investment. Some economists betieve that practically all
transfer costs due to economic regulation are a net (dead weight) loss to society because they
believe rent seeking exhausts the entire amount transferred

2 For example see Jorgenson and Wilcoxen (1990 and 1992), Hazllla and Koop (1990) and
Gray (1987 and 1991),

- 1370 estimate these effacts, oomr)iex data-intehsive macro or general equilibrium models are
required. For a discussion of the various ways and problems encountered in measuring the costs
of soclal regulation, see Hahn and Hird (1990).
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environnltental regulation are more significant than the direct costs shown in
Table 1.

Managing Social Regulation

If further progress is to be achieved in managing the size and economic
influence of the public sector, restraint of government outlays, privatization and
economic deregulation is not enough. Social regulation must be better managed.
Although the United States has actively pursued a regulatory reform and review
strategy designed to rationalize social and administrative regulation, primarily by
subjecting. newly proposed regulations to benefit-cost tests, Tables 1 and 2 indicate
that the costs of social regulation continue to grow quite rapidly.

For 20 years, the United States has been trying, with modest success,
various ways of managing the growth and improving the cost-effectiveness of social
regulation. The last five Presidents have maintained and continuously
strengthened centralized regulatory management program in the Executive Office
of the President.’®- Regulatory budgeting was discussed in the late 1970's by both
the executive and legislative branches of government in the United States, but was
not implemented."®

‘ - The basic structure of the current regulatory reform program of the U.S.
government was estabiizhed by President Reagan in 1981 through a presidential
(Executive) order issued ong month after he took office. The order required that -
proposed regulations pass a benefit-cost analysis. ' A key procedural innovation
was the requirement that agencies submit to OMB for review drafts of regulations -
- before publication. For each regulation with a potential economic impact of $100
million or more per year, the agencies are to also supply a regulatory impact-

~ analysis that confirms that the regulation will produce more benefits than costs, and
that it will maximize net social benefits (benefits minus costs) compared to
alternative approaches. Since |eg|slat|on by its nature does not permit the
executive full discretion, maximizing net social benefits is not always legally
permissible. In these cases the Executive order requires that agencies meet
legislative objectives in the most cost-effective ways.

" Athough these indirect effects are significant, they are probably similar to the indirect effects
of defense expenditures in the tiscal budget that also direct resources away from private market
activities.

' For a briet history of these effons see Regulatory Program of the U.S. Governmeni (1988).

'8 Probably the first proponent of the regulatory budget was Robert Crandall (1978) of the -
Brookings Institution. In 1979 two members of the Joint Economic Committee of the U.S. Congress,
Senator Lloyd Bentsen and Congressman Clarence Brown introduced a bill to establish a regulatory
budget. See DeMuth (1980) for an early history of the. concept. :
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Although there is much anecdotal evidence that this program has improved
the cost-effectiveness of many regulations, the rising costs of social regulations
indicated in Tables 1 and 2 led President Bush in 1992 to propose a further
tightening of the regulatory oversight program. As part of a moratorium on new
regulations, he ordered agencies to review existing and planned regulations in
order to speed up growth-enhancing and cost-effective regulations and to weed out
regulations that were no longer cost-beneficial. The President set up a Working
Group on Regulatory Reform in the White House to oversee agency reform efforts.
The hiatus of the moratorium also allowed his advisors to consider additional steps
to streamline and focus regulatory oversight. In particular, efforts to improve and
expand benefit-cost analyses and requirements are under development, and
regulatory budgeting is receiving new consideration.

The Fiscal Budget Analogy

The regulatory budget is modelled on the fiscal budget approach, in which
an agency or program head is given a budget ceiling within which he or she can
allocate funds among competing needs. The logic and workings of budgets are
well known, and would produce three major benefits when applied to regulatory .
expenditures.

First, placing a fixed limit on the amount of resources available to an agency
or program head with a defined mission should result in more cost-effective
allocations of those resources. Allowing resources to be treated as a "free good“

_offers little hope that those resources wiil be allocated in a cost-effective manner..
In the United States, the budgeting approach is thought to "get the most bang for
the buck.”

Second, a budgeting approach would require an explncut consideration of the
aggregate economic cost of regulation. It is hoped that if the democratic process
astablishes the budget ceiling, then that process should balance the public benefits
of the expenditures with the social costs of the pnvate resources used.

Third, the regulatory budget, like the fiscal budget would rely more on
decentralized decision-making rather than the centralized decision-making of the
centralised regulatory oversight model. The advantage of the decentralized
approach, as opposed to having each proposed funding decision reviewed by the
central budget office, is that a decision-maker at the program level should have
more and better information with which to make cost-effective decisions wuthm the
budget constraint. :

One difference between fisc al budget and regu|atory expenditures i is that the
total costs of the fiscal budget are well known and debated. ' As discussed above,
no one really knows the total costs of regulation and neither the legislature nor the o
executive is forced to make trade-offs among the regulatory expenditures of '
different programs. ‘Agencies frequently view regulation as “a free lunch"; that is,
they are aware that the pohtical costs of lmposing diffuse and often unseen
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regulatory costs pale in comparison to the political costs of violating fiscal spending
ceilings even when the economic costs and benefits of the two policy approaches
are the same. Nor is a systematic concern for the aggregate impact of regulation
on the economy effectively represented.

Yet the effects of fiscal and regulatory expenditures are directly analogous in
several important ways. - First, the expenditures required by regulation have many
of the same overall macro sffects, i.e., effects on output, employment, prices, and
growth, as do budget expenditures. The federal government finances expenditures
by diverting resources from the private sector through taxation and borrowing.
Similarly, business firms finance expendatures required by regulation (e.g., for
pollution control) by borrowing, increasing prices, reducing other expenditures, and
- reducing dividends. These, of course, are the same ways firms finance taxes and
thus have the same broad effects on the economy as do many taxes. The
incentive effects on working, investing, and saving may differ from income taxes,
however, to the extent that tax liability is more direci!y tied to earniii;s, profits, and
interest income than is regulation. Thus, regulatory uxpenditures may be closer to
user fees and excise taxes in such impacts than to income taxes.

Second, the micro effects of regulatory expenditures on the allocation of
economic resources are also similar to the effects of fiscal budget expenditures.
Most fundamentally, both regulation and budget outiays divert private resources to
~ public purposes. Furtherfnore, in many cases expenditures required by regulation
may be an alternative means of achieving the same public policy objectives as
budget expenditures. For example, firms can be required by regulation to treat
their effluent before dumping. Alternatively, public waste water treatment facilities
can be constructed by direct expenditures of government. The basic allocative
effects are similar, although the efficiency. of the method may differ from one policy
instrument to another, and implications for the distribution of income might also

vary.

Problems with the Regulatory Budget

Several accountmg problems are often held up as reasons why the
regulatory budget is a concept whose time has not yet come.” ‘One practical
problem is that in order to validate projected budget estimates, it would be
necessary to ask private. firms and individuals to keep detailed records of actual
expenditures. These records might not necessarily be accurate and could create a
‘considerable and expensive compliance burden.

Second, estimating which expenditures were made because of regulatory
requirements -- compared to which would have occurred in the absencs of
~ regulation -- is often extremely subjective. For example, in the absence of
“ regulations for automobile safety standards some level of safety would still be built

7 DeMuth (1980) for tha U.S. and Gill (1990) for New Zealand make this point.
13



into vehicles, but since the amount is unknown the additional cost of regulation
cannot be calculated accurately.

A third type of problem arises because the indirect costs of regulation are
extremely difficult to estimate and may be relatively more important for regulation
than for spending and taxing. Indirect costs result when regulation reduces
otherwise desirable economic activities by raising production or product costs, by
making products less desirable, or, in the extreme, by banning products or making
them unprofitable to produce. These are the costs discussed eariier that do not
appear in Tables 1 and 2. Another impontant class of indirect costs is the decline
in innovation that may occur with some types of regulation.

The economic loss caused by these declines in economic activity is the
excess of the value to consumers of the lost output above the costs of production.
Since this indirect cost is not directly measurable, and can only be estimated by
complicated statistical models, some argue that it would be problematic to combine
estimates of these indirect costs with the direct compliance costs of regulation. Yet
measuring only the direct expenditure costs of regulation for use in an oversight
program may create a bias toward banning substances and products rather than
controlling them, since banning a product, service, or manufacturing process gives
rise mainly to indirect costs and avoids direct costs. |

' . '
Possible Solutions

These practical problems, however, are not insurmountable and mainly differ
in degree from their fiscal analogue. For example on the first point, the spending
forecasts for fiscal budgets do not have to be perfectly accurate for the fiscal
budget process to be effective in controlling spending.. As long as they are not
systematically underestimated, projected cost ceilings serve as a constraint.
Likewise the spending forecasts for regulatory budgets do not necessarily have to
be accurate for the regulatory budget process to act as a constraining-device for
regulatory spending. Auditing costs for the regulatory budget can be kept to a
minimum since all that is needed i is ex p~st evaluations of a sample of sutuatlons in
order to improve economic forecastmg models.

The second measurement problem -- estimating the countertactual --
diminishes if an incremental budget approach is used. For example, the amount of
workplace safety that firms provide is not likely to change much from one year to
the next in the absence of new regulatrons \ :

Frnally. the problem that there might be a tendency to ban products and
processes to avoid the constraints on direct spending should be less damaging
than the current tendency to impose -direct.and. indirect costs on the public without
any regulatory budget constramt at all. Furthermore, cost estimation technology is
improving and its costs are falling with the rapid decline in the price of computing
power. Simple rules based on econometric modelling of demand and supply

_relationships of regulated or banned products could be developed and used to

14



proxy for the value of the loss to consumers of the foregone output caused by
regulation.

Development of a Data Base for a Regulatory Budget

One way to aadress any remaining concerns about measurement
methodologies is to begin implementation of an accounting system that makes use
of such information. The fiscal budgetary process for outlays and receipts evolved
in this fashion. Since the U.S. Budget Act of 1921, the accounting principles,
standards and forecasting methedologies for the budget have continued to evolve
and improve as a result of both executive and legislative action.

Over the last 20 years, successive reguiatory oversight programs located in
the Executive Office of the President have slowly refined cost accounting standards
and broadened the base of regulations covered by required cost impact
statements. For the 1991 Regulatory Program of the U.S. Government, agencies
were asked to provide to OMB cost and benefit estimates for all significant
regulations. Prior to that request, agencies were generally only required to provide
cost and benefit information for "major” regulations, defined as regulations with cost
impacts of over $100 million per year. This latest requirement increased the
number of rules requiring cost and benefit information from about 80 to 500 per

year. e -

The FY 93 Budget of the U.S. Government published these data for rules
the agencies expected to issue in 1992. These rules are expected to add $15
billion per-year to the regulatory costs that the private sector must bear. Benefit
data were also provided, but the quality was variable and often not expressed in
monetary terms. Although improvements over the last several years in cost
estimation techniques, in particular, are evident, more improvement is needed
before true regulatory budgeting can begin.

Most recently, during the 1992 moratorium on new regulations, President
Bush also addressed the legislative side of the problem. As part of his program to
strengthen regulatory review and cost control, he directed the agencies to estimate
the likely costs and benefits of legisiative proposals under active consideration by
the Congress or proposed by the agencies. OMB in consultation with the Council
of Economic Advnsors will provnde the technical guidance needed to make these
estimates.. :

Once a legislative data base has been established and accepted as
reasonably accurate, the regulations implementing new statutes can be reviewed
according to how their costs compare to the costs estimated for the organic
statutes. Eventually, control mechanisms could be developed so that regulations
that impose costs beyond the estimate for the legislation could receive special
scrutiny. The goal would be to follow the model of the fiscal budget and include a
"regulatory cost ceiling" in any new legislation that imposes private sector costs.
Under this scheme, each new statute would include a ceiling on the total private

16



sector costs that agencies could impose in implementing the statute. Agencies
would then keep track of the estimated costs imposed by the regulations. Once
the statutory ceiling was reached, new regulations would require either additional
legislation to raise the ceiling or offsetting changes in other regulations that would
keep total private sector regulatory costs within the ceiling.

This regulatory cost ceiling system would increase the accountability of the
legislature and provide even more incentive to make accurate estimates of the
likely costs of regulation than simply requiring cosi estimates of the proposal.
Regulatory cost ceilings that were excessively low would frustrate the purpose of
the statute because agencies could not issue impiementing regulations. Although
Congress might be tempted to authorize excessively generous. amounts, it would
have to declare itself willing to impose a specific level of costs on the public. ’
Moreover, Congressional estimates would have a real effect on agency decision-
making, and would give agencies strong incentives to choose regulatory
approaches that produce benefits at the least possible cost.

implementing the Regulatory Budget Concept

In an informal way, a cost ceiling was used as a benchmark for negotiation
betwesan the President and the U.S. Congress of the content and structure of the
Clean Air Act Amendments of 1990.. The agreed-upon ceiling, about $25 billion in
annual costs, served to focus the negotiations on the most highly valuec.
alternatives and may have been responsible for some of the innovative provrsrons

of the Act.”

A second pilot test of a form of the regulatory budget inveciving the Clean Air .
Act's implementing regulations is also being tested by the U.S. government 19
The Environmental Protection Agency (EPA), the Council of Economic Advisors
(CEA) and OMB are working cooperatively to establish- nonbinding cost caps for
certain industrial, categories effected by the Act. In implementing the regulations
requrred by the Act, EPA and OMB will try to keep the projected costs of the
various options considered below the budget cap. OMB, CEA and EPA will work
together to resolve some of the estrmatrng and accountmg problems discussed
above. . o

The prlot test has apparently worked well enough that the U.S. government

- stated in its FY_1993 Budget that it would *... use the regulatory budget techniques
- in 1992 in negotiating legislation with srgnmcant regulatory costs and seek program
specific cost caps in appropnate regulatory areas

-8 See Starobln‘ (1990) for a discusslen of this prbcess
9 Thls discussion relies on the Regulatog Program (1991)

g r_rggﬂ of ghe U.S. Government EY 1993 (1992) Part one-401. The following secnon is based
on that repon. : . ,
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In areas where the President has the discretion to implement policy without
Congressional approval, the FY 1993 Budget suggests that several ideas are under
consideration. For example, the Executive branch could also give agencies
allowances that would set ceilings on increased regulatory compliance costs they
would be allowed to impose each year on the private sector for regulatory
requirements that go beyond requirements in law; "mandatory” regulatory spending
would not be covered. Agencies could also be given "credit," which they could add
- to their allowances, for cutting regulatory spending by reducing the costs of existing
regulations.

Another approach, patterned after the fiscal budget process, would be for
OMB to set agency-wide cost reduction goals for final regulations. Such an
approach would provide a framework within which the agency would decide
regulatory tradeoffs. The goal could be expressed in percentage or doliar terms
relative to a baseline consisting of the costs of the regulations at the proposal
stage. Only cost reductions resulting from regulatory changes, not cost estimation
changes, would count toward the cost reduction goal, and the regulatory changes
‘would have to be within the discretion allowed by the rulemaking record and in
accord with the requirements of the Administrative Procedure Act. Gaming of the
system could be a problem if agencies anticipate the required cut at the final rule
stage by building in a cushion at the proposal stage. This, of course, is a problem
. found in most budgetmg systems -- to which analysts and decision-makers must be
- sensitive. o

The U.S. Congress has also been interested in regulatory budgeting.
‘Several bills have recently been intréduced that develop this concept. A bill
introduced in the Senate would require both Congress ‘and the executive branch to
assess the costs and impact on the private sector of both new legislation and '
regulations that cost over $10 million. Another bill under consideration would
freeze regulatory costs at current levels so that any new regulations that impose
costs on the private sector could not be issued unless dollar for dollar offsets with
exust:ng regulatory costs could be found and elrmmated

’Th‘e Application of Regulatory Budgeting to the
Regulatlon of Fllsks to Life and Limb

in 1991, ‘the U S. Government announced that it was also beginning to apply
a vanant of the budgeting approach to risk-reducing regulation?' The approach
will use cost-effectiveness analysis across a wide variety of regulatory programs, all
aimed at reducing health and safety risks faced by members of society, to identify
those activities that are most cost-effective, e.g., that save lives or prevent
illnesses/injuries at the lowest cost. At first, budgeting will be applied to resource
-allocation decisions within individual programs, but as risk assessment and cost

21 This section relies on information from the Budget of the United States Government Fiscal
: Yegr 1992 (1991).
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analysis improve it may be possible in subsequent years to allocate resources
(both private and pubiic) in a cost-eftective way across programs. Eleven pilot
programs were selected for the first year, ranging from nuclear waste clean up and
immunization programs to the regulation of seafood safety and workplace cadmium’
exposure. ‘

Table 3 based on data from past regulatory actions on health and safety
regulations illustrates how regulatory budgeting might work once it is fully
implemented. It shows the annual costs and the cost per life saved for various
regulations that were issued or rejected by the U.S. government over the last few
decades. These estimates have been calculated and standardised by the author -
mainly from agency benefit-cost analyses.

Table 3 clearly shows the need for regulatory budgeting. The cost per
premature death averted varies from about $100,000 for safety regulations such as
auto steering column protection to bilions of dollars for certain regulations aimed at
reducing cancer risks. The upper portion of the Table lists the most cost-effective
regulations, that is, regulations that cost the least per statistical life saved. To save
the maximum number of lives with a limited budget, therefore, regulations should
be issued first from the top of the Table. For example, $1 billion spent on auto
safety would save 10,000 lives, but would prevent only 13.7 cases of cancer if
sper.t on a ban of certarn asbestos products.?

These wide divergences in cost per life saved indicate that the existing
regulatory programs could have been more cost-effective. The reasons why they
have not been more cost-effective include the strength of interest groups, the
differences ir: the statutory requirements under which the different regulations are
issued, and the political sensitivities connected to exphcrtly valuing human life.

The way a regulatory budgeting approach could have worked wrth these
regulations is as follows: A fixed budget amount is allocated for health and safety
regulations for a given perrod of time. Regulations under consideration are ranked
by cost-effectiveness, as in Table 3. If the budget ceiling is $3 billion, the first 20
regulations are issued since therr total cost is $2.970 blllron and the next regulation
costs $35 million. . :

The advantage of this approach is that regulations compete among ,
themselves for priority compared to the case-by-case approach of the benefit-cost
system, where each regulation is judged simply on whether it passes the benefit-
cost threshold, regardless of whether other regulations might have produced more
benefits at lower cost. -In the $3 billion budget example above, the least cost-

22 Thore are other considerations that should be taken into account before such regulatory

budgeting decisions based solely on cost per life saved are made, including the years and quality of

the lives prolonged and the different circumstances of the individuals and their situations. ‘See
Morrall (1986) and Broder and Morrall (1983) and (1991) for discussions of the economic approach
to risk reduction through regulation. Note that U. S courts recently overtumed the EPA ban on.
asbestos :
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effective regulation spends $9.3 million to save a life, compared to the billions of
dollars spent to save a life by some regulations under the present program.

This regulatory budgeting example is only hypothetical and assumes that the
- actual budgeting decisions will be made on cost-effectiveness grounds. That is not
assured, nor is it absolutely necessary. Decision makers could vary. the priorities
depending upon nonquantifiable considerations. In cases where some social
benefits are not easily quantified, that might be an advantage.

In an ideal world, benefit-cost analysis would be superior to the budgeting
approach, even when budgeting is used aiong with a cost-effectiveness standard.
The reason is that the budget amount -- in our example above, $3 billion -- may not
be the appropriate amount to produce maximum benefits for society. Benefit-cost
analysis relaxes the budget constraint and would put into place all regulations
whose benefits exceed their costs.?® But in a world of over-regulation where the
costs of regulations are often under-valued or treated as if they were "free goods "
regulatory budgeting may produce a more desirable outcome.**

Regulatory budgeting has ancther real-world advantage over the benefit-cost
approach in improving the cost-effectiveness of hez!th and safety regulation: it
does not use explicit, politically charged "value of life" numbers in screening
regulations. Beneﬁt—cost analysis typically uses a "willingness to pay" standard to
~ measure benefits.* Accerding to Viscusi (1992}, the most reasonable estimates

of the value of life based on this approach are in the rarige of $3 to $7 million.
Thus benefit-cost analysis using this range of value of life would cut off regulations

¥

2 Technically, this is true only for a set of mutually exclusive regulations.

1t should be noted that regulatory organisations, such as legislatures and agencies, are able to
produce only a limited number of regulations each year, due to an effective "budget ceiling” of
administrative and personnel resources. Hence, under existing conditions, these organisations have
the incentive to rank rules by a much narrower cost-effectiveness standard; that is, benefits per
dollar of their administrative budget. Evcn if social benefits were properly counted, these
organisations would tend to choose easily-written and enforced standards, such as complete bans,
over more complex but more socially-beneficial regulations. In practice, moreover, "benefits" often
become political benefits to the regulatory body, perhaps in response to interest group pressures,
further distorting the cost- effectlveness rankmg The regulatory budget approach would avoid each
of these pitfalls. .

2“Willingness to pay is measured by econometric techniques using actual market data or

simulated market data derived from advanced survey methods. In valuing the reduction of risks of
fatalities and. injuries, labor market data is used to calculate the risk premium workers demand for
accepting smail statistical risks. . For example, if fully informed and mobile workers are willing to
. work for a $500 premium in jobs where annual fatality risks are one in 10,000 greater than average
" then 10,000 workers would require $5 million for an increase in risk of one fatality per 10,000
workers -- or $5 million per statistical fatality. For a discussion of this concept and an exhaustive
~survey of the literature on willingness to pay for risk reduction, see W. Kip Viscusi (1992). He

gresents data on the willlngness to pay for the U.S., UK., Canada, Japan, Australia, and New

ealand
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after No. 19 in Table 3, one regulation before our hypothetical $3 billion regulatory
budgating example would cut off regulations. ,

In practice, policy officials who are attempting to- maximize the number of
lives saved are likely to consider both the amount of society's resources available
for saving lives (the budget constraint) and how much society is willing to pay to
save lives in establishing general policies toward risk reduction.

Table 4, based on cost-effectiveness data from the British National Health
Service, illustrates an approach to this probiem that may be even more politically
palatable and is also more sophisticated.*® Table 4 ranks competing therapies for
saving lives by cost per quality adjusted life year (QALY). -Using QALY’s rather
than lives saved is technically superior since it takes into account the amount of
time and the quality of that time that these procedures produce. The technical
nature of QALY’s also may make them less objectionable than reviewing
regulations based on the "value of life." Since there are long queues for many of
these therapies, the budgeting approach shows promrse of providing a greater
amount and quality of public health

Suggestions For Implementmg the Regulatory Budget ‘

As discussed aboue the United States has taken a number of steps toward
the regulatory budget although no official policy to implement a full scale regulatory
budget, other than studying the concept, has been adopted. Many of these steps
have been taken because they make sense in their own right; they should improve
regulatory decision-making even if a full scale regulatory budgeti is not adopted

The ten steps listed below have been taken or are needed for the United
States to implement a successful regulatory management and budgeting’ program.
Other countries may find that a different order of steps or even different steps are
needed to improve their own regulatory management programs. Individual

countnes may wrsh to assess their own progress against these milestones.

28 599 Maynard (1991) for details on the construction of thls table and for a discussion of how
“he hopes such informatlon could be used to lmprove the cost effectlveness of the National Health
‘ Servlce , .
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Ten Steps

1. Establishment of a regulatory review prdgram.

2. Formation or designation of a central regulatory review unit.
3. Development of a regulatory agenda or calendar to keep track of and

coordinate the flow of new regulations.

4, Investiture of the review unit with strong advisory or veto powers over
promulgation of individual regulations.

5. Requirement for impact analyses for major regulations.
6. Requirement for quantltatxve cost analyses for major
‘ regulations.
7. Developmentof oversight and quality control capability of regulatory

cost analyses by the review unit.

8. Development of ability to aggregate costs of new regulations and to
estimate ther costs of existing regulations and legislation.

9. EnaCtment of {arget or mandatory budget ceilings for program
categories legislation, agencies and/or ali regulation

10.  Refinement of the ability to estimate the benefits of individual
regulations and leglslatlon

‘The United States has probably reached Step 8 and is currently working on
- Step 9 by testing programs that use cost ceilings for -elected categories of
regulations and by developing regulatory cost estimates for new statutes. The

~ United States has also worked on Step 10 by convening interagency groups to

- assess what .is known about risk assessment techniques and issue guidelines for
agencies to use in performing the risk assessments needed to calculate the
benefits of proposed heclth, safety, and environmental regulations and legislation.

Conclusion

The long term goal is to develop a management or budgeting system that
treats fiscal and regulatory expenditures in an equal manner since both ultimately
. are diverted from the private sector, albeit by different policy instruments.
Budgeting is almost universally used to manage fiscal resources; hence,
integrating the fuscal budget wuth a regulatory budget appears to be the logical final
. step |
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. A "super budget" is clearly a long way off; however, in the interim the
successful management of regulatory expenditures can be advanced by taking.the .
regulatory reform steps outlined above. Regulatory oversight based on cost-benefit
and cost-effectiveness analysis and accountability for the aggregate costs of:
regulation are important reforms that should be pursued in their own right.
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Table 1

Annualized Regulatory Costs in Billions of 1988 Dollars

~ Source:

2b

Total
‘ f . Economic Process. Regutatory
Year Social Regulation Regutlation Regulation Costs
1977 66 448 107 621
1978 72 429 108 609
1979 78 410 108 586 -
1980 82 - 391 112 585
1981 84 ar 115 571
1082 84 352 114 550
1983 88 " 333 15 535
1084 ot 314 I 522
1985 95" 204 120 510
© 1986 101 275 121 497
1987 107 256 140 503
1988 BRI o 138 487
1989 20 a7 144 500
1990 128 237 145 510
Hc;pkins (1 991).




Table 2

Regulatory Costs of Major Rules, 1'187-1 991
- (Annual Costs in mllltons of dollars)”

1987 1988 1989 1990 1901 Total
ENVIRONMENT | | -
Final...... . 2000 8400 970 1,748 4340 - 17,458
Proposed... 7,200 2,100 1,500 6,918 0,267 ‘26,98>5.v’
TRANSPORTATION | | | | o
Final...... None 50 550 920 . 1,042 2,5.6.2’,‘
Proposed... None 85 400 849 878 2212
LABOR A R
Final...... . 270 30 1,270 80 82t 2471 :
 Proposed.. 280 1,200 1,080 - 1,320 3 a0 |
Other Agencies® | o . S Tt
Final...® . 104 78 147 41 1300 -
Proposed... . ~ None None. None =~ 6,002 .. 1,695 .
Total ; , . s
Final..... 2374 BESB 2037 2789 7,503
Proposed.. 7480 3385 2,980 . 15179 . 11,071
Source: "BLdget of the U.S. Government FY 1998, Table 172,

. ”COst estlmates are based upon regulatory Impact analyses prepared by the agencles for major rules tha mpos
societal (l.e., off-budget) costs. Thess costs of rayulation: are understated because not all ma]or rules have quantlfl
eetlmates and the costs of nonme]or rules are not lncluded‘ L , ‘ BEREREtS

"Other agencles with malor rules lndude the Department of Health and Human Servlces. the Department of Housing and
Urban Development. the Depattment ol .lttstlce, and the Depertment ol AgﬁcultUre g

' ”Averaged cost estlmale lrom Govemment Aocountlng Ofﬂce Ftepert GGD bo 62
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~ Table 3 - Part 1

Regulatory Budgeting for Health and Safety Regulatlon
‘(Assuming a $3 Billlon Budget)

Annusi Costs

' ; Cost Per Life

S _ : . (Millions of - . Saved (Millions
Budgeted Regulations . Year ~ Agency ° Status  19828) of 1992 §)

1. Steering Column Protection 1967 NHTSA F . 225 0.1

2. Unverted Space Heaters 1980 CPSG - F o 0.1

3. Cabin Fire Protection | 1985  FAA F 3 - 03

4. Passive Restraints/Belts. - 1984  NHTSA F 124 0.4

5. Fuel System Integrity 1975 NHTSA  F 741 04
6. Trihalomethanes 1079 EPA F 36 0.4
7. Underground COnstructio"n" 1989  OSHA-S F 5 0.4
8. Alcoht’ % Drug Control 1985 FRA . F 11 0.7

0. Servicing Wheel Rims - 1984  OSHAS  F 3 07

10. -Seat Cushion Flammabilty = 1984  FAA. F 27 08
‘11, Floor Emergéﬁc'y‘ Lightin‘g - 1984  FAA. F 4 09
" 12. Crane Suspl Pers. Platform 1988 OSHA-S CF 8 12

13. Childrén'é Sleepware | '197'3  CPSC F .',21'6 1.8

I Flammability ‘ » S ’ 7 ‘

1 14. side boors . 1e78. NHTSA' - F 886 1.8
5. Concr. &Maéonry Constr s 1988 : OSHAS ~  F . 23 19
16. Hazard Communicatlon 1983 OSHAS  F 491 2.4
17. Asbestos 1986 OSHAH  F 81 2.8
18'.;Benzene/Fug¢tive Emlss - 1984 ) EPA : F 1 3.8
18, Graln Dust o 1ee7 OSHAS - F 81 - 88
20. HadionuclidesﬂJran Mines | 1o8a. | EPA .. F e 63

R . Total 2970 -

Source Caleulations by tho author ‘F means afinal- mle

R means re]octod
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Table 3 -- Parf 2

Regulatory Budgetlng for Health and Safety Regulatlon
(Assuming a $3 Billion Budget)

Anntal Costs  Cost Per Life
‘ , (Millions of Saved (Miliions
Non Budgeted Regulations ‘Year Agency Status 1992 §) of 1992 §)
21, Benzene 1987  OSHA-H F 35 23.1
22. Ethylene Oxide 1984  OSHAH F 35 346
23, Uran. Mill Tailings/Inact. 1983 EPA F 14 37.3
24. Acrylonitrile 1978 OSHAH  F . 51 50.8.
25, Uran. Mill Tailings/Active ~ - 1983 | EPA F. 35 716
26. Asbestos | 1989 ~ EPA F 350 720
27. Coke Ovens , 1976 OSHAH  F 385 834
28. Arsenic 1978 OSHAH  F 219 126.0
20. DES (Cattlefoed) 1979 FDA F a4t 1780
30. Arsenic/Glass Manufact 1986°  .EPA F R 192.0
31, Benzene/Storage R | _1"984' - EPA " R 9 - 273.0
32. Radionuclides/DOE Facilty . 1984, EPA R 1 2840
33. Radionuclides/Elem. Phos. ‘._1‘984 o EPA 'b ‘R. "4 365.0
| 34 Acrylonitle. 1e78  OSHAH R g0 4160
35. Benzene/Ethylbenz/Styr 1984 EPA R 1 ‘ 6520
36;‘-Be_nzpne/Malesc Anhydnde_, 1984 " EPA o ’:R .V 4 - 11,1070
37. Formaldehyde o 1987 OSHAH  F 162 © 119,000.00"

Source Calculatlons by the’ author F means a fmal rule

R means re]ected




' Table 4

Quahty Adjusted Llfe Year (QALY) of Competmg Theraples-‘

Some Tentative Estlmates

: Erythropoletln treatment for anaemla in dlalysls patients (assummg no-

Cost/QALY (1990 Pounds)
Cholesterol testmg and diet therapy only (all adults, aged 49- 69) ' 220
: Neurosurgical mterventlon for h'ud lnjury 2.40-
GP advice to stop smoking . 270
: Neurosurglcal intervention for subarachnord hemorrhage 490
Anti-hyperintensive therapy to prevent stroke (ages 45-64) . 940
| Pacemaker implantation’ L h 1100
Hip replacement ' 1180
Valve replacement for aortic stenosis 1140
Cholesterol testing and treatment 480
CABG(t) (Ieft maln vessel dlsease, savere angina) - 2090
: Krdney transplant e ’ 4710
Breast canoer screenlng 5780
:'Heart transplantatron ' '7840
Cholesterol testlng and treatment (lncrementally) of all adults 25-39 - | 14156' :
»years .
. Home: hemodlalys:s 17260
g :CABG(l) (l vessel dlsease, moderate angma) . 1‘8830.., .
|l capo L e 1ee70
: Hospltal hemodlalysvs | A 21970
1 Erythropoletln treatment for anaemia in dlalysls patlents (assummg a ' 54580' '
- 10%. reductlon in mortallty) IR . o _ :
A Neurosurgical lnterventlon for mallgnant lntracramal tumors 107780
126200

Jncrease in survlval)

o 'Not'es' 1. CABG = coronary artory by-pase graft.

2 CAPD - contlnuous ambulatory perltoneal dlalysls

Source' Maynard (1 991)
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_This series of ‘Occasional Papeérs on PublicManagement’ has beenlaunched
- following the establishment in 1990 of the OECD’s: Public: Management
Committee, « 0 e
 .The 'series. will complement the" Public Management Studies being
pubiished by the OECD. It:will include short or. interim-reports prepared ‘as
contributions to the work of the Committee. The papers will focus:on specific .

issues ‘of administrative’modernisation, in areas'such as budgeting, human.

‘resource management, regulatory reform, and the management of information.




	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

