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Preface to the Fourth Edition

One of the most exciting areas of economic policy is government regulation and antitrust. These efforts affect virtually all aspects of our lives, ranging from the food we eat to the prices we pay. This policy area has undergone dramatic changes in the past three decades. The traditional topics in this area would have included such issues as setting appropriate trucking rates as well as conventional antitrust issues. However, in many areas of economic regulation there has been substantial deregulation as market forces in a larger and more competitive economy have been given more rein. New areas of economic regulation have developed, such as those pertaining to the regulation of cable television rates and homeland security. In addition, there has been an entirely new wave of government regulation, chiefly relating to the environment and safety, which involves a commitment of economic resources that has continued to escalate.

The vibrancy of regulatory and antitrust policy is reflected in recent economic events. The settlement of the states’ lawsuits against the cigarette industry for more than $200 billion has spawned other litigation efforts that have blurred the boundary between regulation and litigation. Environmental policies have continued to dominate in terms of the economic costs of regulation, recently raising difficult ethical issues such as whether protecting the lives of the elderly is worth as much as protecting the lives of the young. Economic deregulation in areas such as cable television, natural gas, intrastate trucking, electric power, and telecommunications has continued the pattern of deregulation, sometimes generating profound changes. The aftereffects of the Telecommunications Act of 1996 are still being felt in markets ranging from cable television to long-distance telephone service. In spite of the debacle in California in 2000, state electric power markets continue to be a hotbed of regulatory restructuring. In enforcing our antitrust laws, the U.S. Department of Justice has aggressively pursued price fixing and has levied fines in the hundreds of millions of dollars and imposed prison sentences for many high-level executives. It waged a successful battle against Microsoft, from which the latter emerged mostly unscathed. At the same time, the past decade has witnessed megamergers, including Time Warner/America Online, Bell Atlantic/GTE, Daimler-Benz/Chrysler, Travelers/Citicorp, BPE/Amoco, and Exxon/Mobil.

The emerging character of antitrust policies and regulation has been accompanied by an intellectually vibrant economic literature. Using frontier tools such as game theory, economists have developed new theories to characterize firm behavior and to assess which market contexts warrant government intervention. Our view of which situations of apparently excessive market power warrant government interference has changed dramatically.

Economists have also developed new methodologies to deal with emerging health, safety, and environmental regulations. These regulatory efforts were largely nonexistent two decades ago, and the economic literature addressing these issues was similarly undeveloped. In this book we will attempt to convey the general character of the principles guiding economic regulation in this and other areas, as well as the most salient aspects of these policies. While the emphasis is on U.S. regulatory policies, the principles are quite general.

The traditional emphasis of economics textbooks on business and government is on the character of regulations and antitrust policies. This treatment is built around the question, What are these policy mechanisms, and how do they operate?

The orientation of Economics of Regulation and Antitrust is quite different. Rather than start with the institutional aspect of regulatory and antitrust policies, we begin with the economic issues at stake. What particular market failures provide a rationale for government intervention? How can economic theory illuminate the character of market operation, the role for government action, and the appropriate form of government action? What do formal empirical analyses of economic behavior and the effects of government intervention indicate about the direction that this intervention should take? To provide the most up-to-date answers to these important questions, we base our analysis on new developments in economic theory and empirical analysis that have been specifically devised to further understanding of regulations and antitrust policies.

Because this has been a fertile area of economic research for several decades, a large body of economic reasoning can be brought to bear in analyzing these issues. Economics of Regulation and Antitrust is the only economics textbook whose focus derives from the insights that economic reasoning can provide in analyzing regulatory and antitrust issues. This approach contrasts with previous treatments, which concentrate on the character of these policies and relegate the economic issues to a minor role.

This approach, which we established in earlier editions, has been carried forward in this edition as well. New topics have been added. In chapter 2 and wherever possible throughout the book, we have updated the statistics regarding the role of government regulation in the economy. Chapter 2 also includes a new discussion of regulatory oversight during the George W. Bush administration, as well as new information on regulatory cost trends updated to the current century.

Part I has undergone a major revision to reflect advances in theory of antitrust and the major antitrust cases of recent years. A section has been added to the chapter on price fixing that focuses on enforcement and recent policy innovations with the revision of the corporate leniency program and federal sentencing guidelines. We review the economics behind the corporate leniency program—how does it work in catching price fixers?—and current practice for determining penalties. Though the authorities have been active in fighting price fixing, the most controversial and significant cases have dealt with monopolization. To take account of these cases and to encompass new understanding about monopolization practices, chapters 8 and 9 have been substantially revised. Using simple examples, modern game-theoretic analyses of raising rivals’ cost, tying, and exclusive dealing are reviewed and related to the merger of Time Warner and the Turner Broadcasting System and to the exclusionary practices used by Visa and MasterCard. Then, in chapter 9, we provide an analysis of how predatory pricing can work and flesh out the implications of recent judicial decisions. Attention is also given to the exclusionary practice known as “refusal to deal,” with a focus on its interaction with intellectual property rights—an issue that arose in the Federal Trade Commission’s case against Intel. Our coverage of Microsoft is significantly extended to include an analysis of the economics of network externalities. Finally, we have added an in-depth examination of the economics of aftermarkets and its relation to the historic Kodak decision by the U.S. Supreme Court.

Our emphasis on economic principles in no way implies a neglect of the pertinent institutional features. This text includes extensive case studies of major areas of regulation and antitrust policy, including entire chapters devoted to such issues as government merger policies, cable television regulation, and transportation regulation. Indeed, this book is unique in its extensive coverage of several of these topics, as well as issues such as the role of the White House regulatory oversight process. Although we discuss essential aspects of these regulations and their performance, our intent is not to provide students with a list of case names, government rules, and other institutional details. Rather, we hope to provide students not only with insights pertinent today but also with the economic tools to analyze the implications of regulations and antitrust policies a decade from now. Future policies may have a quite different structure from those currently in place, and it is the economic framework we use to approach these issues that will be of lasting value.

Part II, dealing with economic regulation, updates our earlier coverage of the restructuring of the telecommunications and electric power industries. An analysis of what went wrong in the California energy market in 2000–2001 is provided, along with more extensive coverage of how energy markets are being deregulated at the state level. Responding to an evolving technological landscape, the Telecommunications Act of 1996 was the first major piece of legislation in this industry since the Federal Communications Commission was formed in 1934. The impact of this act is a “work in progress,” and we update how it is raising cable television rates and lowering long-distance telephone rates. Incentive regulation—which is designed to control prices while inducing regulated firms to be efficient—is increasingly used in place of traditional regulatory practice. Our coverage has expanded to provide a more detailed investigation of earning sharings, price caps, and yardstick regulation, with attention to how they are applied to the electric distribution and local telephone markets. New case studies of regulation are added, such as the 44 Liquormart decision, in which the U.S. Supreme Court struck down a state prohibition against advertising of liquor prices. Finally, appendices have been added that develop simple models to establish the rationale for regulating a natural monopoly (chapter 10) and how interest group competition influences regulation (chapter 16).

Part III, on social regulation, includes evidence on the cost per life saved for different government regulations through the first years of the George W. Bush administration. Chapter 20 now includes international evidence on the value of statistical life, as well as increased discussion of risk-risk analysis. The most extensive changes took place with respect to the environmental regulation discussion in chapter 21; extensive changes are appropriate because new environmental regulation continues to be the most costly regulatory effort. That chapter now includes a discussion of the key generational issues that lie at the heart of current environmental debates. Should risks to the lives of the young be valued the same as risks to those with a very short life expectancy? How should the risks to future generations be valued as compared to our own well-being? More generally, how should we attach benefit values to environmental goods, which seldom are traded in markets and may be valued simply because of their existence, even if people will never use them? The environmental chapter also includes a new discussion of the siting of nuclear wastes and a more extensive treatment of conservative risk assessment practices. The most important new development with respect to the product safety issues treated in Chapeter 22 has been the regulation through litigation movement. That chapter now discusses this phenomenon using the breast implant litigation as the principal case study. There is also a new presentation of the proper use of values of statistical life to determine the appropriate levels of safety in product liability cases. Chapter 23 now includes a discussion of the changes in the OSHA enforcement strategy enacted by the Clinton and George W. Bush administrations.

The minimum economics background needed for this book is usually an introductory price theory course. This background will enable students to grasp all of the empirical material and most of the theoretical developments. In some cases, the discussion advances to a level at which some background in intermediate microeconomic theory is desirable, but these more difficult sections can be omitted. A unique feature of this book is that it brings to bear on these issues new developments in industrial organization and game theory. The presentation of this more advanced material is self-contained, does not involve the use of calculus, and is incorporated in chapters in such a way that it can easily be omitted by an instructor with a different course emphasis.

We have used drafts of this book in our teaching at the undergraduate level, in business school curricula, and in teaching law students. Others have used this book in public policy schools. In no case did we use all of the book in any one course. Although the book’s coverage is nearly encyclopedic, it is still not all-inclusive. It is doubtful whether any single course can successfully cover all the material included in this book, except perhaps in an intensive two-semester sequence. Because instructors have a variety of different interests and instructional needs, we have structured the book in a manner that will facilitate its use in a variety of contexts.

Organization of the Book

Economics of Regulation and Antitrust consists of two introductory chapters, followed by three parts. The beginning of the book sets the stage and introduces some of the overriding issues, such as ascertaining what the objective is that government regulators maximize and considering the appropriate division of labor between the states and the federal government.

The following three parts of the book present the core of the analytical material. Part I focuses on antitrust policy, part II deals with economic regulation, and part III focuses on social regulation and patent policy. Each of these parts is structured in a similar manner. The first chapter of each part provides an overview of the key economic issues and the pertinent methodology that will be employed. We discuss the principal market failures in this context, and how economic analysis is used to address them. In every case, the first chapter of each part can be viewed as essential reading. The instructor can then select which of the subsequent case studies to use. Chapters that require the student to have read another chapter within that part, other than the introductory chapter, are noted in the following paragraphs. Otherwise, chapters within a part can be assigned in whatever order the instructor wishes. Any chapters that the instructor wishes to omit may be excluded.

Part I, which focuses on antitrust policy, includes a healthy dose of the analytical tools of modern industrial organization. Chapter 3 is an introductory overview of antitrust policy and of the other chapters in part I. Efficiency and technical progress are explained in chapter 4 as tools for evaluating policies. At least the first half of this chapter is probably necessary reading for understanding chapters 5–9.

Chapter 5, on oligopoly and collusive pricing, is novel in introducing oligopoly through a game-theoretic approach and then relating the theoretical models to antitrust cases. The discussion of market structure and entry deterrence (chapter 6) is mostly analytical; it can be skipped by instructors under time pressure in courses with a primary focus on antitrust cases. The remaining three chapters—horizontal and conglomerate mergers (chapter 7), vertical mergers and restrictions (chapter 8), and monopolization and price discrimination (chapter 9)—are stand-alone chapters that can be assigned or not, depending on the instructor’s preference.

Part II addresses the role of economic regulation. As evidenced by the dozen or so case studies in this part, economic regulation has been an integral part of the U.S. economy. Although there has been substantial deregulation of airlines, trucking, and long-distance telephone services, the debate over appropriate regulatory policies and reregulation is still very active.

An overview of economic regulation, including its historical development and a summary of regulatory practices, is provided in chapter 10. This chapter also provides the most in-depth textbook discussion of the efforts of social scientists to understand the extent of government regulation. The remainder of part II comprises two areas of interest. Chapters 11–15 cover the regulation of natural monopolies. The recent theory of natural monopoly is presented in chapter 11, while chapter 12 reviews actual regulatory practices with respect to electric utilities and local telephone companies. Although regulation is the standard U.S. government response to natural monopolies, alternatives are available; these are discussed in chapters 13 and 14. Chapter 13 addresses a new and promising approach, franchise bidding, and provides a detailed case study of cable television. A more traditional alternative is that of government enterprise. It is reviewed in chapter 14, along with a comparative analysis of government ownership and regulation with respect to electric utilities. Then, in chapter 15, some dynamic issues related to monopoly regulation are explored in the context of the rapidly changing long-distance telecommunications market.

The regulation of markets that are potentially competitive receives in-depth treatment in the remaining three chapters of part II. A theoretical investigation of the effects of regulation is provided in chapter 16. These ideas are then applied to regulation in the transportation and energy industries. Chapter 17 closely examines airlines and surface freight transportation (in particular, trucking and railroads), while chapter 18 covers the crude oil and natural gas industries.

Part III focuses on the new forms of risk and environmental regulation that emerged primarily after the 1970s. Chapter 19 introduces the principal methodological issues, including market failures such as externalities and inadequate risk information, the primary economic test of benefit-cost analysis that applies in this area, and the rather daunting task that economists face in assigning dollar values to outcomes such as a five-degree temperature change caused by global warming.

The task of assigning market prices to outcomes that, by their very nature, are not traded in efficient markets is the focus of chapter 20. The primary case study concentrates on how economists attempt to assign a dollar value to risks to human life, which illustrates how economists have attempted to assess the pertinent trade-off rates that should be used in evaluating government policies. The next four chapters deal with various types of social regulation policies, including environmental protection regulation (chapter 21), product safety regulation (chapter 22), occupational safety regulation (chapter 23), and pharmaceutical regulation (chapter 24). Chapter 22 presents the greatest variety of social regulation issues that have been of long-term interest to researchers in industrial organization and in law and economics. A major strength of all these chapters is that they confront the current policy issues now under debate, including topics such as global warming, the role of product liability law, and the social consequences of smoking.

Chapter 24, on patents and pharmaceuticals, combines the theory of patents with a case study of their application to one of the most technologically progressive U.S. industries. It is a particularly timely chapter, given the current interest in health care reform and innovation.

Suggested Course Outlines

An intensive one-year course could cover this entire book. However, in most cases, instructors will be using the book in a context in which it is not feasible to cover all the material. In this section we suggest course outlines that focus on entire chapters that are most appropriate for different course approaches. Most of the chapters include a series of sections that can be profitably assigned for student reading in separable units. This approach is especially useful for classes in which students may lack previous economic training. One of the authors, for example, has included extensive portions of part II of the book in table A as part of a more institutionally oriented course, where the focus is on the case studies and the most central economic principles.

In table A we have identified six different course approaches and the pertinent chapters that can be assigned for each one. The first type of course is the balanced one-quarter course. Such a course would include the introductory material in chapters 1 and 2 as general background; chapters 3–5, 7, and 9 from part I; chapters 10 and 12 from part II; and chapters 19–21 from part III.

The second course approach is a conventional antitrust course. It would place the greatest reliance on chapter 17 and part I of the book, which includes chapters 3–9. Instructors who wish to provide a broader perspective on some of the other topics in regulation might augment these chapters with the indicated chapters for the one-quarter course.

A course focusing on economic regulation would include primarily the introductory section and part II of the book, or chapters 1–2, 4, 10–18, 22, and 24. Similarly, a course focusing on social regulation would include the introductory section and part III of the book, or chapters 1–2, 4, and 19–24. In situations in which we have taught such narrowly defined courses, we have often found it useful to include the material from the balanced one-quarter course as well, to give the student a broader perspective on the most salient economic issues in other areas of government intervention.

Given the frontier treatment of industrial organization in part I, this book could also be used in a policy-oriented course on industrial organization. With chapters 3–6 providing the theoretical foundation in industrial organization, an instructor could select from the remaining chapters to cover a variety of policy issues. A suggestion is to use chapter 9 (its coverage of monopolization practices follows up on the theory of strategic entry deterrence in chapter 6), chapters 10, 13, and 16–18 (to examine how different types of economic regulatory structures can affect competition), and chapters 22 and 24 (to assess efforts such as product quality regulation).

The institutional course outline pertains to courses, particularly those in business schools, that wish to have a more institutional focus. For these courses, the objective is to focus on the empirical aspects of government regulation and antitrust policies, as well as the character of these policies. Moreover, these courses would require no advanced undergraduate economic methods.

The final course outline is a professional school survey, such as the one-semester course at Harvard Law School, where there is a mix of students’ economic backgrounds. Many chapters are included in their entirety: 1–4, 7, 10, 11, and 19–23. That course also includes all but some of the more technical material of chapters 5, 6, 8, 9, and 12. Much of the remaining chapters is also included in the course: one case study such as cable TV from chapter 13, the taxicab material from chapter 16, one example such as airlines from chapter 17, and the basics of price ceilings from chapter 18. Thus, many of the subsections of chapters are self-contained entities, so that instructors need not sacrifice substantive topics if the backgrounds or interests of students do not make it feasible to cover an entire chapter. The chapters in the book that meet these tests and can be readily grasped with an introductory economics background are also indicated in table A.

Table A
Suggested Course Outlines
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1    Introduction

The government acts in many ways. The most familiar role of the government is the subject of public finance courses. The government raises money in taxes and then spends this money through various expenditure efforts. In addition, the government also regulates the behavior of firms and individuals. The legal system of the United States is perhaps the most comprehensive example of the mechanism by which this regulation takes place.

This book will be concerned with government regulation of the behavior of both firms and individuals within the context of issues classified as regulation and antitrust. Regulation of firms involves much more than attempting to deal with monopoly power in the traditional textbook sense. The setting of prices for public utilities, the control of pollution emitted in the firm’s production process, and the allocation of radio broadcast bands are all among the contexts in which government regulation plays a prominent role in influencing firm behavior.

The behavior of individuals has also come under increasing regulatory scrutiny. In some cases decisions are regulated directly, such as the requirement to wear seat belts. In addition, individuals are affected by regulations that influence either market prices or the mix of products that are available. Product safety standards, for example, serve to eliminate the high-risk end of the product-quality spectrum. The menu of products available to consumers and the jobs available to workers are subject to substantial regulatory influence.

To assess the pervasiveness of these efforts, consider a day in the life of the typical American worker. That worker awakes in the morning to the sound of his clock radio, where the stations he listens to and the wavelength they broadcast on are regulated by the Federal Communications Commission. Sitting down to breakfast, the worker is greeted by the label on the cereal box whose content is strictly regulated by the Federal Trade Commission and the Food and Drug Administration to avoid misleading consumers about the health benefits of breakfast cereals. The orange juice from concentrate can also no longer be labeled “fresh,” courtesy of a 1991 Federal Trade Commission action. The milk poured on the cereal is also regulated in a variety of ways, with perhaps the most important being through U.S. Department of Agriculture price supports (milk marketing orders). More recently, there has been substantial concern with the health risk characteristics of milk in terms of the presence of hormones (bovine somatotrophin), which has been the object of substantial regulatory debate. If one chooses to add fruit to the cereal, it is reassuring to know that the Environmental Protection Agency stringently regulates the pesticides that can be used on domestic produce. Unfortunately, imported produce that has been drenched in pesticides is not inspected with great frequency.

Before leaving for work, our typical American checks his e-mail messages and uses an Internet browser that has been the subject of the Microsoft antitrust litigation. While doing so, he may take prescription medicine manufactured by Glaxo Wellcome, which would have been manufactured by a larger company that also included SmithKline Beecham had not serious antitrust concerns been raised by their prospective merger.

Heading to work, our regulated individual climbs into a Japanese car that was successful in not violating any import quotas. The worker will be safer en route to work than in earlier years, thanks to extensive safety regulations by the National Highway Traffic Safety Administration. The fuel used by the car is also less environmentally damaging than would have been the case in the absence of U.S. Department of Transportation fuel economy standards and in the absence of EPA gasoline lead standards. The car will be more expensive as well due to these efforts.

Once on the job, the worker is protected against many of the hazards of work by occupational safety and health regulations. If injured, the worker will be insured through workers’ compensation benefits that the worker has in effect paid for through lower wages. A host of U.S. Department of Labor regulations, as well as Equal Employment Opportunity Commission stipulations, ensure that the worker will not be unduly discriminated against during the course of his employment.

Our worker’s phone calls are billed at telephone rates set by regulation, although increasingly these rates have been influenced by market forces. Visiting business associates travel on planes whose availability and fares have been greatly influenced by regulatory changes. The safe arrival of these associates is due in part to the continued vigilance of the Federal Aviation Administration and the safety incentives created by tort liability lawsuits following airplane crashes.

Even when our individual escapes from work for an evening of relaxation and recreation, government regulations remain present. If the worker eats dinner at a restaurant, there is a good chance that he or she will be forbidden to smoke cigarettes. The U.S. Consumer Product Safety Commission has regulatory responsibility for a wide range of sports equipment, ranging from all-terrain vehicles to baseball helmets.

While shopping over the weekend, the worker is asked by a political activist to sign a petition to force the local power company to reduce electricity rates. Lower electricity prices will surely save the worker money in the short run, but the worker wonders whether lower prices will deter this regulated monopoly from performing better in the future.

Although some deregulation has taken place in the past decade, the scope of government regulation remains quite broad. The role of regulation in American society remains pervasive. Various forms of government regulation touch almost every aspect of our activities and consumption patterns. The widespread impact of regulation is not unexpected, inasmuch as this represents a very potent mechanism by which the government can influence market outcomes.

The Rationale for Regulation and Antitrust Policies

If we existed in a world that functioned in accordance with the perfect competition paradigm, there would be little need for antitrust policies and other regulatory efforts. All markets would consist of a large number of sellers of a product, and consumers would be fully informed of the product’s implications. Moreover, there would be no externalities present in this idealized economy, as all effects would be internalized by the buyers and sellers of a particular product.

Unfortunately, economic reality seldom adheres very closely to the textbook model of perfect competition. Many industries are dominated by a small number of large firms. In some instances, principally the public utilities, there may even be a monopoly. Consumers who use hazardous products and workers who accept risky employment may not fully understand the consequences of their actions. There are also widespread externalities that affect the air we breathe, the water we drink, and the viability of the planet for future generations.

The government has two types of mechanisms at its disposal to address these departures from the perfectly competitive model. The first mechanism is price incentives. We can impose a tax on various kinds of activities in order to decrease their attractiveness. There is some attempt to have taxes that are product specific, as in the case of alcohol taxes and cigarette taxes, but there the notion has largely been that we should be taxing products perceived as luxuries. The tax on cars that fail to meet fuel economy standards, known as the gas-guzzler tax, perhaps best represents the notion of utilizing the price mechanism to influence economic behavior. Gasoline taxes, which remain below their optimal level, serve a similar function.

An alternative to taxes is to try to control behavior directly. We make this effort in the field of antitrust when the government takes explicit action to block mergers that might threaten the competitive character of a market. In the area of utility regulation, a complex web of regulations prevents public utilities from charging excessive rates for their electricity, which is a commodity for which the electric companies have a captive market. Much health, safety, and environmental regulation similarly specifies the technological requirements that must be met or the pollution standards that cannot be exceeded. This book will consequently be concerned primarily with various forms of government action that limit behavior related to the kinds of market failures discussed earlier.

Not all market failures stem from actions by firms. In some cases, individuals also may be contributing to the market failures. If we dispose of our hazardous waste products in a reckless manner, then there will be a need for government regulation to influence our activities. Although the preponderance of regulatory policies are directed at business, the scope of regulation is sufficiently comprehensive to include all economic actors.

Antitrust Regulation

The first of the three parts of the book deals with antitrust policy. Beginning with the post–Civil War era, there has been substantial concern with antitrust issues. This attention was stimulated by a belief that consumers were vulnerable to the market power of monopolies. Because of the potential economic losses that result from monopolies, a number of states enacted antitrust laws at the end of the nineteenth century. The U.S. Congress also was particularly active in this area in the early part of the twentieth century, and many of the most important pieces of legislation governing the current antitrust policy date back to that time. The major federal statute continues to be the 1890 Sherman Act.

The Changing Character of Antitrust Issues

The scope of antitrust issues is quite broad. It encompasses the traditional concerns with a monopoly, but these issues are less prominent now than they once were. Several decades ago, major topics of debate concerned whether IBM, AT&T, General Motors, and other major firms had become too powerful and too dominant in their markets. Debates such as these would seem quaint today—perhaps useful as an exercise in an economic history course. Today these once-dominant companies are now humbled giants, weakened by the effects of foreign competition. In many respects we have a global market rather than a U.S. market for many products, so some of the earlier concerns about monopolies have been muted.

Indeed, in the 1980s we even witnessed a merger that would have been totally unthinkable three decades earlier. The merger of General Electric with RCA created a powerful electronics corporation of unprecedented size. The rationale for the merger was that a large scale was necessary to support the innovation needed to meet the threat of foreign competition. The competitive threat was certainly real. Whereas several decades ago these companies produced the great majority of all electronics items used in the United States, by the 1990s it was difficult to find a TV or VCR not made in Japan.

In much the same vein, one wonders what the attitude toward the growing market power of Microsoft will be a quarter century from now. Will it continue to dominate the computer software market in much the same way that IBM did initially for mainframe computers, or will we observe the same kinds of inroads that were made in other highly concentrated markets? The presence of market power is not the only pertinent characteristic, as the source of this power and the potential for new entrants to be economically viable vary across different contexts. The network externalities that give rise to Microsoft’s influence are quite different from the nature of the market power of General Motors, which formerly made more reliable and more stylish automobiles.

The current structure of antitrust policies is diverse in character and impact. The overall intent of these policies has not changed markedly over the past century. Their intent is to limit the role of market power that might result from substantial concentration in a particular industry. What has changed is that the concerns have shifted from the rise of single monopolies to mergers, leveraged buyouts, and other financial transactions that combine and restructure corporations in a manner that might fundamentally influence market behavior.

Reasoning behind Antitrust Regulations

The major concern with monopoly and similar kinds of concentration is not that being big is necessarily undesirable. However, because of the control over the price exerted by a monopoly, there are economic efficiency losses to society. Product quality and diversity may also be affected. Society could potentially be better off if limitations were imposed on the operation of a monopoly or a similar kind of concentrated industry.

Recent research has greatly changed how we think about monopolies. For example, one major consideration is not simply how big a firm currently is and what its current market influence is, but rather the extent to which there is a possible entry from a competitor. If firms fear the prospect of such entry, which has been characterized through the theory of contestable markets, then the behavior of a monopolist will be influenced in a manner that will promote more responsible behavior.

One of the reasons concentrated industries emerge is that some firms may have exclusive rights to some invention or may have been responsible for a technological change that has transformed the industry. Coca-Cola and Pepsi Cola are much more successful soft drink products than their generic counterparts because of their perceived superior taste. If their formulas were public and could be generally replicated, then their market influence would wane considerably.

Once a firm has achieved a monopolistic position, perhaps in part due to past innovation, we want it to continue to be dynamic in terms of its innovative efforts. A substantial controversy has long been waged by economists as to whether monopoly promotes or deters innovation. Will a monopolist, in effect, rest on its laurels and not have any incentive to innovate because of the lack of market pressure, or will monopolists be spurred on by the prospect of capturing all of the gains from innovation that a monopoly can obtain, whereas a firm in a perfectly competitive market would lose some of the benefits of innovation as its innovation is copied by the competitors? We will explore the relative merits of these arguments and the dynamics of monopolies but will not draw any general conclusions indicating the desirability of monopolies. The relative merits of monopolistic power tend to vary across market contexts.

Economic Regulation

In many contexts where natural monopolies have emerged, for reasons of economic efficiency it is desirable to have a monopolistic market structure. Nevertheless, these economic giants must be tamed so that they will not charge excessive prices. We do not wish to incur all of the efficiency and equity problems that arise as a result of a monopoly. Prominent examples include public utilities. It does not make sense to have a large number of small firms providing households with electricity, providing public transportation systems, or laying phone lines and cable TV lines. However, we also do not wish to give single firms free reign in these markets because the interests of a monopoly will not best advance the interests of society as a whole. What’s good for General Motors is not necessarily good for America.

Other kinds of regulation affect energy prices and minimum wage levels. In some instances the focus of economic regulation is to control product price. This may be indirectly through profit regulation by, for example, limiting public utilities to a particular rate of return. In other cases, there are complex rules governing prices, as in the case of U.S. energy regulations and long-distance telephone rate regulation.

Development of Economic Regulation

The genesis of these various kinds of economic regulation can be traced back to the late 1800s, as in the case of antitrust. Before the turn of the century, the U.S. Congress had created the Interstate Commerce Commission to regulate railroad rates, and the early twentieth century saw a surge in the number of regulatory agencies in the transportation, communication, and securities fields. It was during that period, for example, that the U.S. Congress established the Federal Communications Commission and the Securities and Exchange Commission. In the case of antitrust policy, the main thrust of these efforts has been to prevent the development of the kinds of market concentration that threaten the competitive functioning of markets. In contrast, economic regulation generally recognizes that market concentration not only is inevitable but in many cases is a superior structure for the particular market. The intent is then to place limits on the performance of the firms in this market so as to limit the losses that might be inflicted.

Factors in Setting Rate Regulations

Establishing a rate structure that will provide efficient incentives for all parties is not a trivial undertaking. Consider the case of an electric power company. The objective is not to minimize the rate to consumers, inasmuch as very low rates may affect the desirability of staying in business for the electric company. In addition, it may affect the quality of the product being provided in terms of whether power is provided at off-peak times or whether power outages are remedied quickly. A series of complex issues affects the role of the dynamics of the investment process in technological improvements. We want the electric power company to innovate so that it will be able to provide cheaper power in the future. However, if we capture all the gains from innovation and give them to the consumers through lower prices, then the firm has no incentive to undertake the innovation. We cannot rely on market competition to force them to take such action, for there is little competition within this market structure. Thus we must strike a delicate balance between providing sufficient incentives for firms to undertake cost-reducing actions while at the same time ensuring that the prices for consumers are not excessive.

Key concerns that have arisen with respect to economic regulation pertain to the differing role of marginal costs and fixed costs. When the electric company provides service to your house or apartment, there are specific identifiable costs that can be attributed to the product that is delivered to you—the marginal costs. However, the electric company also incurs substantial fixed costs in terms of its plant and equipment that also must be covered. How should the electric company allocate these fixed costs? Should it simply divide them equally among the total number of customers? Should it allocate the costs proportionally to the total bills that the customers have? Should it distinguish among different groups depending on how sensitive they are to price? If businesses are less price-sensitive than are consumers, should the major share of these costs be borne by firms or by individual consumers?

Over the past several decades, economists have developed a very sophisticated series of frameworks for addressing these issues. The overall object of these analyses is to determine how we can best structure the price and incentive schemes for these firms so that we protect the interests of electricity customers while at the same time providing incentives and a reasonable return to the firms involved.

In the case of both antitrust and economic regulation, it is seldom possible to replicate an efficient market perfectly. There is generally some departure from the perfect competition situation that cannot be glossed over or rectified, even through the most imaginative and complex pricing scheme. However, by applying economic tools to these issues, we can obtain a much more sensible market situation than would emerge if there were no regulation whatsoever.

It is also noteworthy that economic analysis often plays a critical role in such policy discussions. Economic analyses based on the models discussed in this book frequently provide the basis for ratemaking decisions for public utilities. A prominent regulatory economist, Alfred E. Kahn, was responsible for the deregulation of the airlines, in large part because of his belief that competition would benefit consumers and create a more viable market structure than the previous system, in which airline market entry was dictated by a government bureaucracy. In contrast, economic analysis often does not play such a central role in the operation of a perfectly competitive market. The paradigmatic firm in a competitive market is a small enterprise operating in a sea of other small enterprises. Firms in this market do not routinely draw demand curves, marginal revenue curves, and marginal cost curves. Yet few economists are disturbed by this failure to apply economic tools explicitly, as economists since the time of Milton Friedman have argued that they implicitly apply the laws of economics, much as the billiard player applies the laws of geometry even though he may not have had any formal training in the subject. In the case of economic regulation, the application of economic reasoning is quite explicit. Economists play a prominent role in these regulatory agencies. Much of the policy debate turns on economic analyses and consideration of the merits of the kinds of economic issues that we will address in the course of this book.

Health, Safety, and Environmental Regulation

The newest form of regulation is the focus of part III of the book. In the 1970s the U.S. Congress created a host of agencies concerned with regulating health, safety, and environmental quality. These new regulatory agencies included the U.S. Consumer Product Safety Commission, the Occupational Safety and Health Administration, the Environmental Protection Agency, the Nuclear Regulatory Commission, and the National Highway Traffic Safety Administration. Although these forms of regulation are often referred to as being social regulation policies, the exact dividing line between economic regulations and social regulations is unclear. As a result, we will use the more specific designation of health, safety, and environmental regulation to encompass these forms of (social) regulation.

The chief impetus for the health, safety, and environmental regulations is twofold. First, substantial externalities often result from economic behavior. The operation of businesses often generates air pollution, water pollution, and toxic waste. Individual consumption decisions are also the source of externalities, as the fuel we burn in our cars gives rise to air pollution. Informational issues also play a salient role. Because of the peculiar nature of information as an economic commodity, it is more efficient for the government to be the producer of much information and to disseminate the information broadly. Individual firms, for example, will not have the same kind of incentives to do scientific research unless they can reap the benefits of the information. As a result, it is largely through the efforts of government agencies that society has funded research into the implications of various kinds of hazards so that we can form an assessment of their consequences and determine the degree to which they should be regulated.

Many government policies in the safety and environmental area deal with aspects of market behavior that by their very nature do not involve voluntary bargains. We all suffer the effects of air pollution from local power plants, but we did not agree to consume this air pollution. No transaction ever took place, and we are not explicitly compensated for these losses. In the absence of such a market transaction, we do not have explicit estimates of the price. No specific price has been set for the loss in visibility, or for that matter the various kinds of health effects and materials damages that will result from air pollution. Thus the first task that must be undertaken is to assess the worth of these various kinds of policies, inasmuch as the benefit values do not necessarily emerge from market behavior. A case study that will be explored in part III is how we attach a value to risk of death, which is perhaps the most difficult and most sensitive of these fundamental trade-offs that we face.

The three dimensions of health, safety, and environmental regulation arise with respect to risks in our environment, risks in the workplace, and risks from the products we consume. Most of our regulatory influence over these risks is through direct government regulation. Several federal agencies promulgate detailed requirements on workplace technologies as well as overall performance requirements.

Role of the Courts

An increasingly prominent player in this regulatory area has been the courts. Whereas in the case of antitrust regulations the courts have been enforcing laws passed by Congress, in the case of these social regulations the obligations that courts have been assessing pertain to the common-law requirements that have developed through decades of judicial decisions and precedents regarding how various kinds of accidents and other externalities are handled.

The incentives generated by the courts in many instances dwarf those created by regulatory agencies. The court awards for asbestos-related claims have been so substantial that the asbestos industry in the United States has been all but eliminated by the financial burdens. Liability costs have led the pharmaceutical industry largely to abandon research on contraceptive devices, and many vaccines have also been withdrawn from the market because of high liability burdens. Visitors at motels will notice that diving boards have disappeared—a consequence of the added liability insurance costs associated with this form of recreational equipment. The 1998 settlement of the state attorneys’ general cigarette lawsuits for over $200 billion launched a new phenomenon of regulation through litigation. There has been a steadily increasing reliance on the courts to foster changes in products, including lead paint, guns, cigarettes, breast implants, and fast food. The lines between regulation and litigation have become blurred, making it increasingly important to understand the broader set of social institutions that create incentives that serve to regulation behavior. To understand the role of the government within the context of this type of regulation, one must assess not only how the regulatory agencies function but what doctrines govern the behavior of the courts. These matters will also be addressed in part III.

Criteria for Assessment

Ideally, the purpose of antitrust and regulation policies is to foster improvements judged in efficiency terms. We should move closer to the perfectly competitive ideal than we would have in the absence of this type of intervention. The object is to increase the efficiency with which the economy operates, recognizing that we may fall short of the goal of replicating a perfectly competitive market, but nevertheless we can achieve substantial improvements over what would prevail in the absence of such government intervention.

Put somewhat differently, our task is to maximize the net benefits of these regulations to society. Such a concern requires that we assess both the benefits and the costs of these regulatory policies and attempt to maximize their difference. If all groups in society are treated symmetrically, then this benefit-cost calculus represents a straightforward maximization of economic efficiency. Alternatively, we might choose to weight the benefits to the disadvantaged differently or make other kinds of distinctions, in which case we can incorporate a broader range of concerns than efficiency alone.

For those not persuaded of the primacy of efficiency-based policy objectives, economics can nevertheless play an important role. Understanding how regulations function in our market economy will help illuminate who wins and who loses from regulatory policies, and to what extent. Economic analyses of corporate mergers, for example, can trace through the effects on prices, corporate profits, and consumer welfare in a manner that will promote more informed regulatory policies irrespective of one’s policy viewpoint.

Although maximizing economic efficiency or some other laudable social objective may be touted by economists as our goal, in practice it is not what the regulators choose to maximize. Regulators respond to a variety of political constituencies. Indeed, in many instances the same kinds of market failures that led to the regulation also may influence the regulations that are undertaken. As a society, for example, we overreact to low-probability risks that have been called to our attention. We fear the latest highly publicized carcinogen, and we cancel our New York vacation plans after the 9/11 terrorist attack. These same kinds of reactions to risk also create pressures for regulatory agencies to take action against these hazards.

Moreover, even in instances in which government agencies do not suffer from irrationality or from irrational pressures, they will not necessarily maximize social welfare. The actions taken by government agencies will influence the fortunes of firms and particular groups in society in substantial ways. The granting of a cable TV franchise may make one a millionaire, and restrictions on foreign competition will greatly boost the fortune of firms in highly competitive international markets. There is a strong private interest in regulatory outcomes, and we will explore the economic foundations and mechanisms by which this private interest becomes manifest.

The net result of these private interests is that regulatory policies frequently do not perform in the manner that economists would intend in an ideal world. As Nobel laureate George Stigler demonstrated, economic regulation often advances private interests, such as increasing the profits of the industry being regulated. The apparent object is not always to maximize social welfare but rather to provide transfers among particular groups in society. Moreover, these transfers may be provided in an inefficient way, so that regulatory policies may fall far short of our ideal.

The successive disappointments with regulatory policy have given rise to the terminology “government failure” to represent the governmental counterpart of market failure. In much the same way as markets may fail because some of the idealized assumptions fail to hold, the government too may fail. Our task is not always to replace a situation of market failure with government action, for governmental intervention may not yield a superior outcome. We should always assess whether the particular kinds of intervention that have been chosen will actually enhance market performance and improve our welfare to as great an extent as possible. As we examine the various forms of regulation, we will consider the merits of the regulation as well as the test that we should use in assessing their adequacy.

Questions and Problems



	Why should the government intervene in situations of market failure? Should the government intervene if a market is fully efficient in the sense of being perfectly competitive? What additional rationales are present if there is an inadequacy in the market?

	Discuss some of the kinds of instances in which the government has an advantage in terms of informational capabilities as well as superior expertise to make decisions that consumers would not have.

	Economists frequently use the yardstick of economic efficiency in judging the merits of alternative policies. What value judgments are implicit in the economic efficiency doctrine?




Recommended Reading

Two classics in regulatory economics are Alfred E. Kahn, The Economics of Regulation: Principles and Institutions (Cambridge, Mass.: MIT Press, 1988), and George J. Stigler, The Citizen and the State (Chicago: University of Chicago Press, 1975). An excellent analysis of the legal and policy issues appears in Stephen G. Breyer, Regulation and Its Reform (Cambridge, Mass.: Harvard University Press, 1982). Useful advanced texts are Daniel F. Spulber, Regulation and Markets (Cambridge, Mass.: MIT Press, 1989); Sanford V. Berg and John Tschirhart, Natural Monopoly Regulation: Principles and Practice (Cambridge: Cambridge University Press, 1988); and W. Kip Viscusi, Rational Risk Policy (Oxford: Oxford University Press, 1998).

For additional background on the legal issues, see Steven G. Breyer, Richard B. Stewart, Cass R. Sunstein, and Matthew Spitzer, Administrative Law and Regulatory Policy: Problems, Text, and Cases (Boston: Aspen Law and Business, 2002) and Phillip Areeda, Louis Kaplow, and Aaron Edlin, Antitrust Analysis: Problems, Text, Cases (New York: Aspen Law and Business, 2004). For a business-oriented perspective, see Murray L. Weidenbaum, Business, Government, and the Public (Englewood Cliffs, N.J.: Prentice Hall, 1990).

Useful links regarding regulatory activities and research include the Office of Management and Budget Office of Information and Regulatory Affairs website (http://www.whitehouse.gov/omb/inforeg/regpol.html), and the Harvard Program on Empirical Legal Studies (http://www.law.Harvard.edu/programs/pels/).

Appendix


Abbreviations for Key Regulatory Agencies



	BLS	Bureau of Labor Statistics

	CAB	Civil Aeronautics Board

	CEA	Council of Economic Advisors

	CFTC	Commodity Futures Trading Commission

	CPSC	Consumer Product Safety Commission

	DOD	Department of Defense

	DOJ	Department of Justice

	DOT	Department of Transportation

	EEOC	Equal Employment Opportunity Commission

	EPA	Environmental Protection Agency

	FAA	Federal Aviation Administration

	FAO	Food and Agricultural Organization

	FCC	Federal Communications Commission

	FDA	Food and Drug Administration

	FDIC	Federal Deposit Insurance Corporation

	FEC	Federal Election Commission

	FERC	Federal Energy Regulatory Commission

	FHA	Federal Housing Administration

	FMC	Federal Maritime Commission

	FSLIC	Federal Savings and Loan Insurance Corporation

	FTC	Federal Trade Commission

	ICC	Interstate Commerce Commission

	ITC	International Trade Commission

	MSHA	Mine Safety and Health Administration

	NHTSA	National Highway Traffic Safety Administration

	NIH	National Institutes of Health

	NIOSH	National Institute of Occupational Safety and Health

	NLRB	National Labor Relations Board

	NRC	Nuclear Regulatory Commission

	OIRA	Office of Information and Regulatory Affairs

	OMB	Office of Management and Budget

	OSHA	Occupational Safety and Health Administration

	SEC	Securities and Exchange Commission

	USDA	United States Department of Agriculture
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2    The Making of a Regulation

A stylized account of the evolution of regulation and antitrust policies is this: A single national regulatory agency establishes the government policy to maximize the national interest, where the legislative mandate of the agency defines its specific responsibilities in fostering these interests. The reality of regulatory policymaking differs quite starkly from this stylized view. The process is imperfect in that some observers claim that “government failure” may be of the same order of importance as market failure.1

One important difference is that not all regulation is national in scope. Much regulation occurs at the state and local levels. Recent political concern with the importance of reflecting the preferences and economic conditions at the local level has spurred an increased interest in regulatory activity other than at the federal level. It is noteworthy that from a historical standpoint most regulation, such as the rate regulations for railroads, began at the state level. These regulations were subsequently extended to the national level.

Even in situations in which it is a national regulatory body that is acting, this group may not be fostering the national interest. Special interest groups and their diverse array of lobbyists also have an influence on regulatory policy. Moreover, the legislative mandates of the regulatory agencies are typically specified much more narrowly than simply urging the agency to promote the national interest.

Another difference from the stylized model is that typically the regulatory agency is not the only governmental player. Congress and the judiciary provide one check, and, more important, the regulatory oversight process within the White House has substantial input. Each of these groups has its own agenda. Few observers would claim that any one of these agendas coincides exactly with the national interest.

The final possible misconception is that it is a simple matter for the government to issue a regulatory policy or to make a decision regarding antitrust policy. There are explicit steps that government agencies must take before instituting regulations. At each of these stages, several governmental and private players have an input into the process and can influence the outcome. The nature of this process and the way it affects the regulatory outcomes is the subject of this chapter.

The underlying principles governing antitrust and regulation policies must be consistent with the legislative mandates written by Congress. Actions taken with these legislative stipulations in turn are subject to review by the courts. These two sets of influences are pertinent to all policy actions discussed in this book.

Other aspects of the character of these policies differ considerably. The U.S. Department of Justice’s vigilance in pursuing antitrust actions varies with political administrations, in part because of differences in interpretation of the law. Although the U.S. Department of Justice occasionally issues formal regulations to guide industry behavior, such as procedures for implementing civil penalties, for the most part the main policy mechanism of influence is litigation against firms believed to be violating the antitrust statutes. This threat of litigation also produces many out-of-court settlements of antitrust cases.

Many of the economic regulation agencies are independent regulatory commissions, such as the Federal Trade Commission and the Federal Communications Commission. In addition to initiating legal action, these agencies place extensive reliance on issuance of regulations to guide business behavior. The steps that must be taken in issuing these regulations follow the procedures discussed later in this chapter, except that there is no review by executive authority over regulatory commissions.

The final group of agencies consists of regulatory agencies within the executive branch. These agencies rely primarily on issuing formal regulations pursuant to their legislative mandates. For example, the Environmental Protection Agency (EPA) has issued lead emission standards in implementing the Clean Air Act. This regulatory activity is subject to review by the Office of Management and Budget (OMB) and the full rulemaking process detailed later in this chapter.

Because the regulatory procedures for executive branch agencies are most complex, this chapter will focus on them as the most general case. The issues are of greatest pertinence to the policies that are considered in part III of the book. However, the economic lessons involved are quite general. Government policies should not be regarded as a fixed object to be treated reverentially within courses on business and government. Rather, they are generated by a complex set of political and economic forces, not all of which produce desirable outcomes. Part of the task of the subsequent chapters is to ascertain which policies are beneficial and which are not.

State versus Federal Regulation: The Federalism Debate

Although regulation is frequently viewed as being synonymous with federal regulation, not all regulation is at the federal level. Restrictions on cigarette smoking in restaurants are determined at the local level, as are drinking ages. State regulatory commissions set utility rates and often are involved in complex legal battles over appropriate jurisdiction. Almost all insurance regulation occurs at the state level as well. Some states regulate insurance rates quite stringently, whereas in other states these insurance rates have been deregulated. The terms under which there are payouts under insurance schemes also vary with locale, as some states have adopted no-fault rules in accident contexts. States also differ in terms of the factors that they will permit insurance companies to take into account when setting rates. In some instances, the states prohibit the insurance company from factoring in the driver’s age, sex, or race when setting automobile insurance rates. Finally, states differ in terms of whether they make automobile insurance mandatory and, if it is mandatory, the extent of the subsidy that is provided to high-risk drivers by the lower-risk drivers.

Advantages of Federalism

The existence of state regulations of various kinds is not simply the result of an oversight on the part of federal regulators. There are often sound economic reasons why we want regulation to take place at the state level. Indeed, particularly in the Reagan and Bush administrations there was an emphasis on transferring some of the control over the regulatory structure and regulatory enforcement to the states—an emphasis that comes under the general heading of “federalism.” The extent of the impact of federalism principles has, however, been less than advocates of this approach intended. In recognition of this emphasis, the OMB issued the following regulatory policy guideline:

Federal regulations should not preempt State laws or regulations, except to guarantee rights of national citizenship or to avoid significant burdens on interstate commerce.2

A number of sound economic rationales underlie this principle of federalism. First, local conditions may affect both the costs and the benefits associated with the regulation. Preferences vary locally, as do regional economic conditions. Areas where mass transit is well established can impose greater restrictions on automobiles than can states where there are not such transportation alternatives.

The second potential advantage to decentralized regulation is that citizens wishing a different mix of public goods can choose to relocate. Those who like to gamble can, for example, reside in states where gambling is permitted, such as Nevada or New Jersey. The entire theory of local public goods is built around similar notions whereby individuals relocate in an effort to establish the best match between the local public policies and their preferences. The diversity of options made possible through the use of state regulation permits such choices to be made, whereas if all regulatory policies and public decisions were nationally uniform, there would be no such discretion.

A third advantage of local regulation is that it can reflect the heterogeneity of costs and benefits in a particular locale. Ideally, we would like to set national standards that fully reflect benefit and cost differences across areas. We want to recognize, for example, the need to regulate pollution sources more stringently when there are large exposed populations at risk. Federal regulations seldom reflect this diversity. In contrast, state regulations are seldom structured in a way to meet the needs in other states rather than their own.

A related advantage stemming from the potential for heterogeneity with state regulation is also the potential for innovation. Many states have embarked on innovative regulatory policies. California has been a leader in this regard, as it has instituted labeling requirements for hazardous chemicals as well as efforts to drastically roll back automobile insurance rates. Being innovative does not necessarily imply that these innovations are beneficial, but there is a benefit that other states derive from these experiments, since they can see which regulatory experiments work and which ones do not. Experimentation at the local level will generally be less costly than at the national level, should the regulatory experiments prove to be a mistake. Moreover, if the experiment proves to be successful, then other states can and typically will follow suit.

Advantages of National Regulations

Although the benefits of local regulation are considerable, one should also take into account the potential advantages of national regulatory approaches as well. First, the national regulatory agencies often have an informational advantage over the local agencies. The U.S. Food and Drug Administration (FDA), for example, administers a regulatory structure for pharmaceuticals that entails substantial product testing. Duplicating this effort at the local level would be extremely costly and inefficient. Moreover, most local regulatory agencies have not developed the same degree of expertise as is present at the national level in this or in many other scientific areas.

A second rationale for national regulations is that uniform national regulations are generally more efficient for nationally marketed consumer products. If firms had to comply with fifty different sets of safety and environmental pollution standards for automobiles, production costs would soar. Labeling efforts as well as other policies that affect products involved in interstate commerce likewise will impose less cost on firms if they are undertaken on a uniform national basis.

The efficiency rationale for federal regulation is often more general, as in the case of antitrust policies. If the product market is national in scope, then one would want to recognize impediments to competition in the market through federal antitrust policies rather than relying on each of the fifty states to pursue individual antitrust actions.

A third rationale for federal regulation is that many problems occur locally but have national ramifications. Air pollution from power plants in the Midwest is largely responsible for the problems with acid rain in the eastern United States and Canada. Indeed, many of the environmental problems we are now confronting are global in scope, particularly those associated with climate change. Policies to address global warming will affect all energy sources. There is a need not only for national regulation but also for recognition of the international dimensions of the regulatory policy problem.

A final rationale for national regulations is that we view certain policy outcomes as being sufficiently important that all citizens should be guaranteed them. A prominent example is civil rights regulations. We do not, for example, permit some states to discriminate based on race and sex even if they would want to if not constrained by federal affirmative action requirements.

Product Labeling Example

An interesting case study that illustrates the competing merits of national versus state regulation is the 1986 California initiative known as Proposition 65.3 That ballot measure required the labeling of all products that are carcinogenic or reproductive toxicants. In the case of carcinogens, the safe harbor warning was “WARNING: This product contains a chemical known to the state of California to cause cancer.” The cancer risk threshold for such a warning requirement was a lifetime cancer risk of 1/100,000. The regulation exempted naturally occurring carcinogens, and alcoholic beverages would be addressed by point-of-purchase warnings rather than on product labels. These more lenient provisions were in response to the pressures exerted by the California agriculture industry and wine industry rather than any underlying risk-based rationale for treating natural carcinogens and alcoholic beverages differently.

Producers and grocery manufacturers were initially fearful of the prospect of a myriad of state regulations. Products labeled as carcinogenic in California might end up in stores in Oklahoma, possibly causing consumer confusion and alarm. As other states also adopted warnings, the prospect of not matching up the product and its state-specific warning with the correct market seemed substantial. About 45 percent of national retail sales of food products are produced and distributed nationally or regionally, so that differences in state labeling requirements affect about half of all food products sold. To avoid products labeled in one state from being shipped elsewhere, there would be additional costs for transportation, plant warehousing, field warehousing, and inventory control that would total $0.05 for a product costing $0.50.

The prospect of these additional costs imposed by a myriad of state regulations led the food manufacturing and grocery industry to lobby the Reagan administration for a single national regulation. Companies that initially opposed the individual state regulations sought a national uniform standard to reduce their compliance costs. No national regulation was adopted, and the anticipated crisis for firms never materialized. Companies reformulated most of their products subject to the warnings so as to avoid the stigmatizing effect of the labels. Also, the feared proliferation of conflicting state warnings never occurred. Nevertheless, the product risk labeling experience illustrates how the compliance costs associated with a multiplicity of state regulations can lead firms to support a national variant of regulations that they oppose on an individual state basis. Similar concerns in 2004 regarding state regulations led the U.S. automobile companies to oppose state-specific fuel economy standards and to favor uniform federal standards.

The Overlap of State and Federal Regulations

Because national regulations tend to have a preemptive effect, even if there is no specific legal provision providing for preemption, the prevention of substantial encroachment on the legitimate role of the states requires some restraint on the part of federal regulators. In recent years there have been several attempts to recognize the legitimate state differences that may exist.

Many of the examples of policies providing for an increased role of the states pertain to the administration of federal regulation. Beginning in 1987, the Department of Health and Human Services gave the states more leeway in their purchases of computers and computer-related equipment for the Aid to Families with Dependent Children program. Previously, the states had to undertake substantial paperwork to get approval for their computer needs. Similarly, the Department of Transportation has eased the paperwork and reporting procedures associated with subcontract work undertaken by the states, as in their highway construction projects.

On a more substantive level, the U.S. EPA has delegated substantial authority to the states for the National Pollutant Discharge Elimination System. This program establishes the water pollution permits that will serve as the regulatory standard for a firm’s water pollution discharges. Many states have assumed authority for the enforcement of these environmental regulations, and the EPA has begun granting the states greater freedom in setting the permitted pollution amount for the firms. The Occupational Safety and Health Administration (OSHA) has undertaken similar efforts, and many states are responsible for the enforcement of job-safety regulations that are set at the national level but are monitored and enforced using personnel under a state enforcement program.

Although the states continue to play a subsidiary role in the development and administration of antitrust and regulatory policies, there has been increased recognition of the important role that the states have to play. This increased emphasis on the role of the states stems from several factors. Part of the enthusiasm for state regulation arises from the natural evolution of the development of federal regulation. If we assume that the federal government will first adopt the most promising regulatory alternatives and then will proceed to expand regulation by adopting the less beneficial alternatives, eventually we will reach a point where there will be some policies that will not be desirable nationally but will be beneficial in some local areas. The states will play some role in terms of filling in the gaps left by federal regulation.

Another force that has driven the expanding role of state regulation has been the recognition that there are legitimate differences among states. In many instances, the states have taken the initiative to recognize these differences by taking bold regulatory action, particularly with respect to insurance rate regulation.

Finally, much of the impetus for state regulation stems from a disappointment with the performance of federal regulation. Indeed, it is not entirely coincidental that the resurgence of interest in federalism principles occurred during the Reagan administration, which was committed to deregulation. There has consequently been an increased emphasis on the economic rationales for giving the states a larger role in the regulatory process and in ascertaining that federal intervention is truly needed. The main institutional player in promoting this recognition of federalism principles has been the U.S. OMB within the context of the regulatory oversight process, which we will consider in later sections.

The Character of the Rulemaking Process

Although federal regulatory agencies do have substantial discretion, they do not have complete leeway to set the regulations that they want to enforce. One constraint is provided by legislation. Regulations promulgated by these agencies must be consistent with their legislative mandate, or they run the risk of being overturned by the courts. In addition, regulatory agencies must go through a specified set of administrative procedures as part of issuing a regulation. These procedures do not provide for the same degree of accountability as occurs in situations where Congress votes on particular pieces of legislation. However, there are substantial checks in this process that have evolved substantially over time to provide increased control of the actions of regulatory agencies.

The Chronology of New Regulations

Figure 2.1 illustrates the current structure of the rulemaking process. The two major players in this process are the regulatory agency and the OMB. The first stage in the development of a regulation occurs when the agency decides to regulate a particular area of economic activity. Once a regulatory topic is on the agency’s regulatory agenda, it must be listed as part of its regulatory program if it is a significant regulatory action that is likely to have a substantial cost impact. The OMB has the authority to review this regulatory program, where the intent of this review is to identify potential overlaps among agencies, to become aware of particularly controversial regulatory policies that are being developed, and to screen out regulations that appear to be particularly undesirable. For the most part, these reviews have very little effect on the regulations that the agency pursues, but they do serve an informational role in terms of alerting the OMB to potential interagency conflicts.

The next stage in the development of a regulation is to prepare a Regulatory Impact Analysis (RIA). The requirements for such RIAs have become more detailed over time. At present they require the agency to calculate benefits and costs and to determine whether the benefits of the regulation are in excess of the costs. The agency is also required to consider potentially more desirable policy alternatives.
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Figure 2.1
The Regulatory Management Process

Source: National Academy of Public Administration, Presidential Management of Rulemaking in Regulatory Agencies (Washington, D.C.: National Academy of Public Administration, 1987), p. 12. Reprinted by permission of the National Academy of Public Administration.

After completing the RIA, which is generally a very extensive study of the benefits and costs of regulatory policies, the agency must send the analysis to the OMB for its review, which must take place sixty days before the agency issues a Notice of Proposed Rulemaking (NPRM) in the Federal Register. During this period of up to sixty days, the OMB reviews the proposed regulation and the analysis supporting it. In the great majority of the cases, the OMB simply approves the regulation in its current form. In many instances, the OMB negotiates with the agency to obtain improvements in the regulation, and in a few rare instances the OMB rejects the regulation as being undesirable. At that point the agency has the choice either to revise the regulation or to withdraw it.

This OMB review is generally a secret process. Later in this chapter we will present overall statistics regarding the character of the regulatory decisions in terms of the numbers of regulations approved and disapproved. However, what is lacking is a detailed public description of the character of the debate between the OMB and the regulatory agency. The secretive nature of this process is intended to enable the regulatory agency to alter its position without having to admit publicly that it has made an error in terms of the regulation it has proposed. It can consequently back down in a face-saving manner. Keeping the debate out of the public forum prevents the parties from becoming locked into positions for the purpose of maintaining a public image. The disadvantage of the secrecy is that it has bred some suspicion and distrust of the objectives of the OMB’s oversight process, and it excludes Congress and the public from the regulatory policy debate. Moreover, because of this secrecy, some critics of the OMB may have overstated the actual impact the review process has had in altering or blocking proposed regulations. Under the Clinton administration, the OMB made a major effort to open up more aspects of this review to public scrutiny.

If the regulation is withdrawn, there is also one additional step that the agency can pursue. In particular, it can attempt to circumvent the OMB review by making an appeal to the president, or to the vice president if he has been delegated authority for this class of regulatory issues.

After receiving OMB approval, the agency can publish the NPRM in the Federal Register. This publication is the official outlet for providing the text of all proposed and actual regulatory policies, as well as other official government actions. As a consequence, it serves as a mechanism for disseminating to the public the nature of the regulatory proposal and the rationale for it. Included in the material presented in the Federal Register is typically a detailed justification for the regulation, which often includes an assessment of the benefits and costs of the regulatory policy.

Once the regulatory proposal has been published in the Federal Register, it is now open to public debate. There is then a thirty- to ninety-day period for public notice and comment. Although occasionally the agency receives comments from disinterested parties, for the most part these comments are provided by professional lobbying groups for business, consumer, environmental, and other affected interests.

After receiving and processing these public comments, the regulatory agency must then put the regulation into its final form. In doing so, it finalizes its regulatory impact analysis, and it submits both the regulation and the accompanying analysis to the OMB thirty days before publishing the final regulation in the Federal Register.

The OMB then has roughly one month to review the regulation and decide whether to approve it. In many cases, this process is constrained even further by judicial deadlines or by deadlines specified in legislation that require the agency to issue a regulation by a particular date. In recent years regulatory agencies have begun using these deadlines strategically, submitting the regulatory proposal and the accompanying analysis shortly before the deadline so that the OMB will have little time to review the regulation before some action must be taken. Rejected regulations are returned to the agency for revision, and some of the most unattractive regulations may be eliminated altogether.

The overwhelming majority of regulations are, however, approved and published as final rules in the Federal Register. Congressional review is a very infrequent process, and the typical regulation goes into effect after thirty days. The regulation is still, of course, subject to judicial review in subsequent years.

Despite the multiplicity of boxes and arrows in figure 2.1, there are very few binding external controls on the development of regulations. The OMB has an initial chance at examining whether the regulation should be on an agency’s regulatory agenda, but at that stage so little is known that this approval is almost always automatic. Moreover, the OMB review process became less stringent in the Clinton administration than in the Reagan and Bush administrations. The only two reviews of consequence are those of proposed rules and final rules. The OMB’s approval is required for these stages, but this approval process is primarily influential at the margin. The OMB review activities alter regulations in minor ways, such as by introducing alternative methods of compliance that agencies might have that will be less costly but equally effective. Moreover, as we will see in chapter 20, the OMB is also successful in screening out some of the most inefficient regulations, such as those with costs per expected life saved well in excess of $100 million.

Although many of the other steps, particularly those involving public participation, are not binding in any way, the agency still must maintain its legitimacy. In the absence of public support, the agency runs the risk of losing its congressional funding and the support of the president, who appoints regulatory officials and, even in the case of commissioners to organizations such as the Interstate Commerce Commission, is responsible for periodic reappointments. Thus, the public comment process often has a substantive impact as well.

Nature of the Regulatory Oversight Process

The steps involved in issuing a regulation did not take the form outlined in figure 2.1 until the 1980s. In the early 1970s, for example, there was no executive branch oversight. After the emergence of the health, safety, and environmental regulatory agencies in the 1970s, it became apparent that some oversight mechanism was needed to ensure that these regulations were in society’s best interests. For the most part, these agencies have been on automatic pilot, constrained by little other than their legislative mandate and potential judicial review as to whether they were adhering to the mandate. Congress can, of course, intervene and pass legislation requiring that the agency take a particular kind of action, as it did with respect to the lawn mower standard for the Consumer Product Safety Commission. However, the routine regulatory actions seldom receive congressional scrutiny. Most important, there is no need for congressional approval for a regulatory agency to take action provided that it can survive judicial review. Proponents of the various types of “capture theories” of regulation would clearly see the need for such a balancing review.4 If a regulatory agency has, in effect, been captured by some special interest group, then it will serve the interests of that group as opposed to the national interest. There are those who have speculated, for example, that labor unions exert a pivotal influence on the operation of OSHA and that the transportation industry wields considerable influence over the U.S. Department of Transportation.

The Nixon and Ford Administrations

The first of the White House review efforts was an informal “quality of life” review process instituted by President Nixon. The focus of this effort was to obtain some sense of the costs and overall economic implications of major new regulations.

This review process was formalized under the Ford administration through Executive Order No. 11821. Under this order, regulatory agencies were required to prepare inflationary impact statements for all major rules. These statements required that agencies assess the cost and price effects that their new regulations would have. Moreover, President Ford established a new agency within the White House, the Council on Wage and Price Stability, to administer this effort.

Although no formal economic tests were imposed, the requirement that agencies calculate the overall costs of their new regulations was a first step toward requiring that they achieve some balancing in terms of the competing effects that their regulations had. Before the institution of this inflationary impact statement requirement, regulatory agencies routinely under- took actions for which there was no quantitative assessment of the costs that would be imposed on society at large. Clearly, the costs imposed by regulation are a critical factor in determining its overall desirability. Knowledge of these cost effects ideally should promote sounder regulatory decisions.

The review process itself was not binding in any way. The Council on Wage and Price Stability examined the inflationary impact analyses prepared by the regulatory agencies to ensure that the requirements of the executive order had been met. However, even in the case of an ill-conceived regulation, no binding requirements could be imposed provided that the agency had fulfilled its obligations to assess the costs of the regulation, however large they may have been.

The mechanism for influence on the regulatory process was twofold. First, the Council on Wage and Price Stability filed its comments on the regulatory proposal in the public record as part of the rulemaking process. Second, these comments in turn provided the basis for lobbying with the regulatory agency by various members of the Executive Office of the President. Chief among these participants were members of the President’s Council of Economic Advisors and the president’s domestic policy staff.

The Carter Administration

Under President Carter, this process continued, with two major additions. First, President Carter issued his Executive Order No. 12044, which added a cost-effectiveness test to the inflationary impact requirement. The regulatory impact analyses that were prepared by regulatory agencies now had also to demonstrate that the “least burdensome of the acceptable alternatives have been chosen.” In practical terms, such a test rules out clearly dominated policy alternatives. If the government can achieve the same objective at less cost, it should do so. Reliance on this principle has often led economists, for example, to advocate performance-oriented alternatives to the kinds of command and control regulations that regulators have long favored.

In practice, however, the cost-effectiveness test affects only the most ill-conceived regulatory policies. For the most part, this test does not succeed in enabling one to rank policies in terms of their relative desirability. Suppose, for example, that we had one policy option that could save ten lives at a cost of $1 million per life, and we had a second policy option that could save twenty lives at a cost of $2 million per life. Also assume that these policy options are mutually exclusive: if we adopt one policy, we therefore cannot pursue the other. The first policy has a higher cost-effectiveness in that there is a lower cost per life saved. However, this policy may not necessarily be superior. It may well be in society’s best interest to save an additional ten lives even though the cost per life saved is higher, because overall the total net benefits to society of the latter option may be greater. Comparison of total benefits and costs of regulatory impacts was a common focus of Carter’s regulatory oversight program, but no formal requirements had to be met.

The other major change under President Carter was the establishment of the Regulatory Analysis Review Group. The primary staff support for this effort came from the Council on Wage and Price Stability and the President’s Council of Economic Advisors. However, the impact that reviews by this group had was enhanced by the fact that it also included representatives from the President’s Domestic Policy Staff, the OMB, and various cabinet agencies. The establishment of this group was a recognition that the executive oversight process had to be strengthened in some way, and the mechanism that was used for this strengthening was to bring to bear the political pressure of a consensus body on the particular regulatory agency. Moreover, the collegial nature of this group served an educational function as well in that there was a constant effort to educate regulatory officials regarding the proper economic approach to be taken within the context of regulatory analyses. For example, EPA officials present during a discussion of a proposed regulation by the National Highway Traffic Safety Administration could participate in a debate over the merits of the regulation and the appropriate means for assessing these merits, where the same kinds of generic issues were pertinent to their own agency as well. The reports by this group were not binding, but because they reflected the consensus view of the major branches of the Executive Office of the President as well as the affected regulatory agencies, they had an enhanced political import.

Even with these additional steps there was no binding test other than a cost-effectiveness requirement that had to be met. Moreover, the effectiveness of the informal political leverage in promoting sound regulatory policies was somewhat mixed. One famous case involved the OSHA cotton dust standard. OSHA proposed a standard for the regulation of cotton dust exposures for textile mill workers. The difficulty with this regulation, in the view of the regulatory oversight officials, was that the cost of the health benefits achieved would be inordinately high—on the order of several hundred thousand dollars per temporary disability prevented. The head of the Council of Economic Advisors, Charles Schultze, went to President Carter with an assessment of the undue burdens caused by the regulation. These concerns had been voiced by the textile industry as well. President Carter first sided with the Council of Economic Advisors in this debate. However, after an appeal by Secretary of Labor Raymond Donovan, which was augmented by an expression of the affected labor unions’ strong interests, Carter reversed his decision and issued the regulation. What this incident made clear is that even when the leading economic officials present a relatively cogent case concerning the lack of merit of a particular regulation, there are political factors and economic consequences other than simply calculations of benefits and costs that will drive a policy decision.

As a postscript, it is noteworthy that the Reagan administration undertook a review of this cotton dust standard shortly after taking office. Although Reagan administration economists were willing to pursue the possibility of overturning the regulation, at this juncture the same industry leaders who had originally opposed the regulation now embraced it, having already complied with the regulation, and they hoped to force the other, less technologically advanced firms in the industry to incur these compliance costs as well. The shifting stance by the textile industry reflects the fact that the overall economic costs imposed by the regulation, not the net benefit to society, are often the driving force behind the lobbying efforts involved in the rulemaking process.

The Reagan Administration

Under the Reagan administration there were several pivotal changes in the regulatory oversight mechanism. First, President Reagan moved the oversight function from the Council on Wage and Price Stability to the OMB. Because the OMB is responsible for setting the budgets of all regulatory agencies and has substantial authority over them, this change increases the institutional clout of the oversight mechanism. The second major shift was to increase the stringency of the tests being imposed. Instead of simply imposing a cost-effectiveness requirement, Reagan moved to a full-blown benefit-cost test in his Executive Order No. 12291:

Sec. 2. General Requirements. In promulgating new regulations, reviewing existing regulations, and developing legislative proposals concerning regulation, all agencies, to the extent permitted by law, shall adhere to the following requirements:

a. Administrative decisions shall be based on adequate information concerning the need for and consequences of proposed government action;

b. Regulatory action shall not be undertaken unless the potential benefits to society for the regulation outweigh the potential costs to society;

c. Regulatory objectives shall be chosen to maximize the benefits to society;

d. Among alternative approaches to any given regulatory objective, the alternative involving the least net costs to society shall be chosen; and

e. Agencies shall set regulatory priorities with the aim of maximizing the aggregate net benefits to society, taking into account the condition of the particular industries affected by regulations, the condition of the national economy, and other regulatory actions contemplated for the future.

If, however, the benefit-cost test conflicts with the agency’s legislative mandate—as it does for all risk and environmental regulations—the test is not binding.

The third major change in the executive branch oversight process was the development of a formal regulatory planning process whereby the regulatory agencies would have to clear a regulatory agenda with the OMB. This procedure, which was accomplished through Executive Order No. 12498, was an extension of a concept begun under the Carter administration known as the Regulatory Calendar, which required the agency to list its forthcoming regulatory initiatives. This exercise has served to alert administration officials and the public at large as to the future of regulatory policy, but on a practical basis it has not had as much impact on policy outcomes as has the formal review process, coupled with a benefit-cost test.

The Bush Administration

Under President Bush, the regulatory oversight process remained virtually unchanged. The thrust of the effort was almost identical in character to the oversight procedures that were in place during the second term of the Reagan administration. For example, the same two key executive orders issued by Reagan remained in place under President Bush.

The Clinton Administration

President Clinton continued the regulatory oversight process in a manner that was not starkly changed from the two previous administrations. In his Executive Order No. 12866, President Clinton established principles for regulatory oversight similar to the emphasis on benefits, costs, and benefit-cost analysis of previous administrations. However, the tone of the Clinton executive order was quite different in that it was less adversarial with respect to the relationship with regulatory agencies. Moreover, this executive order correctly emphasized that many consequences of policies are difficult to quantify and that these qualitative concerns should be taken into account as well. The Clinton administration also raised the threshold for reviewing proposed regulations, restricting the focus to the truly major government regulations.

The George W. Bush Administration

The administration of George W. Bush kept Clinton’s Executive Order No. 12866 intact until 2002, when Executive Order No. 13258 introduced some minor structural changes pertaining to the role of the vice president. The two principal advances in the rulemaking process during the recent Bush administration were a fuller articulation of the economic principles to guide regulatory analyses and the introduction of “prompt letters” as a mechanism for urging agencies to initiate regulatory initiatives.

Although the main function of regulatory oversight will continue to be restraining excessive regulations, ideally the OMB will also be able to make assessments of how resources can be allocated more effectively and whether valuable regulatory opportunities are being missed. The OMB prompt letters, which are available to the public, have created pressures that led HHS and the FDA to introduce labeling for trans-fatty acids, strengthen corporate governance of Fannie Mae and Freddie Mac, and to consider a proposed EPA rule to reduce pollution from non-road diesel engines.

Regulatory Reform Legislation

Notwithstanding the existence of executive branch oversight, Congress has also sought to bring the cost of regulation under control. There has been increasing recognition that a greater effort must be made to restrict regulatory initiatives to those that are truly worthwhile. Coupled with this belief is an acknowledgment that executive branch oversight alone cannot ensure sound regulatory outcomes.

The source of the difficulty can be traced to the restrictive legislative mandates of regulatory agencies. In the case of health, safety, and environmental regulations, the legislation drafted by Congress did not require that agencies achieve any balance between benefits and costs. Indeed, in some cases the legislation even precluded that agencies undertake such balancing or consider cost considerations at all. Such an uncompromising approach can be traced in part to ignorance on the part of legislators, who did not understand the potential scope of these regulatory efforts or the fact that absolute safety is unattainable. Society could easily exhaust its entire resources with potential safety-enhancing efforts before achieving a zero risk level.

Typical of such uncompromising mandates is the requirement in the Occupational Safety and Health Act that the agency “assure so far as possible every man and woman in the nation safe and healthful working conditions.” In the 1980 U.S. Supreme Court decision with respect to the proposed OSHA cotton dust standard, the court interpreted this obligation narrowly.5

The court interpreted feasibility as “capable of being done” rather than in terms of benefit-cost balancing. Regulators have used this decision in conjunction with their own restrictive legislative mandates to claim that they are constrained by their legislation to ignore benefit-cost concerns. Agencies consequently seek to bolster their position by claiming that they are constrained by legislation, but these constraints are not necessarily always binding. In a subsequent U.S. Supreme Court decision, the Court ruled that agencies did have the flexibility to interpret their legislative mandate in a reasonable manner.6 In this particular case, the court gave the EPA the flexibility to adopt the “bubble” policy whereby it let firms select the most cost-effective means of reaching an air pollution target rather than requiring that firms meet a specific pollution objective for each emissions source.

To date, regulatory agencies have not attempted to avail themselves of this flexibility, and the OMB has been unsuccessful in urging them to do so. Since 1995 there has been a continuing effort to pass regulatory reform legislation that, in effect, would make the regulatory guidelines issued by the president override the influence of the legislative mandates. The closest such efforts have come to success was in 1995, when both the House and the Senate passed regulatory reform legislation. No consensus legislation emerged, and regulatory reform bills continue to be pending before Congress.

These efforts have failed thus far perhaps because the proposed bills have been overly ambitious. In addition to benefit-cost requirements, proposed legislation would have also revamped the risk-analysis process by requiring that agencies use mean risk assessments rather than upper-bound values. Many proposed bills also included requirements that went beyond revamping the criteria for regulations, including peer review, judicial review of regulatory analyses, and retrospective assessments of regulatory performance.

The principal components of any such legislation are requirements that agencies assess the benefits and costs of their regulations and demonstrate that the benefits exceed the costs. Other less ambitious possibilities also could be effective, such as permitting agencies to balance benefits and costs but not requiring them to do so. Under this approach, it would be the responsibility of the OMB regulatory oversight group to exert the leverage without the presence of existing legislative constraints. These issues are likely to continue to be on the congressional legislative agenda until some kind of regulatory reform bill resolves the conflict between the national interest in balanced regulatory policies and the agencies’ adherence to restrictive legislative mandates.

Benefit-Cost Analysis

From an economic efficiency standpoint, the rationale for a benefit-cost approach seems quite compelling. At a very minimum, it seems reasonable that society should not pursue policies that do not advance our interests. If the benefits of a policy are not in excess of the costs, then clearly it should not be pursued, because such efforts do more harm than good. Ideally we want to maximize the net gain that policies produce. This net gain is the discrepancy between benefits and costs, so our objective should be to maximize the benefit-minus-cost difference.

The underlying economic impetus for the benefit-cost approach is the Hicksian potential compensation principle. The gainers from such policies can potentially compensate the losers, making all parties better off. However, unless potential compensation is actually paid, there is no assurance that everyone’s welfare will be improved. As a practical matter, it is generally impossible to make everyone better off from each individual regulatory policy, but making sound decisions across the entire spectrum of regulatory policies will make almost all of us better off.

The requirement that benefits exceed costs for sound regulatory policies has also given rise to a simple shorthand. The ratio of benefits to costs, or the benefit-cost ratio, must exceed 1.0 for a policy to be potentially attractive. This requirement serves as the minimal test for policy efficacy, as our overall objective should be to maximize the spread between benefits and costs.

To see how one would design a regulatory policy to reap the greatest net benefits, let us consider as a concrete example environment policy choice. The underlying principles are identical in other policy arenas as well. As is indicated in figure 2.2, the cost of providing environmental quality rises as the level of environmental quality improves. Moreover, the cost increases at an increasing rate because improvements in environmental quality become increasingly costly to achieve. As the most promising policy alternatives are exploited, one must dip into less effective means of enhancing environmental quality, and resorting to these contributes to the rise in costs.
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Figure 2.2
Benefit-Cost Analysis of Environmental Quality Control

The other curve in the diagram is the total benefits arising from improved environmental quality. The initial gains are the greatest, as they may affect our life and well-being in a fundamental manner. The additional health and welfare effects of environmental quality improvements eventually diminish. Our task of finding the best level of environmental quality to promote through regulation reduces to achieving the largest spread between the total benefit and total cost curves. This maximum is achieved at the environmental quality level q*. At that point, the gap between the cost and benefit curves is the greatest, with the gap giving the maximum value of the net benefits less costs that are achievable through environmental regulation.
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Figure 2.3
Marginal Analysis of Environmental Policies

The slope of the total cost and total benefit curves is equal at environmental quality q*. The slope of the total cost curve is known as the marginal cost, as it represents the incremental increase in cost that arises from a unit increase in environmental quality. Similarly, the slope of the total benefit curve is known as the marginal benefit curve, as it represents the increment in benefits that would be produced by a one-unit increase in environmental quality. An alternative way to assess the optimal policy is to examine the marginal cost and marginal benefit curves, which are illustrated in figure 2.3. Marginal costs are rising because of the decreasing productivity of additional environment-enhancing efforts as we pursue additional improvements in environmental quality. Similarly, the marginal benefits shown in this curve are declining because they experience the greatest incremental benefits from such improvements when the environmental quality is very bad. The optimal policy level is at environmental quality level q*, at which we equate marginal benefits and marginal costs. Thus the requirement for optimal quality choice can be characterized by the following familiar equation:
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This result that maximizing net benefits is achieved by equating marginal benefits and marginal costs will be a recurring theme throughout the book. Subsequent chapters will examine decisions by firms that can be recast in this framework. Consider equation 2.1 within the context of a firm choosing how much output to produce. A profit maximizing firm will produce up to the point where the marginal costs of production are equal to the marginal benefit, which equals the additional revenue produced by selling one more unit. In the case of a competitive firm, which is small relative to the entire market, the marginal benefit of selling an extra unit is the product price, so a competitive firm setting marginal benefits equal to marginal costs will produce at the point where price equals the marginal cost of production. A monopolistic firm will be somewhat different in that this firm is so large relative to the market that more sales by the monopoly will affect the market price. The monopolist will set the marginal cost equal to the additional revenue brought in by selling one more unit, which will differ from the price of the last unit sold, since more sales affect the price paid for all units of the good.

Discounting Deferred Effects

If all the effects of regulatory policies were immediate, one could simply sum up these influences, treating effects today the same as one would treat an impact many years from now. Even if one ignores the role of inflation, it is important to take the temporal distribution of benefits and costs into account. If one could earn a riskless real rate of interest r on one’s own money, then the value of a dollar today is (1 + r)10 ten years from now. Thus, resources have an opportunity cost, and one must take this opportunity cost into account when assessing the value of benefit and cost streams over time. This issue is not unique to the social regulation area, but it plays a particularly important role with respect to these regulations because of the long time lags that tend to be involved, particularly when evaluating regulations focusing on cancer and the future of the planet.

Although a substantial literature exists on how one should approach the discount rate issue and estimate the appropriate rate of discount, these approaches can be simplified into two schools of thought.7 One approach relies on the opportunity cost of capital. In this instance, market-based measures provide the guide as to the appropriate discount rate. A simple but not too unreasonable approximation to this measure is simply the real rate of return on federal bonds. The alternative is the social rate of time preference approach, under which society’s preference for allocating social resources across time may be quite different from the time rate expressed in private markets. How the social rate differs from the private rate and the extent of the difference from private rates of return have remained subjects of considerable debate.

From a practical standpoint, such controversies are not of major consequence in actual regulatory decisions. The U.S. OMB (under OMB circular A-94) now requires that all policy benefits and costs be assessed using a rate of interest of 7 percent and at the agency’s preferred discount rate. Before 1993, the OMB had required a 10 percent rate, which is an extremely high real (that is, inflation-adjusted) rate of return.

Present Value

The procedure by which one converts a stream of benefits and costs into a present value is simply to divide any deferred impacts in year i by (1 + r)i. Viewed somewhat differently, if one could earn a rate of interest r on $1 invested today, the value of this dollar i years from now would be (1 + r)i. Thus the present value calculation simply puts the future payoff into terms that are comparable to payoffs today. More specifically, if one has project benefits B and C in year i, then the formula is given by
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To see the implications of the present value calculation, consider a simplified discounting example in table 2.1. Three different sets of results are provided. First, the benefits and costs in which there is no discounting comprise the first part of the table. As can be seen, the benefits exceed the costs by 0.15, and the policy is worth pursuing. If one adopts a discount rate of 5 percent, then the deferred benefits one year from now have a lower present value. Nevertheless, the policy still remains justified on benefit-cost grounds, although the strength of the justification has been weakened. The final example shows the discount rate raised to 10 percent. This higher rate lowers the value of next year’s benefits even further. In this instance costs exceed benefits, and the policy is no longer justified. As a rough rule of thumb, since costs are generally imposed early in the life of a regulation and benefits often accrue later, raising the discount rate tends to reduce the overall attractiveness of policies. The exact relationship hinges on the number of sign reversals in the net-benefit-less-cost stream over time. For one sign reversal—net costs in the early periods followed by net benefits—raising the discount rates reduces the attractiveness of a policy. The role of discounting is particularly instrumental in affecting the attractiveness of policies with long-term impacts, such as environmental regulations that address long-run ecological consequences or cancer regulations for which the benefits will not be yielded for two or three decades. Not surprisingly, a major battleground over discounting was asbestos regulation, inasmuch as the deferred nature of the risk made discounting a major policy issue in a debate involving the EPA, the OMB, and members of Congress. The EPA advocated a discount rate of zero so that the benefits of the regulation would appear to be large.

Table 2.1
Discounting Example
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Although the practice of reducing the value of deferred benefits may seem to be unduly harsh, it will be muted at least to some extent by increases in the unit benefit value over time. As society continues to become richer, the value we place upon environmental quality and risk reduction will also rise. As a result, there will be some increase in the value benefits over time because of society’s increased affluence, which generally raises the value that people attach to their health or environmental quality.

In general, one will still discount in a manner that reduces the present value of future impacts. If one were in a situation in which one did not discount at all, which is a position that has been frequently advocated by the U.S. EPA and by some congressmen, then any action with permanent adverse effects could never be undertaken. A $1 annual loss that was permanent would swamp in value any finite benefit amount that was for one time only. No policies that would affect a unique natural resource or that would lead to the extinction of a species could ever be pursued. The cost of such efforts would be infinite. Trivial losses that extended forever could never be imposed, irrespective of how great the current benefits are. When confronted with the full implications of not discounting at all, it is likely that there would be few advocates of this practice. We certainly do not follow this practice in our daily lives. Otherwise, we would save all of our resources, earn interest, and spend the money in our last years of life.

In many instances it is necessary to calculate the present value of an infinite stream of payoffs. What, for example, is the value of a taxicab license that generates $V every year? Suppose that the payment is received at the end of each period. It is straightforward to show that the present value of this infinite stream is given by $V/r.8 For example, with an interest rate of 10 percent, the present value of $5,000 per year would be $5,000/(0.10) = $50,000.

The Criteria Applied in the Oversight Process

Certainly the most dominant criteria that have been used in the oversight process over the last decade have been those pertaining to ensuring the cost-effectiveness of the regulation and, more specifically, ascertaining that the benefits of the regulation exceed the costs. Although the OMB has frequently been unable to enforce the benefit-cost requirements because of conflicts with the agency’s legislative mandate, there have been several notable success stories that illustrate how effective regulation can be if approached in a sound economic manner.

Regulatory Success Stories

One of these success stories is visible every time we ride in an automobile. A prominent regulatory innovation has been the requirement that all cars have center-high mounted stop lamps. When the driver puts on the brakes, the brake lights go on as always, but so does a red light in the bottom center of the rear window. This 1983 regulation was the subject of an extensive analysis whereby the Department of Transportation demonstrated that the benefits of the regulation exceeded the costs. Equally important is that the Department of Transportation also conducted a series of tests with various fleets of automobiles to determine which of several stop lamp designs would be the most effective in reducing rear-end collisions. Thus there was an explicit attempt to evaluate regulatory policy alternatives and to select the most attractive from among these alternatives.

Perhaps the greatest regulatory success story of the 1980s involving the OMB is the phase-down of lead in gasoline. (Telephone deregulation did not involve the OMB but was probably of greater consequence.) Through a series of regulations, the EPA requirements have all but eliminated the use of lead in gasoline. This regulation was accompanied by a comprehensive regulatory analysis that clearly established that the benefits of the regulation exceeded the costs.9 It is noteworthy that this regulation, one of the few where the EPA clearly established the economic attractiveness of the policy in terms of benefit-cost ratio, is also one that had the greatest demonstrable impact of any pollution regulation instituted in the 1980s. Lead emissions declined dramatically in the 1980s, and the reduction in lead pollution represents the greatest environmental success story of that decade.

Promotion of Cost-Effective Regulation

One general way in which the government promotes the most cost-effective regulation is through the encouragement of performance-oriented regulation. Our objective is to promote outcomes that are in the interests of the individuals affected by regulations rather than simply to mandate technological improvements irrespective of their impact. This concern with ends rather than means leads to the promotion of the use of performance-oriented regulations whenever possible.

Rather than mandate nationally uniform standards, it is frequently desirable to give firms some discretion in terms of their means of compliance. The FDA’s tamper-resistant packaging requirements impose effectiveness requirements on the packaging but do not dictate particular types of packaging that must be used. Similarly, the child-resistant cap requirements of the Consumer Product Safety Commission specify safety thresholds that the caps must meet in terms of preventing children from opening the bottles, but they do not prevent firms from adopting particular cap designs that they might believe are most appropriate for the product.

The adoption of performance-oriented alternatives has generally lagged behind economists’ enthusiasm for these policies. Two principal reasons account for this discrepancy. First, the enforcement of some performance-oriented alternatives can be more expensive. If firms were simply given general guidelines to make their workplace safer but were not given any explicit instructions for doing so, then government inspectors would have a more difficult task in determining whether the firm had met the minimal safety requirements.10

Another major barrier to performance-oriented regulation has been political. In the case of air pollution requirements, congressmen from soft-coal-producing states lobbied for legislation that required firms to develop technological solutions to air pollution (that is, use of scrubbers) as opposed to changing the type of fuel they used to a less polluting form of coal. This emphasis was dictated by regional economic self-interests, not by national efficiency concerns.

Distortion of Benefit and Cost Estimates

Another principle that has been promoted through the oversight process is the utilization of unbiased estimates of the benefits and costs. The need for lack of bias may appear to be both obvious and uncontroversial, but in fact it represents an ongoing problem with respect to risk regulations.

The scientific analyses underlying risk regulations typically include a variety of assumptions for the purpose of “conservatism,” but which in effect distort the assessment of the merits of the regulation. For example, projections of the cancer-causing implications of some chemical may be made by relying on the most sensitive animal species, as opposed to the animal species most relevant to extrapolation to humans. In addition, scientific analysts frequently focus on the upper end of the 95 percent confidence interval, thus placing great emphasis on how high the risk potentially could be as opposed to their best estimate of how high the risk actually is.

Focusing on the upper limit of the potential risk distorts the policy mix in a number of ways. Most important is that it shifts our attention to those hazards about which the least is known, as opposed to those hazards that pose the greatest threat and will endanger the greatest number of lives. Because we often know the least about the very-low-probability events because we have little experience to guide us, the effect has often been to tilt policies in the direction of the inconsequential low-probability events that we dimly understand, whereas the major sources of accidents and illness that are precisely understood receive less attention.

In some cases, there are additional conservatism factors incorporated arbitrarily within the risk analysis process. For example, risk analysts assessing the reproductive toxicity of different chemicals may simply multiply these risk levels by a factor of 1,000 for the purposes of “conservatism,” but there is no justification for multiplying by any factor.

The problem that these conservatism adjustments pose from the standpoint of government policy is that when we address different regulations and are comparing their efficacy, we do not know the extent to which the benefits have been distorted. Various conservatism factors are used by different agencies in different contexts. These adjustments are seldom detailed in the regulatory analysis and are often compounded in the successive stages of analysis. Conservatism multipliers are often added in each round of the calculations. Such distortions prevent the regulatory policymakers from having the accurate information they need to choose among policies. The overall judgment as to how conservative society wishes to be in bearing risk or in incurring other outcomes is a social policy decision that should be made at the policymaking level of the regulatory agencies and the executive branch. Arbitrary conservatism factors incorporated in the risk analysis in effect involve little more than stealth policymaking that is masquerading as a scientific exercise.

The Regulatory Role of Price and Quality

A general principle that has guided the development of regulation and in particular the deregulation effort is that “regulation of prices and production in competitive markets should be avoided.”11 The price system has a legitimate role to play, as is evidenced in the discussion of markets in all elementary economics textbooks. Recognition of the role of the price mechanism has provided the impetus for the deregulation of the rate entry regulations that were formerly present in industries like airlines, trucking, and communications. Some regulations, such as minimum wage requirements, explicitly interfere with these prices. The purported benefits of these regulations is that they will raise workers’ income level to a fairer wage amount needed for subsistence, although most labor economists believe that the long-run effect of minimum wage regulations is to displace workers from jobs. It appears in this regard that teenagers, particularly minority teenagers, have been most hard-hit by the adverse employment effects of higher minimum wage levels.

Just as we do not want to standardize product prices, we also do not wish to standardize quality except when there are legitimate reasons for doing so, as in the case of provision of minimal safety levels for cars. Antilock brakes and passenger side curtain airbags are beneficial safety features, but they are also quite expensive. We would like to give consumers the option to purchase such equipment; the more expensive cars typically offer these features. However, we do not require that all cars have them, for those features would comprise a substantial part of the product price for the low end of the market. Instead of mandating all available safety devices for all cars, we have required that certain minimal safety features be universal, and we permit other safety features to be optional. Consumers who place substantial value on safety can purchase the cars offering these additional features, and we can continually revise the nationally mandated safety standards to reflect the safety floor that is most sensible from the standpoint of being imposed on a universal basis.

The Impact of the Oversight Process

The objective of regulatory oversight is to foster better regulations, not necessarily less regulation. However, one consequence of improving regulation is that we will eliminate those regulations that are unattractive from the standpoint of advancing the national interest. Moreover, much of the impetus for regulatory oversight has been a concern with the excessive costs imposed by unattractive regulations, so that there has been considerable attention devoted to these costs.

The Cost of Regulation

The stakes involved are enormous. In 1990 President Bush noted the staggering levels of costs involved:

Federal regulations impose estimated direct costs on the economy as high as $175 billion—more than $1,700 for every taxpayer in the United States. These costs are in effect indirect “taxes” on the American public—taxes that should only be levied when the benefits clearly exceed the costs.12

Roughly half of these costs are attributable to EPA regulations, as earlier estimates of the costs imposed by EPA policies indicated that these regulatory costs alone were in the range of $70–$80 billion per year.13

In the absence of regulatory reform efforts, these costs would be substantially higher. The Council of Economic Advisors estimates that airline deregulation led to $15 billion worth of gains to airline travelers and airline companies.14 Similarly, estimates suggest that savings resulting from trucking deregulation have been in excess of $30 billion annually.15 The annual benefits from railroad deregulation have also been substantial—on the order of $15 billion annually.16 The total savings from these deregulation efforts in the transportation field are on the order of $60 billion per year, a substantial payoff indeed for a return to greater reliance on market forces.

Other Measures of the Size of Regulation

The most pertinent estimate of regulatory activity is the level of the costs that are generated by the regulation. Professor Thomas Hopkins, once a prominent regulatory oversight official, has compiled a comprehensive assessment of the costs of different federal regulatory programs. This tally appears in table 2.2, where the primary inputs to these calculations are the regulatory analyses prepared by government regulations on a prospective basis for new regulations.17 Actual costs of regulations may of course differ from those that are estimated at the time of the regulation’s promulgation. However, these cost measures are likely to be much more indicative of the scale of regulatory activity than are Federal Register counts.

Table 2.2
Annual Costs of Federal Regulation (Billions of 1995 Dollars)
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As the information in table 2.2 indicates, the cost of these regulations is substantial. The total cost level in 1995 was $668 billion, which includes regulations that were simply transfers, such as the minimum wage. Transfers accounted for $147 billion of the costs. The minimum wage leads to higher wage payments for low-income workers. From an economic standpoint this is not an efficiency loss, but simply an effort that passes money around in society. The gains to workers offset the losses to firms. However, from the standpoint of the potential costs to the rest of society, the appropriate amount to be recognized is the total regulatory cost, since it is this regulatory cost amount that firms (or consumers and workers) must pay. In practice, however, the shifting of this and other costs among consumers, shareholders, workers, and other parties is a very complex matter.

In 1995 the total gross domestic product was $7.3 trillion, so the regulatory cost share of the gross domestic product was 9.2 percent. Another useful measure of regulatory costs is the regulatory cost per household. In 1995 these costs were estimated to be $6,809 per house-hold.18 Regulatory costs consequently are not a trivial component of the gross domestic product, but it should also be taken into account that benefits are derived from these efforts as well. It is quite striking that for the 1995 federal regulatory costs, the largest component was for process regulation, or $218 billion in annual expenditures related to government paperwork requirements. Environmental regulation, such as that administered by the U.S. EPA, was next greatest in importance at $168 billion, followed by economic regulation at $80 billion. The role of deregulation in the economic regulation context is apparent, as economic regulations decreased substantially in cost from 1977 to 1995. Moreover, there has been a remarkable change in the mix of regulations, as environmental regulation has assumed increasing importance during the same period in which economic regulation has diminished in terms of the efficiency costs. Estimates for the year 2000 indicated additional regulatory cost growth due largely to environmental regulation and process regulations.

One of the most striking aspects of the regulatory cost mix is the substantial process regulation component of $218 billion in 1995 federal paperwork costs. A concern with paperwork required by federal activities has long been widespread. Moreover, unlike the regulatory efforts themselves, paperwork often lacks the clear-cut link to perceived societal benefits, such as improved environmental quality. Although politicians frequently voice commitments to reduce paperwork, this burden continues to grow. One difficulty is that gathering information generally appears to be attractive, inasmuch as more knowledge is better than less, but the benefits derived from the information are not always valued to determine whether the associated paperwork burden is justified. One frequently proposed policy that might address this issue is to establish a federal paperwork budget to limit the annual dollar value of paperwork costs.

Whereas the previous estimates referred to the total costs of all existing regulations, the annual change in these costs due to new regulations is instructive as well. The costs of new regulations are indicative of the annual pace of regulation, which varies substantially over time, as the annual totals from 1987–2003 reported in table 2.3 indicate. This table focuses only on the costs of new major rules reviewed by the OMB.

Table 2.3
The Economic Costs of New Major Rules by Year, 1987–2003
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The differences across presidential administrations are often quite stark. The first three years of the George W. Bush administration accounted for a total of only $4.4 billion. This amount is dwarfed by the pace in the Clinton administration, which issued $13.1 billion in new regulations in year 2000 alone. The number of major new rules with a cost in excess of $1 billion also plummeted from the Clinton administration to the George W. Bush administration.

Is the decline in regulatory activity necessarily a favorable development? Regulatory costs in and of themselves are an undesirable economic burden. However, if the regulations generate benefits that exceed the costs, then it is desirable to promote such regulation rather than discourage it. Thus, the ultimate test of regulatory efficacy requires consideration of both the benefit and cost consequences of regulation.

A less precise tally of trends in regulatory burdens is provided by the index of the number of pages published in the Federal Register. One would expect there to be a correlation between the number of pages devoted to government rules and regulations and the cost these regulations impose. This need not be the case if, for example, agencies become adept at editing their regulatory documents to make them shorter but no less burdensome. Moreover, some Federal Register entries modify regulations and decrease costs rather than increase them. However, it is generally believed that there is a positive, albeit highly imperfect, correlation between the amount of federal regulation published in the Federal Register and the regulatory costs imposed.
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Figure 2.4
Trends in Federal Register Analysis Pages, 1936–2003

Source: Office of the Federal Register

Figure 2.4 indicates the trends in these costs for the past half-century. In 1936 the number of pages in the Federal Register was relatively modest—2,599. The pace of regulation increased steadily but slowly until 1970. It is apparent from figure 2.4 that there was a rapid escalation in regulation beginning in that decade. The 1970s marked the establishment of the new wave of health, safety, and environmental regulation, which greatly expanded the role of the government and its regulatory activities. By 1980 the number of pages in the Federal Register had reached 87,012. The first half of the 1980s marked a decrease in the dissemination of new regulation, which was consistent with the Reagan administration’s efforts to deregulate and roll back regulations. However, by the second term of the Reagan administration there was renewed regulatory activity, which is also reflected in the subsequent increase in the number of pages of regulations published in the Federal Register.

The more recent upward trend in the total number of pages published in the Federal Register is more reflective of the increased volume of regulatory initiatives under the Clinton administration and the George W. Bush administration. Whereas there were about 50,000 pages published during many of the years in the 1980s, since 1993 the total Federal Register page count has ranged from 67,518 to 83,294. How much meaning one should attach to such statistics is unclear. For example, the number of final rules documents appearing in 1997 was 4,615, as compared to a slightly lower figure of 4,581 a decade earlier. Moreover, some years of peak regulatory activity, such as 1980, include statistics that are quite misleading as a measure of regulatory burden. That year featured a flurry of regulatory initiatives at the end of the Carter administration in January 1980, which was subsequently followed by a rescinding of regulations and a major deregulation effort on the part of the Reagan administration later that year. With this principal exception, however, the overall implication of figure 2.4, that regulation has become an increasingly important part of our lives, is certainly valid.

Other measures of regulatory activity have similar implications. The Code of Federal Regulations summarizes the stock of existing regulations, whereas the Federal Register page count provides a measure of the flow of annual regulations. The total number of pages of regulation in the Code of Federal Regulations was under 10,000 in 1950, but had grown to more than 100,000 by 1980. By the end of that decade, the number of pages in the Code of Federal Regulations was just over 50,000, which has been consistent with the effort to scale back the role of regulation, particularly in the transportation area.

The trends in regulatory agency spending shown in table 2.4 show a similar dramatic upward trend. In inflation-adjusted 2,000 dollars, total spending by regulatory agencies rose from $2.5 billion in 1960 to $36 billion in 2004–2005. The composition of the spending has also shifted as well. Whereas social regulations comprised 66 percent of all agency spending in 1960, by 2004–2005 this amount had grown to 85 percent. In addition to the jump in spending on social regulation between 1970 and 1980, the decade that marked the establishment of agencies such as the EPA and OSHA, there has also been a tremendous increase in spending on homeland security in response to the September 11, 2001, attack on the World Trade Center. The appendix to this chapter includes trends in agency staffing and detailed breakdowns of spending patterns that also document the increased prominence of social regulation.

Table 2.4
Spending Summary for Federal Agencies, Selected Years (Millions of 2000 Dollars)*
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The Character of Regulatory Oversight Actions

It is also instructive to consider the mix of actions undertaken through the regulatory oversight process to obtain an assessment of the nature of the oversight activity that has led to many of these changes. Table 2.5 summarizes the oversight actions undertaken since 1981. When the oversight process began, the OMB approved almost 90 percent of regulations without change. At the present time, the overall approval rate is just 30 percent.

One should be cautious in attributing any change in character of the regulatory oversight process to the trends exhibited by the statistics in table 2.5. A higher percentage of regulations are changed as a result of the current review process, in large part because of the increased selectivity of the regulations that are earmarked for review. The number of executive order reviews plummeted from 2,800 in 1981 to 509 in 1997. The OMB’s review efforts are consequently much more targeted than before, so that one would expect a higher percentage of the regulations to be revised in response to the review efforts. These expectations are in fact borne out by the data in table 2.5, which indicate that more than 60 percent of all regulations are now altered before being issued by the agency.

Table 2.5
Types of Action Taken by the OMB Regulatory Oversight Process on Agency Rules. 1981–2003 (Percent)
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Some of these changes have been quite consequential. For example, at the OMB’s insistence, OSHA offered firms a variety of alternative means of compliance to reduce the explosion hazards arising from the dust levels in grain mills. This expanded flexibility did not impede the safety effects of the regulation, but it did lower the regulatory costs. Over 90 percent of the regulations are consistent with OMB principles after such changes are made or without change. This high percentage indicates that the dominant emphasis of the OMB process is to promote negotiated solutions to enhance regulatory policy as opposed to simply serving in an obstructionist role. The OMB oversight process has limited political resources, so that it cannot afford to do battle in every regulatory arena, even though few would claim that 90 percent of the regulations proposed will in fact maximize the net benefits to society.

The percentage of instances in which the OMB blocks regulations is quite small. In 2003, for example, 6.9 percent of the regulations reviewed were withdrawn by the regulatory agency and 0.3 percent were returned for consideration. Many of these regulations are among the most burdensome.

Perhaps the most interesting trend exhibited in table 2.5 pertains to the first two rows of the table. The percentage of regulations that are consistent with OMB guidelines without any change dropped by 57 percent from 1981 to 2003, and the percentage of regulations that are consistent with change rose by a comparable amount over that period. The dominant emphasis of OMB actions has been either to approve regulations or to promote moderate modifications of them, and over time there has been an increased attempt to alter regulations in an incremental fashion rather than simply to approve them without any change whatsoever.

Such incremental modifications in regulation are where we would expect the regulatory oversight process to have its greatest influence because major conflicts, such as those over the entire thrust of a regulatory policy, would be escalated to higher political levels. If all regulatory policy decisions were escalated in this manner, the president would have little opportunity to devote time to other national problems. In any year, there are hundreds of major regulations and an even greater number of minor regulations that agencies will issue. In 1997, for example, the OMB reviewed 92 major regulations from the U.S. Department of Health and Human Services and 52 major regulations from the U.S. EPA. Given the substantial volume of regulatory activity, the only feasible way to address these issues is to remain within the interagency negotiations between the regulatory agency and the OMB, saving appeals to a higher level for the small percentage of regulatory issues that involve controversial issues of national policy. In the Reagan administration, one such policy meriting presidential involvement was the decision with respect to acid rain policies, and in the Bush administration, global warming policies received the greatest presidential scrutiny. In the Clinton administration there was substantial high-level involvement in the rewriting of the Superfund law, which governs the treatment of hazardous wastes. More routine regulations, such as standards for the combustion of municipal waste, are handled without a national debate.

What Do Regulators Maximize?

In theory, regulatory agencies serve to maximize the national interest subject to their legislative mandates. Similarly, the OMB is presumably motivated to maximize the net benefits minus costs to society. Such a characterization of regulatory objectives is, unfortunately, excessively naive. There are a number of diverse factors that influence policy decisions, many of which have very little to do with these formal statements of purpose.

What is clear at this stage is that there are certainly influences at work other than those that are formally specified. However, economists have yet to reach a consensus regarding the specific formulation that best captures the political mechanisms at work. A brief review of some of these theories can, however, highlight the range and the types of approaches that have been taken.

The Capture Theory

Under the capture theory of regulation, such as that espoused by George Stigler, the regulatory agency is captured by the economic interests that it serves.19 Stigler has been most successful in testing this model with respect to the economic regulation agencies, such as the Interstate Commerce Commission. Examples of how government regulation can foster industry interests abound. Regulation of airline fares can, for example, provide a floor on airline rates that enables firms to make greater profits than if there were price competition. Similarly, minimum quality standards for products can promote the interests of the more established and advanced firms in the industry, which will use these mandated quality standards to squeeze the producers with less advanced technological capabilities.

Most models based on the capture theory recognize the competing demands on regulatory agencies. Private interests as well as public interests may affect the political survival of the regulatory officials as well as the agency’s budget. Although the most direct descendant of Stigler’s work is that of Peltzman,20 a number of authors have developed similar models reflecting the diversity of political influences at work. Roger Noll has developed an external signaling theory of regulation whereby regulatory agencies attempt to minimize the conflict ing criticism that appears through signals from the economic and social environment in which the regulatory agency operates.21 Noll proposes that agencies construct an administrative apparatus for the development and enforcement of their regulations to promote the ability of groups that approve their actions and to limit the ability of political forces that disapprove their actions.

Other Theories of Influence Patterns

Other researchers have also formulated models reflecting diverse patterns of influence, but have concluded that there are particular sets of influences that are most influential. For example, Wilson and Stewart suggest that regulatory agencies have substantial discretion with respect to the regulatory actions they take, so that it is the regulatory agency that plays the dominant role.22 Other authors have advocated a quite different view in which Congress has the dominant role, not the regulatory agency.23 The leverage of Congress stems from the fact that the congressional committees are responsible for setting the budgets of the regulatory agencies and for confirming the leading administrators in these agencies.

Comprehensive Models of Regulatory Objectives

In all likelihood, the actual outcomes are influenced by a multiplicity of factors that cannot be characterized by any simple, single model. The regulatory agency does not have sole control, nor does the OMB. Moreover, Congress and the judiciary play a restraining role, and lobbyists for and against the regulation can affect the political payoffs to the regulatory agency as well. The actual strength of the influences undoubtedly varies depending on the particular context.

An interesting case study of the extent to which there are multiple influences at work is provided through detailed analysis of the rulemaking process for the EPA regulations that implemented the industrial effluent standards that are used to control water pollution. The study by Magat, Krupnick, and Harrington highlights the types of outcomes that will ultimately be explained through an analysis of the competing interests affecting regulatory outcomes:

The factors determining the outcomes of EPA’s effluent standard-setting process are by no means self-evident. For instance, on December 7, 1973, EPA proposed effluent discharge standards for water pollution from the leather tanning industry. These standards required that by 1977 discharges of biological oxygen demand (BOD) not exceed 40 milligrams per liter (mg/l) of waste water. Four months and two days later, EPA promulgated the final BOD standard for the industry of 102 mg/l. Why was the stringency of the standard weakened by 155 percent between its initial proposal and final promulgation? Why did EPA issue a tighter final standard for the meat packing industry, which produces wastes with similar characteristics to leather tanning, of only 24 mg/l BOD? And why did smaller firms receive weaker regulations?24

The heterogeneity of the regulation in different industries and for firms of different sizes clearly suggests that there is no simple or naive regulatory objective guiding behavior. Through detailed statistical analysis of a series of decisions made by EPA as part of this rule-making process, Magat et al. have identified a variety of factors that were influential in the setting of these water pollution standards.

One such influence was efficiency concerns. The EPA did adjust the stringency of regulations in different industries to reflect the differences in compliance costs across firms. This is the kind of heterogeneity one would want to promote, in that standards should not be as stringent for industries that must bear greater burdens to reduce pollution. In those contexts, the costs of compliance will be greater, so that to maximize the net benefits of the standard one would want to reflect these cost differences in the standard level.

Second, the quality of the economic analysis supporting the standard also was influential. Standards supported by high-quality economic analyses were more likely to lead to more stringent effluent guidelines than those lacking substantive support. This result as well suggests that there is a sense of economic rationality to the process whereby the strength of the analysis does affect the policy outcome. It should be noted, however, that the particular price and cost effects of the regulation did not appear to be as influential as the overall quality of the economic analysis.

Other players have an impact as well. The economic resources of the trade association for the particular industry affect the stringency of the standards in the expected manner. In particular, industries with large budgets for their trade association are able to obtain weaker standards, after taking into account other factors that should determine the stringency of the regulation. The total financial resources appear to be much more influential than the volume of industry comments provided, in that these resources presumably reflect the political clout of the agency to a greater degree than does the number of pages of comments submitted.

Conclusion

In later chapters we will develop a series of models of the regulatory process. All such models should be viewed as a simplification of the actual objectives guiding the regulatory agencies. Economists have made substantial progress in recent decades in developing approaches to indicate how regulators make decisions, which is often quite different than one would predict based on their legislative mandates or their stated agency objectives. A variety of political factors also are at work and will affect the policy outcomes that result.

Despite the multiplicity of these influences, one should not understate the pivotal role that legislative mandates have. These mandates, which are written by Congress, in many circumstances define the terms of the regulatory debate and impose stringent limits on the scope of discretion of the regulatory officials. It is through these mandates that Congress has a long-run influence on regulatory policy, even though most short-run regulatory decisions appear to be governed by actions of the regulatory agency, the influence of the regulatory oversight process, and recognition of the political factors at stake in the regulatory policy decision.

Questions and Problems



	A frequent proposal has been to replace the oversight process through a system known as a “regulatory budget.” Each agency would be assigned a total cost that it could impose on the American economy, and its task would be to select the regulations that best foster the national interest subject to this cost. Can you identify any problems with the regulatory budget approach? How feasible do you believe it would be to calculate the costs of all the regulations of a particular agency? What, for example, are the costs associated with affirmative action? Are they positive or negative?

	Inadequacies in government action are frequently called “government failure.” In some cases, government failures reinforce market failures. In particular, the government may promote inefficient outcomes in a way that exacerbates the shortcomings of the market rather than alleviates these shortcomings. Can you think of any examples where such mutually reinforcing failures might occur and the reasons why they might occur?

	One justification often given for the utilization of a variety of conservatism factors in risk analyses is that society is risk-averse, so that we should be conservative. Can you identify any flaws in this reasoning?

	Regulatory agencies are not permitted to publicly release the details of their regulatory proposals until after the appropriate review by the OMB, as outlined in figure 2.2. How do you believe the process would change if the agency first issued the proposal publicly and then began its discussions with the OMB? Do you believe this change would improve the regulatory decision-making process? What new factors would be brought to bear?

	What are the problems in using measures such as Federal Register page counts to assess the costs imposed by regulation? In the chapter as well as in the appendix, the measures of regulatory trends include Federal Register page counts, page counts from the Code of Federal Regulations, agency budget trends, and agency staffing trends. Which of these sets of information do you believe is most informative with respect to the regulatory costs imposed on society? What other measures do you believe would be useful in assessing the changing regulatory burden?

	In your view, what is the appropriate rate of discount for regulatory policies? Suppose that the measure is the real rate of return to capital. How would you measure this? If a group of economists were given the task, do you believe they would all arrive at the same answer? Why might there be differences in the discount rate estimate?





Appendix: Trends in Regulatory Agency Budgets and Staff


An instructive measure of the changing role of government regulation is provided by the magnitude of government expenditures in this area. Although the principal costs of regulations are those borne by business and the public at large, the levels of the budgets of the regulatory agencies do provide some index of the degree of regulatory activity.

The Weidenbaum Center at Washington University, which was directed by Murray Weidenbaum (chairman of President Reagan’s Council of Economic Advisors), regularly compiles a series of tables summarizing these budgetary and staffing trends. This compilation is now done in conjunction with the Mercatus Center at George Mason University, which functions as a university-based counterpart of OIRA. The Mercatus Center also provides detailed comments on regulatory proposals. Tables A.1 and A.2 summarize the key data. Table A.1 reviews the staffing trends, and table A.2 provides a very detailed breakdown of agency budgetary trends. These patterns are generally consistent with those displayed by the Federal Register page counts. Regulation accelerated dramatically in the 1970s, as there was a substantial growth in the health, safety, and environmental regulation agencies. The deregulation in the transportation fields in the 1980s, coupled with the moderation in the health, safety, and environmental regulation area, led to some reduction in the regulatory effort in the early 1980s. However, there is some evidence of a resurgence in regulation in the latter 1980s and early 1990s.

Table A.1
Staffing Summary for Federal Regulatory Agencies, Selected Years*
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Table A.2
Agency Detail of Spending on Federal Regulatory Activity: Current Dollars (Fiscal Years, Millions of Dollars in "Outlays")
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Subtracting the right-hand side expression and the left-hand side expression in the second equation from the right-hand side expression and the left-hand side expression of the first equation, one gets
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Solving this equation for S, one finds that
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I    ANTITRUST
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3    Introduction to Antitrust

There is no such thing as “unconstrained competition” in the modern economy. A firm is not allowed to blow up a rival’s factory or renege on agreements with customers. The government is relied upon to enforce property rights and contractual arrangements. The issue, then, is not whether the government has a role in the economy but rather the extent of its role. As a general rule, as long as property rights and contracts are respected, most economists think firms and consumers should be left unconstrained. But there are always exceptions to any general rule. Parts II and III explore some of those that provide a rationale for governments to regulate price, profit, product standards, worker safety, pollution, entry, exit, and the like.

Here in part I, we will focus on the unregulated sector of the economy, where we rely on competition to be the primary mechanism to produce good economic results. What we will find, however, is that even here some constraints need to be placed on what firms do. This is the role of antitrust law and policy. It is to ensure that competition does not evaporate because firms decide to merge into a monopoly, or because a firm that legitimately achieved monopoly power tries to illegitimately perpetuate or extend that monopoly power, or because firms decide to cooperate rather than compete (as in the lysine cartel, where the cartel’s slogan was “The competitor is our friend, and the customer is our enemy”).

To understand the implications of existing antitrust policy and to design better policies, we need an understanding of the circumstances under which anticompetitive behavior might emerge. What conditions are ripe for it? What should we look for? And how can we correct it? This is the role played by the field in economics known as industrial organization (also called industrial economics). By developing theoretical models of an industry and empirically analyzing actual industries, industrial organization economists seek to answer questions such as, What determines the extent of competition? What is the effect of the number of firms on prices, investment, product variety, and other important variables? What industry conditions are conducive to cartel formation? What determines the number of firms in an industry? How can incumbent firms deter entry and promote exit? Under what conditions should we observe an industry being dominated by a firm? If we observe such dominance, is it bad for society? And, more broadly, when does an industry fall well short of a social welfare optimum?

The objective of this chapter is to provide a brief overview of some of the important concepts that have been developed by industrial organization specialists. We will also provide background information on the antitrust laws and their enforcement. The remainder of part I will develop the necessary knowledge of industrial organization and then use it to explore antitrust law and policy.

Industrial Organization

In microeconomic theory, one begins by analyzing the market structures of monopoly and perfect competition, but all of the action in real economies actually lies between those two extremes. Most industries are characterized as having multiple firms, often of drastically varying sizes, with some or all having market power, that is, the ability to raise price above their competitors’ prices and still have positive demand. Such a situation is known as an oligopoly or imperfect competition, and modeling and understanding those industries is the primary task of industrial organization.

The field of industrial organization began with research by economists at Harvard University in the 1930s and 1940s. They developed a general approach to the economic analysis of markets that is based on three key concepts: (1) structure, (2) conduct (or behavior), and (3) performance. They hypothesized a causal relationship between these three concepts: Structure (number of sellers, ease of entry, etc.) determines firm conduct (pricing, advertising, etc.), which then determines market performance (efficiency, technical progress). Known as the structure-conduct-performance paradigm (SCPP), it is depicted in figure 3.1.

During the 1950 and 1960s, empirical work based on this framework sought to identify general relationships that would hold for all industries, such as a general coefficient that would indicate how adding one more firm would affect price. Time has shown that such a research program was misguided. Industrial organization economists now recognize that each industry is too idiosyncratic for us to think there is such a general stable relationship that would be applicable to many industries.

It was also found that the causal story told above is too simplistic; there are more causal relationships running around then originally described. In figure 3.1, the dashed arrow between the conduct and structure blocks indicates that conduct can sometimes “feed back” to change structure. There are a number of ways in which the behavior of existing firms in a market can affect future market structure. For example, through investing in research and development, a firm can lower its cost to a point where it can profitably price its competitors out of the market. Alternatively, firms can influence market structure by affecting the decisions of potential entrants to enter through the strategic manipulation of price or capital. Perhaps the bluntest way in which conduct affects structure is through merger. Because causality runs in many directions, the SCPP is of limited use in many predictions.

Although the SCPP is no longer the foundation for theory and empirical work in industrial organization, the categories of structure, conduct, and performance remain useful in organizing knowledge about an industry. These three elements will be examined in detail in later chapters; a short description of them is given here.
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Figure 3.1
The Structure-Conduct-Performance Paradigm of Industrial Organization

Structure

Theories of oligopoly typically assume sellers of equal size, and thereby specify only the number of sellers. Actual industries, however, contain sellers of unequal size, often vastly unequal size. The concept of concentration is intended to arrive at a single number that takes account not only of the number of firms but also of how sales are distributed among those firms.

By way of example, table 3.1 lists the number of companies that brewed beer in the United States over 1947 to 1998, as well as the number of plants. If one simply counts the number of firms, the industry looks very competitive. Even after the exit of a large number of firms (many of them were acquired by or merged with other brewing companies), the number of firms has always exceeded 25. Also reported, however, is the sum of the market shares of the five largest firms, known as the five-firm concentration ratio. That measure tells quite a different story. Although 89 firms were active in 1998, the largest five firms controlled 87 percent of the market. By itself, Anheuser-Busch’s market share was almost 47 percent.

Perhaps, then, the industry is not as competitive as we originally thought. But just because an industry is concentrated does not mean it is not competitive. If existing firms set price too high, new firms can come in with a lower price and take away much of their demand—or can they? This brings us to two other elements of structure, entry conditions and product differentiation.

Entry conditions describe the ease with which a new firm can enter an industry. Ease depends on the cost of entry, but also on the extent to which incumbent firms have an advantage, not because their product is better or their cost is lower but because they were there first. If entry is difficult, then a high price by existing firms may not be driven down by the arrival of new firms. An important related concept is that of an entry barrier, which, for the present discussion, can be thought of as something that makes entry more costly or more difficult. The significance of entry barriers is that they may permit existing firms to charge prices above the competitive level without attracting entry. A clear example is a patent on a product that has no close substitutes. The patent holder on a drug for which there are no available substitutes can charge a monopoly price for the legal life of the patent (or at least until some other firm develops a better drug). Strong brand loyalties created through intensive advertising have been cited as an entry barrier to new firms. As we will find in chapter 6, the concept of entry barriers is controversial, but it persistently arises in many antitrust cases.

Table 3.1
U.S. Brewing Companies, 1947–1998
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In relation to entry conditions for the beer industry, we have recently witnessed entry by craft breweries that make small quantities of high-quality beer and sell it at high prices. Given the extent of their profitable entry, it does not appear difficult to enter that segment of the market. Entry into the broader market is another matter. Much of the attrition of brewing companies from the 1940s through the 1970s is thought to have resulted from the economies scale realized by the large companies, which could produce more beer at a lower per unit cost. The construction of a modern brewery with a capacity comparable to that used by the largest firm is expensive, on the order of $250 million.1 There is also the large marketing cost that must be incurred to inform consumers of a new beer. These capital cost requirements can make entry into the broadest segment of the beer market difficult. It is noteworthy that all of the top five firms entered many decades ago.
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Figure 3.2
Product Differentiation in the Beer Market

Source: Consumers Reports, 1996. From Douglas F. Greer, “Beer: Causes of Structural Change,” in Larry L. Deutsch, ed., Industry Studies, 2nd ed. (Armonk, N.Y.: M. E. Sharpe, 1998).

Another source of market power is product differentiation. If a firm has a unique product, consumers may be willing to buy it even if the price well exceeds the prices of competitors. To give a flavor of product differentiation, let us return to Homer Simpson’s favorite beverage. Two identified dimensions of beer are its bitterness and how malty it is. Figure 3.2 depicts how various classes of products fall in this product space. Different consumers weigh these dimensions differently; it is not just price that explains why some buy Sam Adams and others buy Coors. Of course, there are other product dimensions as well, including calories, carbohydrates, and the more ephemeral properties that marketers try to influence.

An important part of structure is not only the existing degree to which products are differentiated but also the possibilities for further differentiation. It is not difficult for firms to distinguish automobiles, breakfast cereals, clothes, and the like (though making a product that is highly desired by many consumers is a challenge). In contrast, products like sugar, vitamins, and natural gas are by nature rather homogeneous. The technological opportunities to engage in product differentiation are then also relevant.

Conduct

Conduct refers to the decisions made by firms as regards price, quantity, advertising, research and development, capacity, and other variables of importance. In that product differentiation is partly influenced by firm choice, it appears as an element of conduct as well as structure. As will become clear in chapter 5, economists think of two general states of conduct: competition and collusion. Collusion refers to forms of coordination among firms; specifically, firms are able to coordinate in jointly raising price, which serves to deliver higher profit, though at a cost to consumers and social welfare. Within collusion, there are two types. Explicit collusion, which occurs when firms form a cartel, entails overt communication among firms. With tacit collusion (also called conscious parallelism), firms are able to achieve some mutual understanding without such communication. Even when firms are not colluding, industries can differ tremendously in the extent to which price exceeds cost. This is due to the elements of structure, especially the number of firms. Structure also partially influences whether firms are colluding or competing.

Industries differ not only in the intensity of competition but also in the instruments of competition. Do firms largely compete on price or product design or service or some other variable? For example, historically, the tobacco industry was described as lacking competition in price. Firms charged the same price for cigarettes, regardless of whether one brand was much more popular than other ones, and price changes were done in unison. Though price competition largely appeared absent, competition was intense on two other dimensions—advertising and brands. The tobacco companies were regularly introducing new brands and heavily advertising existing ones. Figure 3.3 shows the considerable advertising and promotional expense incurred by the cigarette industry. (Because the promotional expense includes coupons, there is at least some price competition.) The tobacco companies stopped advertising on television and radio in the late 1960s because government regulation prohibited it.

Performance

The performance block contains two elements, efficiency and technical progress. Efficiency concerns the allocation of resources with a given state of technology. For example, the monopolist that sets price above marginal cost causes a loss in economic surplus. Of course, one could list other desirable attributes of economic performance. For example, most would agree that industrial performance should facilitate full employment of labor and other resources. It can also be argued that the operations of industries should produce an equitable distribution of income. While these additional elements of performance are important, they are heavily influenced by various macroeconomic policies, such as tax policy, and only marginally by antitrust. Hence in this book we shall focus on efficiency and put equity aside.

[image: image]

Figure 3.3
Cigarette Advertising and Promotional Expenditures (1997 Dollars)

Source: Adam B. Jaffee, “Cigarettes,” in Walter Adams and James Brock, eds., The Structure of American Industry, 10th ed. (Upper Saddle River, N.J.: Prentice Hall, 2001).

An example of performance measures is provided in chapter 17 for the airline industry. Figure 17.4 reports the change in air fare since deregulation, depending on the distance of the route. To make this a more meaningful measure, one would want to use a demand curve for airline services to calculate how much higher (lower) consumer surplus is from lower (higher) airfares. Indeed, this is reported in table 17.9. But there can be other measures of performance, such as product quality. An example is airline safety, which is reported in figure 17.7.

Technical progress is the term used in the economics literature for what might better be called dynamic efficiency. It is the efficiency with which an industry develops new and better production methods and products. Returning to the airline industry, table 17.10 reports the average annual percentage change in unit cost, which is a reflection of investment decisions by the airlines and advances in technology.

One of the more striking examples of technical progress is the performance of microprocessors in the last several decades. As shown in figure 3.4, a microprocessor could perform hundreds of thousands of instructions per second in the early 1970s, but the Pentium chip in the mid-1990s could perform hundreds of millions.
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Figure 3.4
Microprocessor Performance

Source: Thomas Cottrell, “Microcomputer Platforms: Competition in Software,” in Larry L. Deutsch, ed., Industry Studies, 2nd ed. (Armonk, N.Y.: M. E. Sharpe, 1998).

Measuring performance is essential to assessing whether markets are working well and, when there is some government intervention, whether it is enhancing or harming social welfare. We will then devote the next chapter to defining and measuring efficiency.

Government

Figure 3.1 also shows a government policy block that contains the two major categories of policy to be examined in this book: antitrust and regulation. The arrows show that antitrust and regulation can be viewed as influencing the structure and conduct of an industry in order to improve the industry’s economic performance.

An antitrust decision might lead to the dissolution of a monopoly into a number of independent sellers. This would directly affect the concentration, or industry structure. A 1911 antitrust case resulted in the creation of 33 companies by splitting up John D. Rockefeller’s famous monopoly (or trust) of the oil-refining industry. Alternatively, antitrust laws against price fixing influence the conduct block (rather than the structure block).

The dashed arrow indicates a “feedback” relationship from the conduct block to government policy. Business firms often maintain public affairs departments or lobbyists whose purpose is to try to change government policy to favor the firm. The Robinson-Patman Act of 1936 is generally viewed as an economically harmful law enacted by Congress under strong political pressure from hundreds of small businessmen. The act was designed to protect these small businesses from the operations of large discount chains that emerged during the 1930s. Among other things, the act made it illegal for large food chains to pay lower prices than smaller independent food stores for their produce (even though the large chains performed their own brokerage function). How economic agents influence the type of regulation in place will be examined in chapter 10.

Antitrust

[Nobel laureate] Ronald [Coase] said he had gotten tired of antitrust because when the prices went up the judges said it was monopoly, when the prices went down they said it was predatory pricing, and when they stayed the same they said it was tacit collusion.2

While Professor Coase was presumably speaking in satiric hyperbole, there is an ounce of truth in what he says. The challenge of antitrust is to distinguish anticompetitive behavior, such as collusion and monopolization, from competition and the exercise of fairly attained monopoly power (for example, due to better products).

Federal Antitrust Laws

The major federal antitrust statute in the United States, the Sherman Act of 1890, was the political reaction to the widespread growth of large-scale business combinations, or trusts, formed in the 1880s. Severe business depression had brought about pricing practices that were disastrous to firms in certain industries. To avoid this cutthroat competition, trusts were formed in many industries, including petroleum, meatpacking, sugar, lead, coal, tobacco, and gunpowder. Farmers’ organizations, labor unions, and small businessmen united in urging passage of a law to protect themselves from the economic power of these new trusts.

There are two main sections of the Sherman Act. Section 1 prohibits contracts, combinations, and conspiracies in restraint of trade. Penalties for violators can be imprisonment and/or a fine. Section 2 prohibits monopolization, attempts to monopolize, and combinations or conspiracies to monopolize “any part of the trade or commerce among the several states, or with foreign nations.” Penalties are similar to those for Section 1. The classic target under Section 1 is price-fixing arrangements, while Section 2 is applied to market dominance. We shall examine price fixing in chapter 5 and monopolization in chapters 8 and 9.

As a result of dissatisfaction with the Sherman Act during the first few decades, two additional statutes were enacted in 1914. The Clayton Act was designed to define anticompetitive acts more clearly. It outlawed price discrimination, various vertical restraints such as tying clauses and exclusive dealing agreements, interlocking directorates, and mergers between competitors. However, these practices were illegal only where they would “substantially lessen competition or tend to create a monopoly.” Section 7, which dealt with mergers, was largely ineffective because of a legal loophole. This problem was remedied by the Celler-Kefauver Act of 1950, which amended Section 7. The law concerning mergers and vertical restraints will be discussed in detail in chapters 7 and 8. Also, Section 2, having to do with price discrimination, was heavily amended in 1936 by the Robinson-Patman Act. This will be briefly covered in chapter 9.

The second statute passed in 1914 was the Federal Trade Commission (FTC) Act. The objective of this legislation was to create a special agency that could perform both investigatory and adjudicative functions. Prior to this time, the Antitrust Division of the Department of Justice (DOJ) was the sole enforcement agency in antitrust matters. The FTC Act also contained a section that outlawed “unfair methods of competition.”

These three laws—the Sherman Act of 1890 and the Clayton and FTC acts of 1914—together form the substantive framework for U.S. antitrust policy. (Key sections of these three statutes are reproduced in the appendix at the end of this chapter.) As already indicated in our brief description, the language of the acts is general, and interpretation has been left to the courts. Hence, to really understand what is legal and what is illegal in specific situations, one must be familiar with the important court decisions and the specific rules of law that have been developed in these decisions. In many situations there remains considerable uncertainty about what a future court might hold to be legal or illegal. This is true, for example, with regard to the term monopolization. If Microsoft has 90 percent of the general-purpose computer market, is it guilty of monopolization? As we shall see, the answer depends on the nature of the tactics Microsoft followed in winning and maintaining its large market share.

Economists generally view antitrust as a set of laws designed to promote competition and, therefore, economic efficiency. The basic idea is, of course, that certain types of business behavior can lead to an inefficient allocation of resources. At first glance, this view seems to be consistent with the language of the Sherman and Clayton acts. However, it should be observed that while economic analysis can and has influenced the development of antitrust doctrine, there are other important influences as well. One such influence is the political factor of protecting the small businessman. For example, because competition might lead to the bankruptcy of small, high-cost firms, in certain areas of antitrust the law has been interpreted to protect small businesses, even if higher costs result. To illustrate, one important Supreme Court decision contained the following statement:

It is competition, not competitors, that the Act protects. But we cannot fail to recognize Congress’ desire to promote competition through the protection of viable, small, locally owned businesses. Congress appreciated that occasional higher costs and prices might result from the maintenance of fragmented industries and markets. It resolved these competing considerations in favor of decentralization. We must give effect to that decision.3

The viewpoint taken in this book is that economic efficiency should be the only objective in antitrust decisions and that antitrust policy should be exclusively concerned with protecting competition, not competitors. This position is consistent with the conclusion of the antitrust scholar Robert Bork:

Whether one looks at the texts of the antitrust statutes, the legislative intent behind them, or the requirements of proper judicial behavior, therefore, the case is overwhelming for judicial adherence to the single goal of consumer welfare in the interpretation of the antitrust laws. Only that goal is consistent with congressional intent, and equally important, only that goal permits courts to behave responsibly and to achieve the virtues appropriate to law.4

Enforcement and Remedies

As noted earlier, federal government enforcement is shared by the DOJ and the FTC. The states also have their own antitrust laws, enforced by the attorneys general of the individual states. In this book, we focus on the federal antitrust laws because they are far more important.

Antitrust laws are also enforced by private actions. For example, consumers or businesses that believe they have been harmed by price fixing or some other possible antitrust violations can bring a private antitrust suit. In fact, private suits have been the predominant form of antitrust enforcement for over fifty years. Table 3.2 shows the number of antitrust cases filed by the DOJ, the FTC, and private parties in U.S. District Courts from 1975 to 1997. As the table shows, private cases accounted for around 90 percent of the total.

Table 3.2 also indicates that the number of private cases reached a peak of 1,611 cases in 1977 and has been declining since. This decline might be due to new antitrust interpretations of the late 1970s that have increased the burden on plaintiffs to prove their cases. This is especially the case in areas such as vertical restraints and predatory pricing (to be discussed in chapters 8 and 9).

Table 3.2
Antitrust Cases Filed in U.S. District Courts by Type of Case, 1975–2003
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The types of cases brought by the federal government also differ from those brought by private parties. The government cases tend to be of larger import. The most lengthy and costly monopolization cases are government cases. About two-thirds of the DOJ’s cases involve horizontal price fixing. The next most frequent cases have to do with monopolization and then mergers. The FTC concentrates on price fixing and mergers. Price fixing is also the most common private case. In contrast to government cases, private parties bring relatively fewer monopolization and merger cases. Private cases more often involve practices such as tying, exclusive dealing, dealer termination, and price discrimination.

The outcomes of antitrust cases are varied. By far the most common outcome is some form of settlement rather than a full-blown trial. Almost 90 percent of private cases are either settled or voluntarily dropped by the plaintiff.5 Settlements often take the form of agreements by the defendants to pay damages in order to avoid a trial. The damages are usually less than those claimed by the plaintiff, but the uncertainty of the outcome of a trial can make it in both parties’ interests to agree on some settlement amount and avoid a trial.

Government cases most frequently end by consent decrees, or orders.6 These are agreements between the government and the defendant that specify certain actions that the defendant will take. For example, in 1982 AT&T agreed to divest its telephone operating companies in return for the DOJ’s agreement to terminate its monopolization case.

Merger cases are often settled by the firms agreeing to “spin off” products or divisions in which there is an overlap in return for an agreement by the government not to prosecute the case. For example, in 1996 the DOJ required the Bank of Boston and BayBanks, both based in Boston, to divest twenty branch offices in Boston before merging.

In cases that proceed through the trial phase, the defendant may, of course, be found innocent or guilty. Various studies indicate that the plaintiff probably prevails less than one-third of the time. There are various penalties possible in cases where the defendant is found guilty. In monopolization or mergers, a guilty defendant may be forced to divest certain assets. For example, in a merger case the defendant would likely be forced to sell the acquired firm. Another remedy is an injunction. An injunction is a court order to prohibit an antitrust violator from some specified future conduct. For example, a firm may be prohibited from only leasing (and not also selling) its copying machines, or only selling film and development services as a package. In its recent 2001 settlement with the DOJ, Microsoft is now prohibited from using certain types of contracts with various types of companies, including computer manufacturers and Internet service providers.

Fines or prison sentences may be used in criminal cases brought under the Sherman Act. These are usually reserved for price-fixing cases, such as a famous one that occurred in the electrical equipment industry in the early 1960s. In that case, the judge sent seven defendants to jail for thirty days and fined the firms several million dollars.7 Historically, however, fines have been a very weak deterrent. In the 1960s the average fine per price-fixing conviction was $131,000. This represented about two-tenths of 1 percent of the sales involved in the conspiracy.8

Beginning in the late 1990s, however, fines have drastically increased, owing to revisions of the federal sentencing guidelines and the corporate leniency program. The latter program offers amnesty to the first corporate coconspirator in a price-fixing case who confesses. One 1998 case began with a complaint to the DOJ by a steelmaker customer of firms that were fixing prices of graphite electrodes. Then, one of the conspirators, Carbide/Graphite Group, offered to tell all in return for amnesty. Next, Showa Denko Carbon agreed to pay a fine of $29 million. This was followed by a then record $110 million criminal fine that UCAR International agreed to pay.

In private cases successful plaintiffs can win treble damages, which can be a particularly strong remedy. For example, if firms are found guilty of fixing prices, damages can be measured as the excess payments made by customers over what the prices would have been in the absence of the conspiracy. While such damages are seldom easy to measure and are subject to further court litigation, the final amount is multiplied by three to determine the actual award. This trebling of actual damages can lead to very high awards. In the electrical equipment case referred to earlier, the total treble damages awarded to damaged customers in subsequent civil cases were approximately $400 million!

The trebling of damages is itself a controversial issue. On the one hand, it clearly stimulates the initiation of private antitrust enforcement (as compared to awards equal to the actual damages only). This should not be viewed as an unqualified virtue, however, in that it can lead to perverse results. Some argue that a customer might knowingly encourage antitrust violations with the intention of bringing a suit to recover three times the damages.9

Another criticism of treble damages is the stimulation of so-called nuisance or extortion suits that have little merit in attacking likely antitrust violations. Rather, they are brought because they appear to be good investments. For example, assume that A can make up a story of plausible damage by B resulting from some possible antitrust violation. After trebling, the estimated award could be, say, $10 million. Given that the uncertainty of how the judge or jury might decide is often high in antitrust cases, it might pay B to offer A a settlement of, say, $500,000, even if B believes the chances of winning are relatively good. (Even if B thinks the probability of winning is 0.9, its expected damage payment is still $1 million with a trial. That is, in a statistical sense, the probability of losing, 0.1, times the $10 million is $1 million.)

Exemptions from Antitrust

Congress has granted certain industries and business activities exemptions from antitrust. These include labor unions, export cartels, agricultural cooperatives, regulated industries, and some joint research and development ventures.

Labor unions were exempted from antitrust in the Clayton Act itself. The reasoning for the exemption was to permit labor to match the bargaining power of employers. There are some limits to the exemption, however.

The Webb-Pomerene Act of 1918 exempted export associations. Hence, firms can combine in an association to fix prices on their foreign sales and to allocate markets. These practices would clearly violate the Sherman Act if done domestically.

The Capper-Volstead Act of 1922 authorized agricultural cooperatives of farmers, ranchers, and dairymen to market their commodities collectively. The rationale was to permit the cooperatives to offset the bargaining power on the demand side of the market.

The exemptions for regulated industries vary depending on the industry. The rationale is that regulation itself—such as regulation by public utility commissions of electricity prices—will serve to protect the public from antitrust practices. The insurance industry, for another example, has been investigated by Congress with regard to removing its exemption because of perceived ineffective regulation by the states.

Professional sports teams are treated somewhat more leniently under antitrust. Baseball was actually granted immunity by the Supreme Court in a 1922 decision. One reason for the lenient treatment is the view that a sports league is not simply a collection of independent firms, such as, say, the steel industry. A sports league must cooperate in various ways in order to produce its product—competitive sports contests. An illustration of the leniency allowed is the practice of drafting new players. The league does not permit its teams to bid against each other for new players graduating from college or high school. Rather, the players are allocated by the league rules to particular teams. The (controversial) rationale is that this practice is necessary to promote “competitive balance.”

Finally, some joint research and development ventures are exempt from antitrust. The rationale is that such ventures are needed to maintain the competitiveness of U.S. industry against foreign competition.

Summary and Overview of Part I

Antitrust law is intended to provide an environment for competition to thrive. This chapter has reviewed the primary laws, methods of enforcement, and exceptions to those laws. The field of industrial organization provides the tools for understanding imperfectly competitive markets and identifying when competitive processes may be thwarted. It can also be used to explore the implications of antitrust policy and to design more effective policies.

Subsequent chapters in part I will describe how economists model markets characterized by imperfect competition. This is largely the focus of chapters 5 and 6, though all of the chapters offer some coverage in this regard. This includes, for example, learning when collusion is likely to emerge, how a dominant firm can cripple competition in ways that reduce social welfare, and what features of a merger suggest that it should be prohibited.

The chapters on antitrust are organized by first stating the primary antitrust issue, providing some economic theory to understand where the market failure lies and why there is a role for government intervention, and then reviewing the development of antitrust case law, along with some of the more important recent cases. Chapter 5 focuses on collusive pricing and, in addition to the coverage just mentioned, describes recent innovations in enforcement policies. Chapter 7 introduces the topic of merger and focuses on horizontal merger—when two competitors combine to form a single firm—which is the type of merger of greatest concern to competition. We also discuss the FTC’s successful challenge of the proposed merger between Staples and Office Depot. Mergers between two firms that have a buyer-seller relationship, known as vertical mergers, are covered in chapter 8. We also review vertical restraints, which have long been a point of controversy. Such restraints include tying, exclusive dealing, resale price maintenance, and territorial restraints. Recent cases of note to be covered are Time Warner–Turner (vertical merger) and Visa–MasterCard (vertical restraint). Finally, chapter 9 covers monopolization practices such as predatory pricing and refusal to deal. Considerable attention will be given to two recent cases of importance involving Kodak and Microsoft.

Before going any further, however, chapter 4 describes how economists measure efficiency, both static and dynamic, so that we can judge where antitrust activities should be focused and what types of policies will lead to an improvement in social welfare.

Appendix: Antitrust Statutes

Sherman Act

1. Every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade or commerce among the several States, or with foreign nations, is declared to be illegal. Every person who shall make any contract or engage in any combination or conspiracy hereby declared to be illegal shall be deemed guilty of a felony, and, on conviction thereof, shall be punished by fine not exceeding one million dollars if a corporation, or, if any other person, one hundred thousand dollars or by imprisonment not exceeding three years, or by both said punishments, in the discretion of the court.

2. Every person who shall monopolize, or attempt to monopolize, or combine or conspire with any other person or persons, to monopolize any part of the trade or commerce among the several States, or with foreign nations, shall be deemed guilty of a felony, and, on conviction thereof, shall be punished by fine not exceeding one million dollars if a corporation, or, if any other person, one hundred thousand dollars or by imprisonment not exceeding three years, or by both said punishments, in the discretion of the court.

Clayton Act

2. a. It shall be unlawful for any person engaged in commerce, in the course of such commerce, either directly or indirectly, to discriminate in price between different purchasers of commodities of like grade and quality, where either or any of the purchases involved in such discrimination are in commerce, where such commodities are sold for use, consumption, or resale within the United States or any Territory thereof or the District of Columbia or any insular possession or other place under the jurisdiction of the United States, and where the effect of such discrimination may be substantially to lessen competition or tend to create a monopoly in any line of commerce, or to injure, destroy, or prevent competition with any person who either grants or knowingly receives the benefit of such discrimination, or with customers of either of them: Provided, That nothing herein contained shall prevent differentials which make only due allowance for differences in the cost of manufacture, sale, or delivery resulting from the differing methods or quantities in which such commodities are to such purchasers sold or delivered.

b. Upon proof being made, at any hearing on a complaint under this section, that there has been discrimination in price or services or facilities furnished, the burden of rebutting the prima facie case thus made by showing justification shall be upon the person charged with a violation of this section, and unless justification shall be affirmatively shown, the Commission is authorized to issue an order terminating the discrimination: Provided, however, That nothing herein contained shall prevent a seller rebutting the prima facie case thus made by showing that his lower price or the furnishing of services or facilities to any purchaser or purchasers was made in good faith to meet an equally low price of a competitor, or the services or facilities furnished by a competitor.

c. It shall be unlawful for any person engaged in commerce, in the course of such commerce, to pay or grant, or to receive or accept, anything of value as a commission, brokerage, or other compensation, or any allowance or discount in lieu thereof, except for services rendered in connection with the sale or purchase of goods, wares, or merchandise, either to the other party to such transaction or to an agent, representative, or other intermediary therein where such intermediary is acting in fact for or in behalf, or is subject to the direct or indirect control, of any party to such transaction other than the person by whom such compensation is so granted or paid.

d. It shall be unlawful for any person engaged in commerce to pay or contract for the payment of anything of value to or for the benefit of a customer of such person in the course of such commerce as compensation or in consideration for any services or facilities furnished by or through such customer in connection with the processing, handling, sale, or offering for sale of any products or commodities manufactured, sold, or offered for sale by such person, unless such payment or consideration is available on proportionally equal terms to all customers competing in the distribution of such products or commodities.

e. It shall be unlawful for any person to discriminate in favor of one purchaser against another purchaser or purchasers of a commodity bought for resale, with or without processing, by contracting to furnish or furnishing, or by contributing to the furnishing of, any services or facilities connected with the processing, handling, sale, or offering for sale of such commodity so purchased upon terms not accorded to all purchasers on proportionally equal terms.

f. It shall be unlawful for any person engaged in commerce, in the course of such commerce, knowingly to induce or receive a discrimination in price which is prohibited by this section.

3. It shall be unlawful for any person engaged in commerce, in the course of such commerce, to lease or make a sale or contract for sale of goods, wares, merchandise, machinery, supplies, or other commodities, whether patented or unpatented, for use, consumption, or resale within the United States or any Territory thereof or the District of Columbia or any insular possession or other place under the jurisdiction of the United States, or fix a price charged therefor, or discount from, or rebate upon, such price, on the condition, agreement, or understanding that the lessee or purchaser thereof shall not use or deal in the goods, wares, merchandise, machinery, supplies, or other commodities of a competitor or competitors of the lessor or seller, where the effect of such lease, sale, or contract for sale or such condition, agreement, or understanding may be to substantially lessen competition or tend to create a monopoly in any line of commerce.

7. No corporation engaged in commerce shall acquire, directly or indirectly, the whole or any part of the stock or other share capital and no corporation subject to the jurisdiction of the Federal Trade Commission shall acquire the whole or any part of the assets of another corporation engaged also in commerce, where in any line of commerce in any section of the country, the effect of such acquisition may be substantially to lessen competition, or to tend to create a monopoly. This section shall not apply to corporations purchasing such stock solely for investment and not using the same by voting or otherwise to bring about, or in attempting to bring about, the substantial lessening of competition. Nor shall anything contained in this section prevent a corporation engaged in commerce from causing the formation of subsidiary corporations for the actual carrying on of their immediate lawful business, or the natural and legitimate branches or extensions thereof, or from owning and holding all or a part of the stock of such subsidiary corporations, when the effect of such formation is not to substantially lessen competition.

Federal Trade Commission Act

5. a. (1) Unfair methods of competition in or affecting commerce, and unfair or deceptive acts or practices in or affecting commerce, are declared unlawful.

(2) The Commission is empowered and directed to prevent persons, partnerships, or corporations, except banks, common carriers subject to the Acts to regulate commerce, air carriers and foreign air carriers subject to the Federal Aviation Act of 1958, and persons, partnerships, or corporations insofar as they are subject to the Packers and Stockyards Act, 1921, as amended, except as provided in section 406 (b) of said Act, from using unfair methods of competition in or affecting commerce and unfair or deceptive acts or practices in or affecting commerce.
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4    Efficiency and Technical Progress

As indicated in the preceding chapter, economic performance is the term used to measure how well industries accomplish their economic tasks in society’s interests. Clearly, to evaluate antitrust laws it is essential to have some well-defined objective. In order to evaluate a law that prohibits mergers between two rivals, it is important to have a conceptual tool that identifies the costs and benefits to society of that law.

The two dimensions of economic performance to be discussed here were referred to in the last chapter as efficiency and technical progress, but could also go by the labels of static efficiency and dynamic efficiency. The main distinction is that in discussing (static) efficiency it will be assumed that the technology is given, and in discussing technical progress the assumption is that resources are being allocated to developing new technologies (for producing old products more cheaply and for producing completely new products).

Economic Efficiency

We begin by considering the theoretical world of perfect competition. Every microeconomics text devotes much attention to the perfectly competitive model. The key assumptions are these:

1. Consumers are perfectly informed about all goods, all of which are private goods.

2. Producers have production functions that rule out increasing returns to scale and technological change.

3. Consumers maximize their preferences given budget constraints; producers maximize profits given their production functions.

4. All agents are price takers, and externalities among agents are ruled out.

5. A competitive equilibrium, that is, a set of prices such that all markets clear, is then determined.

An important welfare theorem that follows from the preceding assumptions is that the competitive equilibrium is Pareto optimal. In short, the equilibrium cannot be replaced by another one that would increase the welfare of some consumers without harming others. An important property of the equilibrium is that price equals marginal cost in all markets.

Note that the ideal competitive world that we have described would have no need for government intervention in the marketplace, except for policies affecting income distribution. This book ignores problems of income distribution, leaving those problems to the field of public finance (which studies taxation and transfer payments).

Many of the listed assumptions will be relaxed and discussed in detail throughout this book. Of course, the key assumption to be discussed in this part of the book is the price-taking assumption. That is, antitrust economics is concerned with the causes and consequences of firms’ abilities to set price above marginal cost.

Once we begin to relax these assumptions, it becomes clear that we need to develop partial equilibrium tools. That is to say, it becomes incredibly complex to deal with a general equilibrium model in which some markets are monopolies, externalities exist, imperfect information about product quality obtains, and so on.1 Hence we now turn to welfare economics concepts in the context of a single market, effectively ignoring the interactions with all other markets.

Partial Equilibrium Welfare Tools

The competitive model described by the list was said to satisfy the condition of Pareto optimality. This is also referred to as Pareto efficiency or simply economic efficiency. One tool for evaluating the effect of a policy change (say, breaking up a monopoly) is the Pareto criterion. That is, if everyone is made better off by the change (or no one is made worse off, and at least one person is made better off), then the Pareto criterion would say that the change is “good.” It is hard to argue with this criterion for evaluating public policies. The problem is that one is unlikely to find many “good” real-world policies. In most cases in the real world, at least some people will be harmed.

A generally accepted alternative standard in applied microeconomics is the compensation principle, which is equivalent to choosing policies that yield the highest total economic surplus. The basic idea is that if the “winners” from any policy change can, in principle, compensate the “losers” so that everyone is better off, then it is a “good” change. Note that actual compensation of the losers is not required. If it were required, of course, it would satisfy the Pareto criterion.

To illustrate, consider figure 4.1. The figure shows the market demand and supply curves for DVD players. Recall first a few facts about these two curves. The competitive industry’s supply curve is found by horizontal aggregation of the supply curves of individual firms. The individual firms’ supply curves are their marginal cost curves; hence we can think of the supply curve in figure 4.1 as the industry’s marginal cost curve.

Another useful point is to recognize that the area under the marginal cost curve represents the sum of the incremental costs for all units of output and, as a result, equals the total cost. Hence the total cost of producing Q* DVD players is the area 0Q*DC (this is exclusive of any fixed costs).
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Figure 4.1
Demand and Supply Curves in Determination of Economic Surplus

Under certain assumptions, the demand curve can be viewed as a schedule of the marginal willingness-to-pay of customers.2 For example, at the competitive equilibrium (price P*, output Q*), the marginal willingness-to-pay P* exactly equals marginal cost at the output Q*. Because the area under this schedule of marginal willingness-to-pay is total willingness-to-pay, consumers are willing to pay 0Q*DA for output Q*. The difference between total willingness-to-pay and total cost is therefore the area ACD and is referred to as the total surplus generated in the DVD market. Finally, it is common to divide total surplus into consumer surplus of AP*D and producer surplus of P*CD.

Consumer surplus is defined as the total willingness-to-pay 0Q*DA less what the consumers must actually pay. Because consumers must pay the rectangle defined by price P* and the output Q* (that is, area 0Q*DP*), the area AP*D in figure 4.1 is the consumer surplus. Producer surplus, defined in an analogous manner, is equal to the profit of the firms in the industry. Because firms receive revenues of price P* times output Q* (that is, area 0Q*DP*) and they incur costs equal to the area under the marginal cost curve, 0Q*DC, they earn a producer surplus of the difference, P*CD.

Notice that maximizing total surplus is equivalent to maximizing the sum of consumer and producer surplus. We next show that maximizing total surplus is equivalent to selecting the output level at which price equals marginal cost. In figure 4.1, assume that output Q′ is being produced and sold at price Q′F. Clearly, at the output Q′, the marginal willingness-to-pay Q′F exceeds the marginal cost Q′H. Hence, a small increase in output of Δ Q would increase surplus by the area of the slender shaded region (approximately FH height by Δ Q width). Output increases would continue to increase surplus up to output Q*. Hence, maximizing surplus implies that output should be increased from Q′ to Q*, adding an increment to total surplus of area FHD. Of course, by an analogous argument, we can show that output increases beyond Q* would reduce surplus, since marginal cost exceeds marginal willingness-to-pay. In short, equating price and marginal cost at output Q* maximizes total surplus.

It is useful to provide another interpretation for the area FHD in figure 4.1. Recall that this area represents potential increases in total surplus if for some reason output is held at Q′. For illustrative purposes, assume that a cartel has agreed to restrict output to Q′, charging price Q′F. This results in a so-called deadweight loss of surplus equal to area FHD. This is often referred to as the social cost of monopoly. In other words, without the cartel, competition would cause price to equal marginal cost, yielding the higher total surplus of ACD as compared to the surplus under the cartel case of ACHF. As before, it is sometimes said that there is a deadweight loss in consumer surplus of the triangle FGD and a deadweight loss of producer surplus of the triangle GHD.

Now, consider the point made earlier about the compensation principle and the argument that if the winners can compensate the losers, the policy change is a good one. Using a simple monopoly-versus-competition example, we will show that additional insights can be obtained by considering consumers and producers separately.

Monopoly-versus-Competition Example

In figure 4.2 we show a monopoly equilibrium with price Pm and quantity Qm. For simplicity, we assume that average cost AC is constant and therefore equal to marginal cost MC. Hence the monopolist chooses output Qm, where marginal revenue MR equals marginal cost. Profit, or producer surplus, equals price minus average cost multiplied by quantity, or area PmPcCB. Consumer surplus equals the triangle APmB.
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Figure 4.2
Monopoly versus Competition

Next, consider a policy to break up the monopoly and replace it with a competitive industry. Let us assume no change in costs, so that the competitive industry supply is the horizontal line at the level of MC. (This assumption may not be satisfied in practice, inasmuch as one reason for the existence of a monopoly may be some technological superiority that achieves lower costs of production.) Hence the new equilibrium is price Pc and output Qc. Consumer surplus increases to the triangular area APcD, and producer surplus disappears.

In effect, the elimination of monopoly has led to a net gain in total surplus of triangle BCD. This triangle, the deadweight loss caused by the monopoly, is labeled DWL in figure 4.2.

To reinforce the points we have made, we can use specific numerical demand and cost functions. In particular, assume

Q = 100 – P Demand

MC = AC = 20 Marginal and average cost

The monopoly price is therefore Pm = $60, Qm = 40, and the competitive equilibrium is Pc = $20, Qc = 80.3

Monopoly

Total surplus = APcCB = $2,400

Consumer surplus = APmB = $800

Producer surplus = PmPcCB = $1,600

Competition

Total surplus = APcD = $3,200

Consumer surplus = APcD = $3,200

Producer surplus = 0

The pro-competition policy leads to an increase in total surplus from $2,400 to $3,200. On this basis, it should be carried out. Notice, however, at the disaggregated level, producer surplus falls from $1,600 to zero. The owners of the monopoly are therefore harmed. Consumers gain enough to compensate the monopoly owners and still be better off. That is, consumers gain by $3,200 – $800 = $2,400. In principle, consumers could compensate the monopoly owners with $1,600 to offset their loss, and still have a net gain of $2,400 – $1,600 = $800. Of course, as discussed earlier, under the compensation principle the compensation need not be carried out. One can justify this outcome by noting that if the government is worried about the income level of the monopoly owners, it can handle this concern directly through the tax system.

Oil Industry Application

An interesting application of this type of analysis was performed on the oil industry in 1979.4 Kenneth Arrow and Joseph Kalt evaluated the benefits and costs of removing oil price controls in the United States. While the controls will be examined in detail in chapter 18, it is instructive to present their main findings here to illustrate efficiency losses and gains as compared with simple transfers of surplus from one group to another.

In the 1970s the federal government, concerned with inflation, held oil prices in the United States below what prices would have been in the absence of the controls. This resulted in efficiency losses of approximately $2.5 billion per year. (A detailed analysis of these losses is provided in chapter 18.)

Our preceding analysis, shared by most economists, is that this is as far as economists can legitimately go in evaluating public policies. It then becomes a political decision as to whether the transfers among groups are viewed as supporting or offsetting the efficiency analysis. For example, in the hypothetical monopoly example, the transfer of surplus is from the monopoly owners to consumers, and this is presumably in the politically “correct” direction. That is, if one believes that consumers generally have lower incomes than monopoly owners, and that a more equal income distribution is good, breaking up the monopoly both eliminates efficiency losses and has politically correct distribution effects.

Arrow and Kalt took a further step by trying to evaluate the distribution effect of decontrolling oil prices. Roughly, the decontrol of oil prices would mean higher prices for consumers and higher profits for producers—a politically bad transfer. They were concerned with trying to compare the gain in efficiency with the loss in equity.

The transfer from consumers to producers was estimated to be about $2.8 billion. Arrow and Kalt then proposed, with numerous qualifications, that a dollar transfer from consumers to producers would lose about half its value. The resulting “equity cost,” as they termed it, would then be half of the $2.8 billion transfer, or $1.4 billion. Hence the efficiency gain of $2.5 billion5 exceeded the equity cost of $1.4 billion, and they therefore recommended that oil price decontrol was in the public interest.

The key to Arrow and Kalt’s analysis is their willingness to assign an “equity cost” of 50 cents per dollar transferred from consumers to producers. As noted earlier, the standard view of economists is that assigning an equity cost of this sort is arbitrary. Economic analysts currently have no empirical basis for assigning any specific value to these equity costs. Nevertheless, it is certainly true that the political process gives great weight to equity issues, and it is helpful for economists to at least set out the magnitude involved.

Some Complications

Economies of scale were implicitly assumed to be relatively small in the monopoly-versus-competition example. That is, we ignored the problem that arises when the representative firm’s long-run average cost curve reaches its minimum at an output level that is large relative to the market demand. In other words, in our monopoly example, we assumed that the single firm could be replaced with a large number of firms, with no effect on costs.
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Figure 4.3
Economies of Scale and Natural Monopoly

To take an extreme case, consider figure 4.3. Economies of scale are such that the long-run average cost curve LRAC reaches its minimum at an output level that is large relative to market demand. Situations of this kind are referred to as natural monopolies, to reflect that production can be most cheaply carried out by a single firm. The profit-maximizing monopolist would set price equal to Pm and output Qm.

Suppose that it were known that in order to have a sufficient number of firms in the industry for competition to obtain, each firm would be able to produce an output of only q. As figure 4.3 shows, the average cost of output q would be quite high and would result in a price of Pc, which exceeds the monopoly price.

Clearly, economies of scale can make monopoly the preferred market organization. Public utilities to provide electric power or sewage treatment are notable examples. In extreme cases of the type depicted in figure 4.3, the policy problem becomes one of regulating the natural monopolist. The approach usually followed in public utility regulation is to force the monopolist to price so as to earn a “fair” rate of return on its investment. An alternative, although not often followed in the United States, is to create a public enterprise, owned and operated by the government. These topics will be discussed in detail in part II.

More relevant to antitrust policy is the intermediate case, where economies of scale are more moderate relative to market demand. For example, it may be imagined that the size of the automobile market is only large enough to support three or four firms, each producing at the minimum point on its long-run average cost curve. This situation would give rise to an industry of three or four firms, or an oligopoly. The key factor differentiating oligopoly from perfect competition and monopoly is that the small number of firms creates a high degree of interdependence. Each firm must consider how its rivals will respond to its own decisions.

Oligopoly theory does not yield any definite predictions analogous to the price = marginal cost prediction of perfect competition, or the price greater than marginal cost prediction of monopoly. Nevertheless, most theories of oligopoly imply that price will exceed marginal cost, but by less than under monopoly.

Yet oligopoly is quantitatively very significant in most industrial economies, and it is therefore an important topic for study. It should be stressed, in addition, that the prevalence of oligopoly does not necessarily imply that large-scale economies are the cause. In fact, whether or not economies of scale explain the existence of particular oligopolies is a key public policy concern. We will return to oligopoly theory in chapter 5.

A second complication is the existence of product differentiation. Product differentiation refers to the situation in which some differences in the products of rival sellers are perceived by the buyers. The differences may be real differences, such as the differences in size, styling, horsepower, reliability, and so on, between Fords and Chevrolets, or they may be primarily the result of image differences conveyed through advertising. The main requirement is that consumers regard the differentiation sufficiently important that they willingly pay a somewhat higher price for their preferred brand.

E. H. Chamberlin6 constructed the theory of monopolistic competition in which many competitors produce differentiated products. All firms that produce products that are reasonably close substitutes are members of the product group. Given these assumptions and the assumption of free entry, the long-run equilibrium of a monopolistic competitor is given by the tangency of the firm’s demand curve with its average cost curve. This is shown in figure 4.4.

The monopolistic competitor earns zero profits in long-run equilibrium. This is a consequence of the assumption of free entry; the existence of a positive profit will attract entry until a firm’s own demand is reduced sufficiently to make profits zero. The product differentiation assumption gives the firm’s demand curve its slightly negative slope; that is, the firm can increase its price without losing all its sales to a competitor.

[image: image]

Figure 4.4
Equilibrium of Monopolist Competitor

The relevant point here is that price exceeds marginal cost—the signal that there is a misallocation of resources. But consider Chamberlin’s argument:

The fact that equilibrium of the firm when products are heterogeneous normally takes place under conditions of falling average costs of production has generally been regarded as a departure from ideal conditions. . . . However, if heterogeneity is part of the welfare ideal, there is no prima facie case for doing anything at all. It is true that the same total resources may be made to yield more units of product by being concentrated on fewer firms. . . . But unless it can be shown that the loss of satisfaction from a more standardized product is less than the gain through producing more units, there is no “waste” at all, even though every firm is producing to the left of its minimum point.7

The key issue is the optimal amount of product variety, and this is a difficult theoretical problem. A large literature on this subject has developed since Chamberlin’s observation.8 In chapter 6 we present a simple model that illustrates the trade-offs involved.

X-Inefficiency

Other types of inefficiency may be important in monopoly. First, we consider X-inefficiency, so named by Leibenstein in his well-known 1956 article on the subject.9 Thus far, we have assumed that both monopolists and perfect competitors combine their factors of production efficiently, thereby minimizing cost for each level of output. However, it can be argued that the pressures of competition force perfect competitors to be cost minimizers, whereas the freedom from competition makes it possible for the monopolist to be inefficient, or X-inefficient. That is, the monopolist may operate at a point above its theoretical cost curve.

Of course, X-inefficiency is inconsistent with the assumption that monopolists maximize profits. However, some economists have argued that the separation of ownership from control in large firms with market power permits the managers to substitute their own objectives for the profit objectives of the owners. Therefore, in such cases, X-inefficiency may arise.

Monopoly-Induced Waste

A third and final source of inefficiency created by monopoly is competition among agents to become a monopolist. Consider the example of a government-mandated monopoly in the form of a franchise. If figure 4.2 depicts the relevant demand and cost curves, then the franchise owner will earn profits equal to PmPcCB. Knowing that the firm that receives this franchise will earn rents of PmPcCB, firms will invest resources in lobbying the legislature or the regulatory agency in order to become the recipient of this franchise. This competition to earn monopoly profits uses up real resources in the form of labor by lobbyists and lawyers. These wasted resources represent a cost to society, just as do the traditional deadweight loss and any X-inefficiencies. Competition among firms for rents is appropriately referred to as rent-seeking behavior.10

How large is the welfare loss from rent-seeking behavior? We know that it cannot exceed the amount of monopoly profits (PmPcCB in figure 4.2). No firm would find it optimal to spend in excess of that amount in order to become a monopolist. In some simple models it has been shown that if rent-seeking is perfectly competitive (that is, there are many identical firms), then all rents will be competed away.11 In that case, the total welfare loss from monopoly is PmPcDB. More generally, PmPcDB represents an upper bound on the welfare loss from monopoly (excluding any X-inefficiencies), while BCD is a lower bound.

There are a number of ways in which rent-seeking behavior may arise. As just mentioned, competition for rents could take the form of firms lobbying legislators in order to get favorable legislation passed, for example, entry regulation and import quotas. When these lobbying activities use up real resources, they represent a welfare loss associated with monopoly. Alternatively, if favorable government actions are achieved by bribing legislators or regulators, then this is not a welfare loss but rather simply a transfer from the briber to the bribee. However, one could take the rent-seeking argument one step further and argue that agents will compete to become legislators or regulators in order to receive the rents from bribes. If real resources are used at that stage, then they represent a welfare loss.

Rent-seeking behavior can also arise in the form of excessive nonprice competition. Suppose firms are able to collude so that price exceeds cost. The lure of this high price-cost margin could generate intensive advertising competition as firms compete for market share. Depending on the particular setting, this advertising may have little social value and simply be the by-product of competition for rents. Historically, socially wasteful advertising has been thought to be a feature of the cigarette industry. As we will see in later chapters, nonprice rivalry among firms in a cartel or in a regulated industry can lead to excessive spending on product quality, product variety, and capacity, as well as on advertising.

Finally, unions have been found to be quite effective in extracting some of a firm’s profits in the form of higher wages. This higher wage results in the private marginal cost of labor exceeding its social marginal cost, so that a firm tends to use too little labor in the production process. This inefficient input mix represents yet another source of welfare loss associated with monopoly. Back when unions were more powerful than they are now, one study found that unions extracted in excess of 70 percent of monopoly rents.12

Estimates of the Welfare Loss from Monopoly

Having identified various sources of welfare losses due to price exceeding marginal cost, it is natural to wonder about the quantitative size of these losses in the U.S. economy. One method for estimating the traditional deadweight welfare loss (which we will denote DWL) is as follows. From figure 4.2, we know that DWL equals BCD when the monopoly price is charged. BCD can be approximated by [image: image] where this approximation is exact if the demand function happens to be linear. More generally, if P* is the price that firms charge and Q* is the resulting level of demand, then DWL is approximated by [image: image] Because P* and Q* are the actual price and quantity, one can collect data on P* and Q* for various firms or industries. However, we typically do not know the competitive price without estimating marginal cost. It is difficult to get a reliable estimate of marginal cost for just a single industry. To do so for a significant portion of the U.S. economy would be a gargantuan task. We then need to find some alternative way of estimating DWL that does not require having data on Pc and Qc.

In his pioneering study, Arnold Harberger used the following approach.13 To begin, one can perform a few algebraic manipulations and show that

[image: image]

where η is the absolute value of the market demand elasticity and d is the price-cost margin. More formally, [image: image] where ΔQ = Qc – Q* and DP = P* – Pc. Although data on industry revenue, P*Q*, are available, one needs to come up with estimates of d and η. In order to derive a ballpark figure of DWL, Harberger used the difference between an industry’s rate of return and the average for the sample to estimate the price-cost margin d, and simply assumed that η = 1. With this back-of-the-envelope technique, Harberger found that DWL was on the order of one-tenth of 1 percent of GNP. Though the assumption of unit elasticity is arbitrary, what is important is that the conclusion one draws from this estimate is robust to the value of η. Even increasing it fivefold will mean that DWL is only one-half of 1 percent of GNP. Harberger concluded that the welfare losses from monopoly are very small indeed.

We thought it worthwhile to review Harberger’s work in order to show how one might go about estimating welfare losses from monopoly. However, there are several reasons to question the relevance and accuracy of his low estimate of DWL. First, it is an estimate based on data from the 1920s. Whether such an estimate is relevant to today’s economy is questionable. Second, we know that there are sources of welfare loss from monopoly other than DWL. Harberger estimated that the size of above-normal profits was around 3–4 percent of GNP. This leaves open the question of how much resources were used in competing for these rents. Depending on the extent of such competition, we know that the true welfare loss could be as high as 3–4 percent of GNP. The third and perhaps most important reason for questioning the validity of Harberger’s estimate is that later researchers have performed more careful analyses and found significantly higher values of DWL.

One such study was performed by Keith Cowling and Dennis Mueller.14 They took a quite different approach to estimating DWL. Their approach avoided having to make an arbitrary assumption on the demand elasticity by instead assuming that firms maximize profit. The first step in their analysis is to note that a firm’s profit-maximizing price P* satisfies the following relationship:

[image: image]

where MC is marginal cost. In words, a firm sets price so that the price-cost margin equals the inverse of the (absolute value of the) firm demand elasticity. Note that in a competitive industry η is infinity, so that (4.2) tells us that P* = MC. Recall that Harberger showed that DWL could be estimated by [image: image] (and we have replaced Pc with MC). From (4.2), it follows that 1/η= d. Now substitute d for 1/ηin the expression that estimates DWL (see equation 4.1):

[image: image]

Substituting (P* – MC)/P* for d in equation 4.3, it follows that

[image: image]

where Π* is firm profits. Because [image: image] is average cost, the last equality in (4.4) uses the assumption that marginal cost is constant, so that MC = AC. Cowling and Mueller have then shown that the deadweight welfare loss created by a firm is approximately equal to half of its profits.

With this methodology, Cowling and Mueller collected data on Π* for 734 U.S. firms for 1963–1966. Remember that Π* represents economic profits, not accounting profits. Hence they used 12 percent as the normal return on capital in the economy and subtracted normal profits from accounting profits to estimate Π*. Their estimate of DWL was around 4 percent of GNP, considerably higher than that found by Harberger. If one includes advertising expenditures as wasted resources associated with rent-seeking behavior, their measure jumps to 13 percent of GNP. Of course, inclusion of all advertising expenditures assumes that all advertising lacks any social value. This assumption is clearly false, because some advertising reduces search costs for consumers. Thus one would expect Cowling and Mueller’s best measure of the welfare loss from monopoly to lie somewhere between 4 and 13 percent of GNP. It is interesting that under their most comprehensive measure, General Motors by itself created a welfare loss of one-fourth of 1 percent of GNP!

It is clearly important to understand the quantitative size of the welfare loss from price exceeding marginal cost, whether it is due to monopoly, collusion, or regulation. Unfortunately, estimating welfare losses is an inherently precarious task because of data limitations. One must then interpret these estimates with considerable caution. A final point is that even if we knew for certain that monopoly welfare losses were, say, only 1 percent of GNP, this would not be grounds for abolishing antitrust. The reason is that the 1 percent figure would apply to an economy with antitrust in place. Perhaps if antitrust did not exist, the monopoly losses would be much larger.

Technical Progress

Efficiency in producing the desired bundle of known goods and services with a given technology is obviously important. Some argue, however, that economists place too much emphasis on this type of efficiency. They believe it is at least as important for industry to be efficient in generating new knowledge that saves resources in producing known products, as well as in creating new or higher-quality products. In short, industry should be technically progressive.

Importance of Technological Change

In a path-breaking 1957 study,15 Nobel laureate Robert M. Solow of MIT estimated that about 80 percent of the increase in gross output per worker-hour from 1909 to 1949 in the United States could be attributed to technological change. Subsequent studies16 have led to somewhat lower estimates, but Solow’s general conclusion as to the relative importance of technological advance is unchanged. It should be useful to illustrate his analysis graphically in order to clarify the meaning of technological change.

In figure 4.5, two production functions are shown. The functions apply to the economy as a whole and show that output per worker-hour, Q, rises (at a decreasing rate) with the amount of capital per worker-hour, K. The lower production function represents the best technology known at time t = 1. New knowledge at time t = 2 leads to a shift upward in the function, enabling society to obtain higher Q for any given K. Thus the shift represents technological change between t = 1 and t = 2.

We can now indicate Solow’s method of analysis. Suppose that at t = 1 the amount of capital per worker-hour is K1 and at t = 2 it is K2. Furthermore, suppose that Q1 and Q2 are the observed outputs per worker-hour on these two dates. The total increase in Q can be conceived as consisting of two parts: the movement from A to B (the effect of technological change) and the movement along the production function from B to C (the effect of increased capital per worker-hour). As stated earlier, Solow found that the amount of the total increase in Q due to technological change (the movement from A to B) was greater than that due to increased capital per worker-hour (the movement from B to C).

The importance of new products is also clear. One has only to think of some examples: jet aircraft, DVDs, antibiotics, personal computers, nuclear power, and so forth. This dimension of technological change was not incorporated fully in Solow’s estimates.

[image: image]

Figure 4.5
Technical Change Shifts the Production Function

Granted that technological change is important, we must now consider what determines it. At the industry level, it is reasonable to expect a number of factors to be influential in determining the rate of technical advance. Undoubtedly, the amount of resources devoted to research and development (R & D) is important. But the amount of private resources allocated will depend on profitability considerations, which in turn will depend on such things as the expected demand for the product and the technical feasibility of the project. And, what is particularly relevant in this book, the structure of the market should affect these profitability calculations, as well as government policy.

Some quite persuasive economists have argued that some monopoly power is necessary to provide incentives for firms to undertake research and development programs. The rationale for existing patent policy rests to some extent on this argument. Others, however, have taken the opposite position, namely, that it is competitive pressures that produce the higher rates of progressiveness.

The economist Joseph Schumpeter is usually credited with the view that some monopoly must be tolerated to obtain progressiveness:

But in capitalist reality as distinguished from its textbook picture, it is not [perfect] competition which counts, but the competition from the new commodity, the new technology, the new source of supply, the new type of organization . . .—competition which strikes not at the margins of the profits and the outputs of the existing firms but at their very foundations and their very lives.17

Before turning to a rivalry model that provides some insight into these issues, it may be helpful to explain several terms that will be used in our discussions. At the beginning there is basic research, which seeks knowledge for its own sake. Most industrial firms engage in applied research, which is directed toward a particular product or process. If successful, invention takes place, which is the discovery of new knowledge. After invention, development must take place, leading to the commercial application of the invention, or innovation. The last phase of technical change is the diffusion of the product or process throughout the industry, or economy.

A Model of R & D Rivalry

F. M. Scherer and D. Ross have presented an instructive model of R & D rivalry in their book, Industrial Market Structure and Economic Performance. Their model is useful in illuminating the conflicting incentives that market structure provides for innovation: (1) more rivals tend to stimulate more rapid innovation in order to be first with a new product and benefit from the disproportionate rewards of being first, and (2) more rivals split the potential benefits into more parts, making each firm’s share less. Here we shall draw heavily on their expositional approach, which in turn is an attempt to simplify more mathematically complex models published elsewhere.

The model collapses innovative activity into a determination of the speed of new product development. That is, the model seeks to show what factors lead to the firm’s choice of the number of years from beginning R & D to the market introduction of the product. We should note that it is incorrect to equate a shorter time necessarily with “socially preferred.” While we often seem to identify higher rates of innovation as necessarily “good,” it is of course possible for innovation to take place too rapidly.18

The situation is one of oligopoly with each firm competing through improved products. To improve one’s product requires carrying out R & D for a certain time period prior to marketing. The time period can be compressed by expending more resources. Hence there is a cost-time trade-off that is shown in figure 4.6 as the curve CC′.
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Figure 4.6
R & D Rivalry

It is easy to explain the curve CC′ by example. Let one plan be to spend $400,000 per year for ten years. The present discounted value of this stream at 10 percent is $2.5 million. Hence this value is one point on CC′. Another plan is to spend $1 million per year for five years—with a present value of $3.8 million. This is a second point on CC′. Clearly the implication is that it costs more to shorten the time to innovation. There are several reasons for this. First, costly errors can be made when development steps are taken concurrently instead of waiting for the information early experiments supply. Second, parallel experimental approaches may be necessary to hedge against uncertainty. Third, there are diminishing returns in the application of additional scientific and engineering manpower to a given technical project.19

It is assumed that firms choose the time to innovation T in order to maximize the present discounted value of their profits. Hence the next step is to introduce the function V, which represents how the present value of net revenues varies with T. The net revenues are equal to revenues from the sale of the product minus the production and marketing costs incurred. As shown in figure 4.6, the V functions (each V function corresponds to a different number of rivals) slope down to the right. It is easy to explain the slope of V1, which refers to a monopoly situation with no rivals.

Assume for simplicity that the net revenues from the product will be constant over time. Now, if somehow T happened to be zero, the vertical intercept of V1 would equal the present value of this constant stream of net revenues from T = 0 forever. If the flow is $1 million per year, then the present value at 10 percent would be $10 million. Now as T increases, the early years of potential net revenues are lost, thereby reducing the present value and causing the V1 function to slope down to the right. For example, if net revenues do not begin until year 3, the present value falls to $8.3 million.

In this monopoly case, the profit-maximizing T is easily found graphically. It is simply that value of T that is associated with the largest vertical difference between the present value of net revenues and the present value of R & D costs. This is also found by locating the value of T where the slope of V1 equals the slope of CC′. The optimal T is shown as T1 in the figure.

Now consider a second situation in which there are, say, three rivals. This is represented with the function V3. Two points should be noted about V3 relative to V1. It is lower, reflecting lower net revenues for each T, and it is steeper. Thus, V3 is lower than V1 simply because the total market potential net revenues must now be split three ways. That is, it is reasonable for a firm with two rivals to expect to share the market with the other two, to some degree. Notice that this shift downward reduces overall expected profits, but it does not eliminate them because V3 still lies above CC′. This reduced expected appropriability of net revenues by the firm can lead to a situation in which the innovation is simply unprofitable—with a zero rate of innovation. Such a case is shown by the function V5, which corresponds to five rivals. Presumably five rivals is “too many” and would result in too much imitation for R & D to be undertaken at all.

Return to the V3 case and consider the second point made in the preceding paragraph. We see that V3 is steeper than V1. First note what this steeper slope implies about the optimal T. As the slope gets steeper, the optimal T falls until the V3 function’s slope equals that of CC′, at T3. This steepness, in other words, leads to a faster speed of development as compared to the monopoly case. This effect of increasing the number of rivals is therefore a stimulating effect on the rate of innovation—as long as the number of rivals does not increase too much and cause a situation where innovation is completely unprofitable.

What causes the slope of V3 to be steeper than V1 can be explained as follows. The idea is that the proportionate payoff to being first, and enjoying the whole market until imitation, grows with the number of rivals. In monopoly, there is little loss as one innovates later and later—the monopoly still has the whole market in later years. This means the slope of V1 is relatively flat. Now in a three-firm market, the first firm enjoys the whole market until imitation occurs. Let us say that when imitation occurs, the leader’s share falls to one-third—equal to the share of each of the two imitators. The relative size of the leader’s payoff to one of the two imitators’ payoffs is what determines the slope of V3. Clearly, the relative payoff for a low T (and being first) is greater than the case of monopoly. Furthermore, in some cases the pioneer firm is even relatively better off because of brand loyalty developed during the early years. This makes it possible to keep a proportionately greater share of the market than its imitators. For example, brand loyalty may make it possible for the pioneer to keep half the market, with each imitator getting one-fourth.

Hence the model that we have described points clearly to the influence of market structure on innovation. Though the complexity of the innovative process makes it difficult to obtain nice, neat results, one can infer that neither pole of perfect competition nor pure monopoly seems to be ideal. As Scherer and Ross put it in summarizing an extensive review of empirical work:

What is needed for rapid technical progress is a subtle blend of competition and monopoly, with more emphasis in general on the former than the latter, and with the role of monopolistic elements diminishing when rich technological opportunities exist.20

A more fundamental issue is that it may be naive to conceive of the public policy issue as one of choosing the optimal market structure to optimize the trade-off between static allocative efficiency and progressiveness. The reason is that structure itself should perhaps be viewed as evolving endogenously as technological change occurs through time. Thus, firms that are successful in the innovation game will grow while others decline or drop out. And, over time, the industry’s concentration will change as a result.

In chapter 24 we consider a special policy toward technological change—the granting of patents to provide incentives for inventive activity. Although the model of R & D rivalry implicitly assumed patents to be unimportant, chapter 24 goes to the other extreme and assumes that patents are essential. Most empirical studies conclude that the importance of patents varies greatly across industries, being especially important in pharmaceuticals and chemicals.

Summary

This chapter has examined two dimensions of economic performance: efficiency and technical progress. The major difference is that the efficiency section assumed a known technology while the technical progress discussion focused on the allocation of resources to develop new knowledge (for producing new products, and for producing existing products more cheaply).

An important lesson that this chapter tries to teach is the usefulness of total economic surplus in assessing public policies. That is, if total economic surplus rises as a result of a policy change, then, under certain plausible assumptions, one can argue that the change is in the public interest. An example of such a change that was described was the decontrol of oil prices in the United States.

A hypothetical monopoly-versus-competition example was used to explain the concept of the deadweight loss caused by monopoly pricing. A short section discussed several empirical studies that have sought to estimate the social cost of monopoly in the United States.

In the technical progress section, a simple model of R & D rivalry was presented. The model illustrated how increasing the number of rivals can have two opposing effects on the speed of innovation. The key point of the model is that no simple relationship between the number of rivals and the rates of innovation exists—a larger number of rivals does not always produce better results for society.

Questions and Problems



	Explain the difference between the Pareto criterion and the compensation principle as rules for deciding whether a particular policy change is in the public interest.

	Assume, in the monopoly-versus-competition example in the text, where demand is Q = 100 –P and marginal cost MC = average cost AC = $20, that MC under competition remains at $20. However, assume that the reason the monopoly can continue to be a monopoly is that it pays $10 per unit of output to reimburse lobbyists for their efforts in persuading legislators to keep the monopoly insulated from competition. For example, the lobbyists may be generating (false) studies that demonstrate that competition results in higher costs.
a. Calculate the prices and quantities under monopoly and competition.

b. Calculate total economic surplus under monopoly and competition. The difference is the social cost of monopoly.

c. The social cost of monopoly can be disaggregated into two distinct types of cost: the resources cost of rent seeking and the usual deadweight loss of output restriction. What are their respective magnitudes?


	Discuss the concept of “equity cost” used in the oil industry study by Arrow and Kalt. Do you think it is generally true that “consumers” have lower incomes than “producers”? Does it matter to your answer that labor unions and senior citizens have large ownership interests in corporations through pension funds?

	A (mini-) refrigerator monopolist, because of strong scale economies, would charge a price of $120 and sell forty-five refrigerators in Iceland. Its average cost would be $60. On the other hand, the Iceland Planning Commission has determined that five refrigerator suppliers would be sufficiently competitive to bring price into equality with average cost. The five-firm equilibrium would yield a price of $100 and a total output of fifty refrigerators.
a. Consumer surplus under the five-firm industry organization would be larger than under monopoly. If the demand curve is linear, by how much is consumer surplus larger?

b. Producer surplus under monopoly is larger—by how much?

c. If the Planning Commission thinks that total economic surplus is the correct criterion, which organization of the refrigerator industry will they choose?


	What is the best market structure for promoting technical progress?

	A study in 1975 estimated the effect of monopoly on equity as opposed to efficiency (W. Comanor and R. Smiley, “Monopoly and the Distribution of Wealth,” Quarterly Journal of Economics [May 1975]). For 1962, the wealthiest 0.27 percent of the population accounted for 18.5 percent of wealth. If all industries were competitive, this study estimated that the wealthiest 0.27 percent would have only 13 percent of wealth in 1962. Can you explain this finding? Hint: The wealthiest 0.27 percent held 30 percent of business ownership claims.
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Number of Coach Discount

Category of Route City Pairs Fare Fare Frequency
Nonhub-nonhub 51 2.1 339
Nonhub-small hub 52 123

Nonhub-medium hub 45 -04

Nonhub-large hub. 53 9.1

Small hub-small hub 60 13

Small hub-medium hub 69 104

Small hub-large hub. 57 8.1

Medium hub-medium hub 69 20

Medium hub-large hub 161 17. -68

Large hub-large hub 205 86 -17.6

Source: Steven Morrison and Clifford Winston, The Economic Effects of Airline Deregulation (Washington, D.C.:
Brookings Institution, 1986). Reprinted by permission.
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Canada 17 40
United States 0.6 0.1
Canadian National 18 43

Canadian Pacific 17
Atchison, Topeka and Santa Fe 14 0
Southern Pacific 31 04

Source: Douglas W. Caves, Laurits R. Christensen, and Joseph A. Swanson, “The High Cost of Regulating U.S.
Railroads,” Regulation (January/February 1981): 41-6. Reprinted with the permission of the American Enterprise
Institute for Public Policy Research, Washington, D.C.
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Year Initiative

1971 Specialized Common Carrier Decision (FCC)
1972 Domestic satellite open skies policy (FCC)
1975 Abolition of fixed brokerage fees (SEC)
1976 Railroad Revitalization and Reform Act
1977 Air Cargo Deregulation Act
1978 Airline Deregulation Act
Natural Gas Policy Act
1979 Deregulation of satellite earth stations (FCC)
Urgent-mail exemption (Postal Service)
1980 Motor Carrier Reform Act

Household Goods Transportation Act
Staggers Rail Act

Depository Institutions Deregulation and Monetary Control Act
International Air Transportation Competition Act

Deregulation of cable television (FCC)

Deregulation of customer premises equipment and enhanced services (FCC)

1981 Decontrol of crude oil and refined petroleum products (executive order)
Deregulation of radio (FCC)

1982 Bus Regulatory Reform Act
Gam-St. Germain Depository Institutions Act
AT&T settlement

1984 Space commercialization
Cable Television Deregulation Act
Shipping Act

1986 Trading of airport landing rights

1987 Sale of Conrail
Elimination of fairness doctrine (FCC)

1988 Proposed rules on natural gas and electricity (FERC)
Proposed rules on price caps (FCC)

1989 Natural Gas Wellhead Decontrol Act of 1989

Source: Updated table from Economic Report of the President, January 1989.
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Drugs First Experiencing Generic Competition in

1984-1985 1986-1987 19891991 1992-1993
Average brand-name price index
At date of entry 10 10 10 10
One year after entry 106 108 106 105
Two years after entry L 112 110 109
Average generic price index
At date of entry 10 10 10 10
One year after entry 077 079 086 067
Two years after entry 065 067 063 054
Average ratio of generic price to brand-name price
At date of entry 063 059 061 068
One year after entry 047 044 049 043
Two years after entry 038 036 035 033
Average generic market share in physical units (proportion of total marker)
At date of entry 007 011 020
One year after entry 032 038 064
Two years after entry 045 054 073

Note: The drugs include ten major 1984-1985 drugs, eight major 19861987 drugs, seven major 1989-1991 drugs,
and ten major 1992-1993 drugs. Each value is an unweighted average of the values for all drugs in each category.
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Benefits of Reduced Mortality ($ billions undiscounted)

Reduced Annual ~ Constant Value  Value with Senior  Consumption-Adjusted
Age Group Fatalities in 2010 of Life Adjusted Value of Life

Base Estimates—Long-Term Exposure:

Adults, 18-64 1,900 16 116 116

Adults, 65 and older 6,000 366 2.1 3.1

Alternative Estimate—Short-Term Exposure:

Children, 0-17 30 02 02 01

Adults, 18-64 1.100 67 67 67

Adults, 65 and older 3,600 219 147 23

Note: The reduced annual fatalities figures are from the U.S. EPA’s Technical Addendum: Methodologies for the
Benefit Analysis of the Clear Skies Initiative (Washington, D.C.: U.S. Environmental Protection Agency, 2003), Table
16. The 37 percent senior discount is from the U.S. EPA’s Technical Addendum: Methodologies for the Benefit Analy-
sis of the Clear Skies Initiative (Washington, D.C.: U.S. Environmental Protection Agency, 2002), p. 35, and the
$6.1 million figure per life is from the U.S. EPA's Technical Addendum: Methodologies for the Benefit Analysis of
the Clear Skies Initiative (Washington, D.C.: U.S. Environmental Protection Agency, 2003), p. 26. Estimates in the
final column are drawn from Thomas J. Kniesner, W. Kip Viscusi, and James Ziliak, “Life-Cycle Consumption and
the Age-Adjusted Value of Life,” Harvard Olin Working Paper No. 459 (2004).
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Securities Act
1934 Banking Act
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1940 Transportation Act
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Commission Estimated Cost

Shares per Order per Share* per Share! Profit per Share

100 $0.39 $0.55 $(0.16)
200 039 045 (0.06)
300 039 041 ©0.02)
400 039 039 000
500 039 037 002
1,000 039 032 007
5,000 039 024 015
10,000 039 023 0.16

100,000 0.39 0.21 0.18

* Based on commission schedule in effect as of December 5, 1968.
* Cost estimate based on survey for 1969 by National Economic Research Associates.

Source: Gregg A. Jarrell, “Change at the Exchange: The Causes and Effects of Deregulation.” Journal of Law and
Economics 27 (October 1984): 273-312.
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Defendant Year Market Fine ($)
F. Hoffman-La Roche 1999 Vitamins 500,000,000
BASF 1999 Vitamins 225,000,000
SGL Carbon 1999 Graphite electrodes 135,000,000
Mitsubishi 2001 Graphite electrodes 134,000,000
UCAR International 1998 Graphite electrodes 110,000,000
Archer Daniels Midland 1997 Lysine 100,000,000
Takeda Chemical 1999 Vitamins 72,000,000
Bilhar 2002 Construction 54,000,000
Daicel Chemical 2000 Sorbates 53,000,000
2001 Construction 53,000,000
Haarman & Reimer 1997 Citric Acid 50,000,000
HeereMac 1998 Marine construction 49,000,000
Sotheby’s 2001 Fine arts auctions 45,000,000
Odfjell Seachem 2003 Tanker shipping 42,500,000
Eisai 1999 Vitamins 40,000,000

Source: U.S. Department of Justice. Available at www.usdoj.gov/atr/public/criminal/202532.htm.
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Ford’s Unit Value (dollars)

Ford’s Total Value (dollars)

180 burn deaths
180 serious burn injuries
2,100 burned vehicles

Total

Costs:
Number of units

200,000
67,000
700

Unit Cost (dollars)

36.0 million
12.1 million
1.5 million

49.6 million

Total Cost (dollars)

1.5 million cars
1.5 million light trucks

Total

1
1

121.0 million
16.5 million
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For

Alliance of American Insurers
American Consulting Engineers Council
American Medical Association

National Association of Home Builders
National Association of Manufacturers
National Association of Realtors

National Association of Towns and Townships

National Federation of Independent Business
National School Boards Association
U.S. Chamber of Commerce

Against

Association of Trial Lawyers of America
Brown Lung Association

Consumer Federation of America
Consumers Union

Environmental Action

National Council of Senior Citizens
Public Citizen

United Auto Workers

United Steelworkers Union
‘Women’s Legal Defense Fund

Source: Wall Street Journal, April 9, 1986, p. A64. Reprinted by permission of The Wall Street Journal, © 1986,

Dow Jones & Company, Inc. All rights reserved worldwide.





OEBPS/html/images/pg720.jpg
Lost Life Expected Life

Probability of Death Expectancy Years Lost
Rank  Probability Ruk  LLE Rank  E(YLL)

Cardiovascular disease 1 04478 12 635 1 284
Neoplasms (cancer) 2 02184 8 835 2 1.82
Pneumonia/infuenza 3 00415 10 739 4 031
Obstructive pulmonary conditions 4 0039 1 7.09 6 028
All accidents 5 00315 6 1720 3 054
Diabetes 6 00214 9 758 8 016
Auto accidents 7 00142 4 2086 5 030
Liver disease/cirrhosis 8 00099 7 1094 1 011
Suicide 9 00099 5 1879 7 0.19
Homicide 10 00068 3 23.68 9 016
Perinatal conditions 1 00045 1 30.63 10 0.14
Congenital anomalies 12 00037 2 2544 12 0.10

Note: Lost life expectancies (LLE) and expected years of life lost [E(YLL)] calculations incorporate 3 percent annual
discounting and ten-year lags for diseases that may not occur immediately after exposure to stimulus.

Source: W. Kip Viscusi, Jahn K. Hakes, and Alan Carlin, “Measures of Mortality Risk,” Journal of Risk and Uncer-
tainty 14, No. 3 (1997): 218.
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Cause Death Rate per 100,000 Population

All causes 873.0
Heart disease 2582
Cancer 2009
Stroke (cerebrovascular disease) 609
Chronic obstructive pulmonary disease 443
Unintentional injuries 356
Motor vehicle 157
Falls 48
Poisoning 46
Inhalation/ingestion of food/object 16
Drowning 13
All other unintentional injuries 75
Diabetes mellitus 252
Influenza and pneumonia 237
Alzheimer’s disease 180
Nephritis and nephrosis 135
Septicemia 13

Source: National Safety Council, Injury Facts, 2003 ed. (Itasca, I1L.: National Safety Council, 2003), p. 10. Reprinted
by permission of the National Safety Council.
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1970-1975 1975-1983

Sources us. Non-U.S. us. Non-U.S.
Operating characteristics 18 31 22 20
Technical efficiency 12 1. L1 08
Total productive efficiency 30 45 33 28

Source: Douglas W. Caves, Laurits R. Christensen, Michael W. Tretheway, and Robert J. Windle, “An Assessment
of the Efficiency Effects of U.S. Airline Deregulation via an International Comparison,” in Elizabeth E. Bailey, ed.,
Public Regulation: New Perspectives on Institutions and Policies (Cambridge, Mass.: MIT Press, 1987).
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Five-Year Savings

(millions)

Issue Action (Date of Completion) Industry  Public

Fuel economy Streamlined semiannual reports of auto makers on their — 01
progress in meefing fuel economy goals (Aug. 1982).

Tire ratings Suspended rule requiring industry to rate tires according — 10
to tread wear, traction, and heat resistance (Feb. 1983).

Vehicle IDs Downgraded from standard to administrative rule the i -
requirement that all vehicles have ID numbers as an aid to
police (May 1983).

Seat belt comfort Serapped proposal to set standards for seat belt comfort — =
and convenience (June 1983).
Rules with Uncertain Futures

High-altitude emissions  Failed to revise Clean Air Act order ending weaker 38 1300

high-altitude emissions standards in 1984; eased through
regulatory changes.

Emissions reductions Failed to revise Clean Air Act order to cut large trucks’ 105 536
hydrocarbon and carbon monoxide emissions by 90
percent by 1984; standard was delayed until 1985.
Failed to ease Clean Air Act order reducing nitrogen 150 563
oxide emissions from light trucks and heavy-duty engines
by 75 percent by 1984. Regulatory changes under study.

Particulate pollution Delayed a proposal to serap specific particulate standards 523
for some diesels in favor of an average standard for all
diesels. Stiffer standards delayed from 1985 to 1987.

Methane standards Shelved because of “serious” costs; questions a plan to — —
drop methane as a regulated hydrocarbon.

Passive restraints Delayed and then revoked requirement that post-1982 428 981

autos be equipped with passive restraints; revocation
overturned by Supreme Court in June 1983.

Bumper damage Cut from 5 to 2.5mph the speed at which bumpers must — 308
resist damage; change is on appeal.

Source: Michael Wines, “Reagan Plan to Relieve Auto Industry of Regulatory Burden Gets Mixed Grades.” National
Journal, July 23, 1983, pp. 1534-35. Reprinted by permission of the National Journal.
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Gas-tank vapors
Emissions tests

High-altitude autos

Pollution waivers

Paint shops
Test vehicles
Driver vision
Fuel economy
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Brake tests

Tire pressure
Battery safety

Tire safety

Antitheft protection

Rules Acted on

Declined to order new controls on cars (April 1981).
Streamlined certification of industry tests on vehicles
(Oct. 1981, Nov. 1982).

Raised allowable “failure rate” for test of light trucks

and heavy-duty engines from 10 to 40 percent (Jan. 1983).
Reduced spot checks of emissions of vehicles on assembly
Tines by 42 percent; delayed assembly-line tests of
heavy-duty trucks until 1986 (Jan. 1983).

Ended assembly-line tests at high altitude, relying instead
on industry data (April 1981).

Allowed industry to self-certify vehicles as meeting
high-altitude emission standards (April 1981).
Consolidated industry applications for temporary
exemptions from tougher emissions standards for nitrogen
oxide and carbon monoxide (Sept. 1981).

Delayed until 1983 tougher hydrocarbon pollution
standards for auto paint shops (Oct. 1981).

Cut paperwork required to exempt prototype vehicles
from environmental standards (July 1982).

rapped existing 1981 rule and second proposed rule
setting standards for driver’s field of view (June 1982).
Decided not to set stiffer fuel economy standards to
replace those expiring in 1985 (April 1981).
Revoked rule setting standards for speedometers and
tamper-resistant odometers (Feb. 1982).
Scrapped proposal to set safety standards for explosive.
‘multipiece tire rims (Feb. 1982).
Eased from 30 to 20 percent the steepness of grades on
‘which post-1984 truck and bus brakes must hold (Dec.
1981).
Scrapped proposal to :qulp v:hlcl:s with low-tire
pmsm indicators (Aug. 1981).

ed proposal to set standards to prevent auto battery
:xpl\)slons (Aug. 1981).
Revoked requirement that consumers be told of reserve
load capacity of tires; eased tire makers” reporting
requirements (June 1982).
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Year Premiums ($ millions)

1960 746
1970 1,658
1980 6,612
1985 11,544
1988 19,077
1990 18,123
1995 18,582
2000 19917

Source: AM. Best and Co., Best Aggregate and Averages, various years, and Insurance Information Institute, The
Fact Book 2003: Property/Casualty Insurance Facts (2003).
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Degree of Safety

Consumer Accident
Costs (dollars)

Safety Costs
to Company (dollars)

Total Social
Costs (dollars)

High 0 140,000 140,000
Medium 50,000 50,000 100,000
Low 150,000 25,000 175,000
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Cost per Worker Protected ($ thousands)

Industry 90 Decibels 80 Decibels
Electrical equipment and supplies 19 39
Rubber and plastics products 38 68
Stone, clay, and glass products 53 9%
Paper and allied products 62 78
Food and kindred products 75 179
Chemicals and allied products 132
Transportation equipment 11
Tobacco manufactures 200
Printing and publishing 215
Electric, gas, and sanitary services 189
Furniture and fixtures 151
Fabricated metal products 188
Petroleum and coal products 257
Primary metal industries 372
Textile mill products 395
Lumber and wood products 303
Machinery, except electrical 25
Weighted average 119 169

Source: 'W. Kip Viscusi, Risk by Choice, p. 127. Copyright © 1983 by the President and Fellows of Harvard College.
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Standard Average Cost per Life Marginal Cost per Life
Stringency Level (mg/m) ($ millions) ($ millions)
Loose 0.10 125 125
Medium 005 292 115
Tight 0004 563 68.1

Source: W.Kip Viscusi, Risk by Choice: Regulating Health and Safety in the Workplace (Cambridge, Mass.: Harvard
University Press, 1983), p. 124. Copyright © 1983 by the President and Fellows of Harvard College.
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Perfect Price Discrimination: Revenue = $100 + $70 + $60 + $80 = $310.
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Average Number of Rate
Schedules per City Served By:

Private Utilities Public Utilities Difference
(69 Cities) (69 Cities) (Standard Error)
Residential service 1.884 1464 0.420 (0.147)
Nonresidential service 6.507 3826 2681 (0.458)
Total 8391 529 3.101 (0.520)

Source: Sam Peltzman, “Pricing in Public and Private Enterprises: Electric Utilities in the United States,” Journal
of Law and Economics 14 (April 1971): 109-47. Data from Federal Power Commission, National Electric Book,
1968.





OEBPS/html/images/pg723.jpg
Post-9/11

B
Expected
terrorism
losses
Pre-9/11
c
A

Civil liberties level





OEBPS/html/images/pg722.jpg
Activi

Cause of Death

Smoking 1.4 cigarettes
Drinking 0.5 liter of wine

Spending 1 hour in a coal mine

Spending 3 hours in a coal mine

Living 2 days in New York or Boston

Traveling 6 minutes by canoe

Traveling 10 miles by bicycle

Traveling 150 miles by car

Flying 1,000 miles by jet

Flying 6,000 miles by jet

Living 2 months in Denver

Living 2 months in average stone or brick building

One chest X-ray taken in a good hospital

Living 2 months with a cigarette smoker

Eating 40 tablespoons of peanut butter

Drinking Miami drinking water for | year

Drinking 30 12-0z. cans of diet soda

Living 5 years at site boundary of a nuclear power plant in
the open

Drinking 1,000 24-0z. soft drinks from banned plastic bottles
Living 20 years near PVC plant

Living 150 years within 20 miles of a nuclear power plant
Eating 100 charcoal-broiled steaks

Risk of accident by living within 5 miles of a nuclear
reactor for 50 years

Cancer, heart disease
Cirrhosis of the liver

Black lung disease

Accident

Air pollution

Accident

Accident

Accident

Accident

Cancer caused by cosmic radiation
Cancer caused by cosmic radiation
Cancer caused by natural radioactivity
Cancer caused by radiation

Cancer, heart disease

Liver cancer caused by aflatoxin B
Cancer caused by chloroform

Cancer caused by saccharin

Cancer caused by radiation

Cancer from acrylonitrile monomer
Cancer caused by vinyl chloride (1976 standard)
Cancer caused by radiation

Cancer from benzopyrene

Cancer caused by radiation

Source: Richard Wilson, “Analyzing the Daily Risks of Life,” Technology Review 81, No. 4 (1979): 40-6. Reprinted

with permission from Technology Review, copyright 1979.
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Consumer Value with Perfect Group-Based Gain or
Fraction of Cars Safety Information (dollars) Value (dollars) Loss (dollars)
02 High 30,000 +6,500
03 Medium 25,000 +1,500
05 Low 20,000 -3,500
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Delay in Line Due to Screening Time Percent Who Favor Screening Affecting Others

10 minutes 447
30 minutes 55.3
60 minutes 739

Source: W. Kip Viscusi and Richard Zeckhauser, “Sacrificing Civil Liberties to Reduce Terrorism Risks.” Journal
of Risk and Uncertainty, 26, no. 2/3 (2003): 105.
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Precaution No Warning (n= 59) Drano (n = 59) Incremental Effect

Wear rubber gloves 63 82 19
Store in childproof location 54 68 14

Source: W. Kip Viscusi and Wesley A. Magat, Learing About Risk: Consumer and Worker Responses to Hazard
Information (Cambridge, Mass.: Harvard University Press, 1987).
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Year

Event

1962
1965
1976

1977
1978

1982
1984

1988

Nov. 1991
Dec. 1991

Jan. 1992
Feb. 1992
April 1992
1994
1995

1995

1996-98

1999

Silicone-gel-filled breast implants first used.
Silicone injections classified as a drug and not approved for human use.

Medical Devices Amendments give FDA authority to regulate breast implants. Implants
grandfathered in.

Mueller v. Corley. Plaintiff is awarded $170,000 due to rupture.

FDA General and Plastic Surgery Devices Panel recommends Class IT status. FDA concerns
in 1978 include gel leakage in intact implants.

FDA proposes Class III status.

Stern v. Dow Corning. Plaintiff is awarded over $1.7 million for claim that ruptured implants
caused connective tissue disease. Internal Dow Corning documents showed Dow had suppressed
risk information. These documents were then sealed by court order.

Silicone implants are classified as Class III requiring manufacturers o submit safety information.
FDA concerns in 1988 include capsular contracture, breakage, bleeding outside the shell,
migration of silicone to organs, interference with the accuracy of mammogram, calcification of the
fibrous capsule, immune disorders, and cancer.

Manufacturers” safety information deemed inadequate by FDA.

Hopkins v. Dow Corning. Plaintiff is awarded $840.000 in compensatory damages and $6.5
million in punitive damages for claim that ruptured implants caused her connective tissue disease.

FDA imposes a moratorium on silicone implants.
First class action filed in wake of FDA moratorium. Eventually 440,000 women join.
Silicone implants withdrawn from market except in limited cases.

Mayo clinic study shows systemic health risks not likely.

Federal settlement approved with Dow dropping out.

Dow Corning files for Chapter 11 bankruptey reorganization, citing 19.000 individual implant
lawsuits and at least 45 putative class actions.

Courts appoint science panels. All panels conclude implants do not cause systemic diseases.
Various courts do not allow plaintiffs’ experts to testify under Daubert.

Institute of Medicine concludes only localized risks of silicone implants, including “overall
reoperations, ruptures or deflations, contractures, infections, hematomas, and pain.”*

* Bondurant, Stuart, Virginia Ernster, and Roger Herdman, eds., Safety of Silicone Breast Implants (Washington,

D

National Academy Press, Institute of Medicine, 2000), p. 5.

Source: Joni Hersch, “Breast Implants: Regulation, Litigation, and Science.” in W. Kip Viscusi, ed., Regulation
Through Litigation (Washington, D.C.: AEI-Brookings Joint Center for Regulatory Studies, 2002), p. 146.
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Size of Staff (FTE)

Number of

Agency Members ~ Jurisdiction 1970 1980 1985 1990 1995 2001
Interstate 7 Railroads (1887) 1912 1940 839 661 0 0
Commerce Trucks (1935)

Commission* (1887) ‘Water carriers (1940)

Telephone (1910-1934)
Oil pipelines

(1906-1907)
Federal 7 Telephone(l934) 1645 2156 1828 1839 2164 2,000
Communications (1934)
Commission (1934) Cable television (1968)
Securities and 5 Securities (1934) 1436 2100 2046 2451 2665 2941
Exchange
Commission (1934)
Federal Power 5 Wholesale electricity 1,164 1605 1,533 1500 1411 1250
Commission (1935) 1935
Natural gas (1938)
Federal Oil pipelines
Energy 1977)
Regulatory
Commission (1977)
Civil Aeronautics 5 Airlines (1938) 686 753 0 0 0 0
Board (1938)"

* Abolished in 1995.

" Abolished in 1985.

Source: This is an adapted version of tables from Leonard W. Weiss, “The Regulatory Reform Movement,” in
Leonard W. Weiss and Michael W. Klass, eds., Regulatory Reform: What Actually Happened (Boston: Little, Brown,
1986), and Melinda Warren and Kenneth Chilton, “Regulation’s Rebound: Bush Budget Gives Regulation a Boost,”
Oceasional Paper No. 81 (Washington University, May 1990, Center for the Study of American Business). Data for
1995 are based on private communication with the FCC, SEC, and FERC. Data for 2001 are from the U.S. Depart-
ment of Justice website
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Pollutant (millions of short tons)

Year PM-10 Sulfur Dioxides Nitrogen Oxides Carbon Monoxide VOCs
1970 130 312 269 2040

1975 76 280 264 1884

1980 70 259 2.1 1854

1981 65 246 268 1822

1982 52 22 264 1777

1983 60 26 262 1792

1984 62 35 267 1766

1985 413 23 258 176.8

1986 405 25 254 1737

1987 4038 23 256 1730

1988 428 27 26.1 1744

1989 4038 28 254 160.5

1990 738 2.1 255 1542

1991 273 24 252 147.1

1992 7.1 2.1 253 1409

1993 2 218 254 1359

1994 2 213 253 1336

1995 2 186 250 1268

1996 2 184 248 1289 209
1997 2 1838 247 179 195
1998 2 189 1154 188
1999 2 177 172 194
2000 2 163 1236 197
2001 2 158 1208 180
Percentage Annual Growth Rate

1970-1979 56 01 -08
1980-1989 176 -06 -20
1990-1999 -25 -08 -22

Note: PM-10 refers to particulate mater less than 10 micrometers in diameter, and includes small particles of dust,
dirt, soot, smoke, and liquid droplets often associated with fossil fuel combustion, fires, and natural windblown dust.
VOCs are volatile organic compounds and are a precursor to ozone (ground-level smog). VOC are emitted through
fossil fuel combustion, as well as in chemical manufacturing, dry cleaning, and other activities using solvents.

Source: U.S. Environmental Protection Agency. Available at http://wwiw.epa. govioar/oaqps/greenbk/o3co.html.
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Category Gain

Fares
“Travel restrictions

Frequency

Load factor

Number of connections

Mix of connections (on-line/interline)
Travel time

Total 184

Source: Steven A. Morrison and Clifford Winston, The Evolution of the Airline Industry (Washington, D.C.:
Brookings Institution, 1995).
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Total Benefit

Expected Cost

Driving Speed  to Driver to Pedestrian
Rapidly 170 160
Moderately 100 40
Slowly 90 10
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Model Year Current Costs (1981 dollars)

Pre-1968 =
19681969 30
1970-1971 50
1972 370
1973-1974 950
1975-1976 640
1977-1979 700
1980 1,000
1981 1,400

Source: Lawrence 1. White, The Regulation of Air Pollution Emissions from Motor Vehicles (Washington, D.C.:
American Enterprise Institute, 1982), p. 61. Reprinted with the permission of the American Enterprise Insitute for
Public Policy Research, Washington, D.C.
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Rank Country Time Number of Procedures Cost Cost + Time

1 Australia 2 2 0.0225 0.0305

1 Canada 2 2 0.0145 0.0225
3 Denmark 3 3 0.1000 0.1120
3 New Zealand 3 3 0.0053 0.0173
5 United Kingdom 4 5 0.0143 0.0303
5 United States 4 4 0.0049 0.0169
7 13 6 0.0256 0.0776
8 15 5 0.0333 0.0933
H 15 7 0.3074 0.3674
10 16 3 0.1157 0.1797
10 16 7 0.1724 0.2364
12 y 18 4 0.0472 0.1192
74 Dominican Republic 80 21 4.6309 4.9509
75 Spain 82 11 0.1730 0.5010
76 Peru 83 H 0.1986 0.5306
77 Bolivia 88 20 26558 3.0078
78 Slovak Republic 89 12 0.1452 0.5012
79 China 92 12 0.1417 0.5097
80 Romania 97 16 0.1531 0.5411
81 Venezuela 104 14 0.1060 0.5520
82 Vietnam 12 16 1.3377 1.7857
83 Indonesia 128 11 0.5379 1.0499
84 Mozambique 149 19 11146 1.7106
85 Madagasgar 152 17 0.4263 1.0343
Average 47 1048 0.4708 0.6598

Note: ‘Time is measured in the (official) minimum number of days, Cost is measured by expenses as a fraction of
GDP in 1999, and Cost + Time is measured by Time plus the monetized value of the entrepreneur’s time (as a frac-
tion of GDP).

Source: Simeon Djankov, Rafael La Porta, Florencio Lopez de- suanes, and Andrei Shieifer, “The Regulation of
Entry.” Quarterly Journal of Economics 117 (February 200
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U.S. Government Cases Private Cases

Year Total Number Percent Number Percent
1975 1467 92 63 1375 937
1976 1574 70 44 1504 956
1977 1.689 78 46 1611 954
1978 1,507 7 48 1435 952
1979 1312 78 59 1234 941
1980 1535 78 51 1457 949
1981 1434 142 99 1292 90.1
1982 1148 11 97 1037 903
1983 1287 95 74 1,192 926
1984 1201 101 84 1,100 916
1985 1142 90 79 1052 921
1986 2 84 9.1 838 909
1987 858 100 116 758 884
1988 752 98 13.0 654 87.0
1989 738 99 134 639 866
1990 542 90 166 452 834
1991 743 93 125 650 87.5
1992 566 85 150 481 849
1993 724 86 119 638 88.1
1994 729 7 97 658 903
1995 819 75 92 744 908
1996 720 7 10.1 647 8.9
1997 62 62 98 570 902
1998 605 57 9.4 548 906
1999 684 76 11 608 889
2000 901 90 100 811 900
2001 51 a 59 707 941
2002 850 a 52 806 948
2003 m a 57 729 943

Source: Sourcebook of Criminal Justice Statistics Online. Available at hitp://www.albany.edu/sourcebook/1995/

ndf/t541.pdf.
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Contract Vintage Take-or-Pay Requirement*

Pre-1973 59.6%
1973 to April 20, 1977 859
April 21, 1977, to November 8, 1978" 823
November 9, 1978, to 1979 82.5
1980 783

* Weighted-average percentage minimum-purchase requirement (take-or-pay) based on percentage of deliverabil-
ity or capacity.

*"The Natural Gas Policy Act was enacted on November 9, 1978.

Source: U.S. Energy Information Administration, “An Analysis of the Natural Gas Policy Act and Several Alterna-
tives.” Part I (December 1981), If (June 1982), I1I (September 1982), IV (May 1983), Washington, D.C. Table from
Ronald R. Braeutigam and R. Glenn Hubbard, “Natural Gas: The Regulatory Transition,” in Leonard W. Weiss and
Michael W. Klass, eds., Regulatory Reform: What Actually Happened (Boston: Little, Brown, 1986). Reprinted by
permission of HarperCollins Publishers.
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State of the world

New drug s safe New drug is not safe
and effective and cffective
Accept Correct policy Type Il error
FDA policy on
decision Reject Type I error Correct policy
decision

Source: Henry G. Grabowski and John M. Vernon, The Regulation of Pharmaceuicals: Balancing the Benefits and
Risks (Washington, D. Enterrte Instiuie, 1989, Repined with the pemnisson of he American
Enterprise Institute for Public Policy Research, Washington, D.
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Number of NCE* Approvals

Avg. Lag Time (months) from
Submission to Approval

Year All Drugs 1AA/IA Drugs All Drugs IAA/IA Drugs
1980 1 2 3518
1981 2 2 3103
1982 2 4 26.02
1983 12 4 2867
1984 21 2 4344
1985 26 3 3208
1986 18 1 34.19
1987 18 2 3276
1988 16 4

1989 21 5

* NCE = new chemical entities.

Source: Al figures based on calculations by the authors using chronology of new chemical entities developed by
the University of Rochester Center for Study of Drug Development, July 10, 1990 (computer printout).
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I SENRROUMIT ERSs for ios
Standards for radionuclides i wranium mines
Benzene NESHAP (original: fugitive emissions)
Ethylene dibromide in drinking water
Benzene NESHAP (revised: coke by-products)
Asbestos occupational exposure limit
Benzene occupational exposure limit
Electrical equipment in coal mines
Arsenic emission standards for lass plants
Ethylene oxide occupational exposure limit
Arsenic/copper NES]

Hazardous waste listing of petroleum refining sludge
Cover/move uranium mill tailings (inactive)
Benzene NESHAP (revised: transfer operations)
Cover/move uranium mill tailings (active sites)
Acrylonitrile occupational exposure limit
Coke ovens occupational exposure limit
Lockout/tagout
Asbestos occupational exposure limit
Arsenic occupational exposure limit
Asbestos ban
Diethylstilbestrol (DES) cattle-feed ban
Benzene NESHAP (revised: waste operations)

1,2-dichloropropane in drinking water

Hazardous waste land disposal ban

Municipal solid waste landifills

Formaldehyde occupational exposure limit
Atrazine/alachlor in drinking water

Hazardous waste listing for wood-preserving chemicals

M4
49887
22,7468
1026228
109,608.5
67858220

169523649

122902
13,1268
8126733

Source: W. Kip Viscusi, Jahn K. Hakes, and Alan Carlin, “Measures of Mortality Ris

Journal of Risk and Uncertainty 14 (1997): 228-29.
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Cost per Life Cost per Normalized ~ Cost per Year of Life
Saved (millions  Life Saved (millions  Saved (miltions of

Regulation Year  Agency  of 1995 dollars)  of 1995 dollars) 1995 dollars)
Unvented space heater ban 1980 CPSC 01 01 00
Aircraft cabin fire protection standard 1985 FAA 01 01 00
Seat bel/air bag 1984 NHTSA 01 01 00
Steering column protection standards 1967 NHTSA 01 01 00
Underground construction standards 1989 OSHA 01 01 00
Trihalomethane in drinking water 1979 EPA 02 06 00
Aircraft seat cushion flammability 1984 FAA 05 06 00
Alcohol and drug controls 1985 FRA 05 06 00
Auto fuel system integity 1975 NHTSA 05 05 00
Auto wheel rim servicing 1984 OSHA 05 06 00
Aircraft floor emergency lighting 1984 FAA 07 09 00
onc construction 1988 OSHA 07 09 00
Crane-suspended personnel platform 1988 OSHA 08 10 01
Passive restraints for trucks and buses 1989 NHTSA 08 08 00
Auto side impact standards 1990 NHTSA 10 10 01
Children’s sleepwear flammability ban 1973 CPSC 10 12 01
Auto side door supports 1970 NHTSA 10 10 01
Low-altitude wind shear equipment and training 1988 FAA 16 19 01
Metal mine electrical equipment standards 1970 MSHA 17 20 01
Trenching and excavation standards 1989 OSHA 18 22 01
Traffic alert and collision avoidance systems 1988 FAA 18 22 01
Hazard communication standard 1983 OSHA 19 48 02
Trucks, buses, and MPV side impact 1989 NHTSA 26 26 01

Chmin theit extilosion preveniion srdeiis 1987  OSHA 33 40 02
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Lost-Workday Equivalents

Weight—1, 1, 20* Weights—1, 5, 20
Cost-Effectiveness Cost-Effectiveness

Net discounted costs less monetized benefits $2.632 x 10° $2.632 x 10°

Total lost-workday equivalents (discounted) 9.5 x 10* 247 % 10*

Net discounted cost/lost-workday equivalent $27.900 $10.700

* These are the relative weights placed on lost-workday cases (always 1), disabling illnesses (1 or 5), and cancers
(always 20) in constructing a measure of lost-workday equivalents.

Source: W. Kip Viscusi, “Analysis of OMB and OSHA Evaluations of the Hazard Communication Proposal.” report
prepared for Secretary of Labor Raymond Donovan, March 15, 1982.
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Study/Country Value of Statistical Life ($ millions)*

Median value from 30 U.S. studies 70
Australia 42
Austria 3965
Canada 3947
Hong Kong 17
India 12-15
Japan 97
South Korea 08
Switzerland 63-86
Taiwan 02-09
United Kingdom 42

= All estimates are in year 2000 U.S. dollars. See W. Kip Viscusi and Joseph E. Aldy, “The Value of a Statistical
Life: A Critical Review of Market Estimates Throughout the World." Journal of Risk and Uncertainty 27, no. 1
(2003): 5-76. For concreteness, single representative studies are drawn from their Table 4.
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Value of a
Statistical Life

Year  Agency Regulation ($ millions, 2000)

1985 Federal Aviation Protective Breathing Equipment (50 Federal Register 41452) 10
Administration

1985 Environmental Regulation of Fuels and Fuel Additives; Gasoline Lead Content 17
Protection Agency (50 FR 9400)

1988 Federal Aviation Improved Survival Equipment for Inadvertent Water Landings 15
Administration (53 FR 24890)

1988 Environmental Protection of Stratospheric Ozone (53 FR 30566) 48
Protection Agency

1990 Federal Aviation Proposed Establishment of the Harlingen Airport Radar Service Area, 20¢
Administration TX (55 FR 32064)

1994 Food and Nutrition  National School Lunch Program and School Breakfast Program 17,35%
Service (USDA) (59 FR 30218)

1995 Consumer Product  Multiple Tube Mine and Shell Fireworks Devices (60 FR 34922) 56%
Safety Commission

1996 Food Safety Pathogen Reduction; Hazard Analysis and Critical 19
Inspection Service  Control Point Systems (61 FR 38806)
(USDA)

1996 Food and Drug Regulations Restricting the Sale and Distribution of Cigarettes and 27%
Administration Smokeless Tobacco to Protect Children and Adolescents (61 FR 44396)

1996 Federal Aviation Aireraft Flight Simulator Use in Pilot Training, Testing, and Checking ~ 3.0%
Administration and at Training Centers (61 FR 34508)

1996 Environmental Requirements for Lead-Based Paint Activities in Target Housing and 63
Protection Agency  Child-Occupied Facilities (61 FR 45778)

1996 Food and Drug Medical Devices; Current Good Manufacturing Practice Final Rule; 55%
Administration Quality System Regulation (61 FR 52602)

1997 Environmental National Ambient Air Quality Standards for Ozone (62 FR 38856) 63
Protection Agency

1999 Environmental Radon in Drinking Water Health Risk Reduction and Cost Analysis 63
Protection Agency (64 FR 9560)

1999 Environmental Control of Air Pollution from New Motor Vehicles: Tier 2 Motor 39,63
Protection Agency  Vehicle Emissions Standards and Gasoline Sulfur Control Requirements

(65 FR 6698)
2000  Consumer Product  Portable Bed Rails; Advance Notice of Proposed Rulemaking 50%

Safety Commission

(65 FR 58968)

* The published summaries of the regulatory impact analyses for these rules do not specify the year in which the reported dollars
are denominated. We have assumed that the dollar year corresponds to the date of rule publication for purposes of converting all
values into 2000 dollars. Note that the CPSC reported a value of statistical life of $5 million in both its 1995 and 2000 regulations;
the difference in values reflects our deflating to 2000 dollars.

Source: W. Kip Viscusi and Joseph E. Aldy,
the World,” Journal of Risk and Uncertainty 27, no. 1 (2003):

S.

“The Value of a Statistical Life: A Critical Review of Market Estimates Throughout
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Uneconomic Franchise Total

Investment Delay Lobbying Fees Costs
Low estimate 481 097 071 129 7.78
Midpoint estimate 541 184 121 158 10.04
High estimate 600 272 17 188 1231

Source: Thomas W. Hazlett, “Private Monopoly and the Public Interest: An Economic Analysis of the Cable Tele-
vision Franchise,” University of Pennsylvania Law Review 134 (July 1986): 1335-409. Data in the table were com-
g ik ey warioom Boutces.
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For-Hire Private

Year Rail Motor Carrier Motor Carrier
1963 3, 466 165
1967 3. 453 18.0
1972 308 451 206
1977 229 430 286
1983 16.0 474 260

Source: Census of Transportation, 1963-1983. Table is from Kenneth D. Boyer, “The Costs of Price Regulatio
Lessons from Railroad Deregulation,” RAND Journal of Economics 18 (Autumn 1987): 408-16. Reprinted by per-
mission of RAND.
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Costof Households in System Capital
Basic Cable Channel Franchise Area Length Cost
Company/City (dollars) Capacity (thousands) (miles) (8 millions)
ATC
Indianapolis 650 ) 140 1,052 243
Cablevision
Boston 2.00-8.00 108 250 750 95
cox
Tucson 692-13.95 108 135 1,060 389
New Orleans 7.95-1195 108 220
Omaha 000-1095 108 125 1,005 37
(80 in use)
Sammons
Ft. Worth 3.95-10.95 54 160 1430 50.0
United
Scottsdale 595-11.95 54 50 400 190
Warner Amex
Cincinnati 3.95-10.95 138 161 1525 250
(86 in use)
Dallas 295-9.95 10 2,360 416
Pittsburgh 535945 80 181 700
(60 in use)

Source: Adapted from Peter Falco, Cable Investment (New York, 1983), p. 14. Falco is a senior industry specialist

with Merrill Lynch. Table from G. Kent Webb, The Economics of Cable Television (Lexington, Mass..

Books, 1983).

ington
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Average for Initial Estimated Deviation

Term of Trade Contract Sample in Renewal Sample
Channel capacity 464 9 fewer channels
Franchise fee 2.9% 029 higher
Community channels 28 0.8 fewer channels
Basic system price (monthly) $9.35 $0.35 lower

Basic price per channel offered $0.52 $0.01 higher

Lead pay channel price (monthly) $951 $1.13 higher*

* The difference is statistically significant at the 0.05 level in a one-tailed test.
Source: Mark A. Zupan, “Cable Franchise Renewals: Do Incumbent Firms Behave Opportunistically?” RAND
Journal of Economics 20 (1989): 473-82.
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Basic aspects of the pollution problem

Primary treatment  Water purification  Environmental

of effuent: < costs: < damage:
$100 $300 $500
Bargaining with victim-assigned property rights
Bargaining equation: Maximum offer by company = $100: <
Minimum acceptance by ciizens = $300.
Outcome: Company installs controls. No cash transfer.

Bargaining with polluter-assigned property rights

Bargaining equation: Maximum offer by citizens = $300: >
Minimum acceptance by company = $100.

Outcome: Citizens pay company $100 o install controls and also pay
company $100 share of rent if equal bargaining power.
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Mean Revenue MeanNo.  Price/
Sample Size  per Month Mean Basic of Basic Channel
(Subs) (dollars) Rate (dollars)*  Channels*  (dollars)
Monopoly 54.89 million 32.12 19.08 35 055
(11,354 systems)
Competitive 1.13 million 25.08 1749 40 044
(103 systems)
Price/quality difference -21.9% -83% +143% ~19.8%

* On most popular tier of basic programming.
Sourc

Thomas W. Hazlett, “Regulating Cable Television Rates: An Economic Analysis,” University of

California-Davis, Program on Telecommunications Policy, Working Paper No. 3, July 1994. Data are from Paul
Kagan Associates, General Accounting Office, and National Cable Television Association.
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Intrastate Fare/Mile Interstate Fare/Mile

(in cents) (in cents)
Very short haul (65 miles) 16.923 23.585
Short haul (109 miles) 9.363 16.858
Short-medium haul (338-373 miles) 5.021 9.685

Source: Simat, Helliesen and Eichner, Inc., “The Intrastate Air Regulation Experience in Texas and California,” in
Paul W. MacAvoy and John W. Snow, eds., Regulation of Passenger Fares and Competition among the Airlines
(Washington, D.C.: American Enterprise Institute for Public Policy Research, 1977). Reprinted with permission of
the American Enterprise Institute for Public Policy Research, Washington, D.C.
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Risk premiums of 3%-5%

Risk premiums of 6%-9%

Risk premiums of 12%-15%

Chemicals and allied products
Petroleum refining and related industries
Electrical machinery, equipment, and supplies
Transportation equipment

Instruments and related products

Printing, publishing, and allied services
Tobacco manufacturers

Apparel and related products

Nonelectrical machinery

Textiles

Paper and allied products

Primary metals

Rubber and plastics

Fabricated metal products

Leather and leather products

Stone, clay, and glass products

Food and allied products

Furniture and fixtures

Lumber and wood products

* These premiums are derived from eamings equations that are estimates of the relationship between injury rates

and workers’ earnings.

Source: W. Kip Viscusi, “Market Incentives for Safety,” Harvard Business Review 63, no. 4 (1985): 137. Copyright
© 1985 by the President and Fellows of Harvard College; all rights reserved.
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Year 0 Year 1 Total
No Discounting

Benefits 100 215 315
Costs -3.00 -0.00 -3.00
Benefits — Costs -2.00 215 +0.15
Discounting at 5%

Benefits 100 205 305
Costs -3.00 -0.00 -3.00
Benefits — Costs -2.00 42,05 005
Discounting at 10%

Benefits 100 195 295
Costs 300 000 3.00
Benefits — Costs -2.00 195 -0.05
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Year Initiative Provisions

1991 Federal Deposit Insurance Introduced risk-based deposit insurance premia, required early
Corporation Improvement regulatory intervention into failing banks, eased conditions for banking
Act failures by limiting FDIC’s ability to reimburse uninsured depositors.

1992 Cable Television Consumer  Regulated cable TV rates.
Protection and Competition

Act

1992 Energy Policy Act Opened up wholesale competition by giving FERC the authority to
order vertically integrated utilities to act as a common carrier of
electrical power.

1992 FERC Order 636 Required pipelines to unbundle the sale and transportation of natural
gas.

1993 Omnibus Budget Mandated that the FCC reallocate portions of the electromagnetic

Reconciliation Act of 1993 spectrum for personal communication and authorized it to use
competitive bidding to award licenses.
Deregulated cellular telephone rates.
1993 Negotiated Rates Act Eliminated regulatory distortions related to trucking rates.
1994 Riegle-Neal Interstate Codified at the national level the elimination of branching restrictions
Banking and Branching at the state level.
Efficiency Act
1994 Trucking Industry and Eliminated remaining interstate and intrastate trucking regulation.
Regulatory Reform Act

1995 ICC Termination Act Abolished the 1CC.

1996 Telecommunications Act Deregulated cable TV rates, set conditions for local telephone
companies to enter long-distance telephone markets, mandated equal
access to local telephone systems.

1996 FERC Order 888 Removed impediments to competition in the wholesale bulk power
market.

1999 Gramm-Leach-Bliley Act Repealed the prohibition on mixing banking with securities or
insurance that had been put in place with the Glass-Steagall Act.

1999 FERC Order 2000 Advocated establishment of independent regional transmission
organizations to facilitate competition in wholesale electricity markets.

2002 Sarbanes-Oxley Act Instituted new regulations concerning financial practices,

corporate governance, and corporate disclosure.

Acknowledgments: The development of this table was aided by suggestions from Timothy Brennan, Robert
Crandall, Paul Kleindorfer, Randall Kroszner, Paul MacAvoy, Thomas Gale Moore, and Sam Peltzman. Their
assistance is most appreciated. They are not responsible for any errors.
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VOTE
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-VOTE

Explanatory Variable

Estimated Effect

F X S-Sy

Air pollution
Water quality
Party

Natural lands
Income
Income growth
Frost Belt

No significant effect
No significant effect
Significant negative
Significant negative
Significant positive (1 out of 9)
Significant negative
Significant positive (3 out of 9)
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Explanatory Variables

Determinants of the Percentage of
Anti-Strip-Mining Vote

Capture Model Capture and Ideology

Pro-environmental vote
Regulation-induced mine cost

Surface reserves

Underground coal reserves

SPLIT rights for strippable land

Environmental group membership in state
Unreclaimed value of land (stripped not restored)
Coal consumption in state

Surface coal mine groups

Underground coal mine groups

Environmental groups

Consumer groups in state
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Significant negative Significant negative
Significant negative Significant negative
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Negative Positive
Significant positive Positive
Significant positive Significant positive
Negative Significant negative
Negative Positive
Positive Positive
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Industry Fatality Rate (per 100,000 workers)

All industries
Agriculture*

Mining, quarrying*

Construction

Manufacturing

Transportation and public utilities
Trade*

Services*

Government

* Agriculture includes forestry, fishing, and agricultural services. Mining includes oil and gas extraction. Trade
includes wholesale and retail trade. Services include finance, insurance, and real estate.
Source: National Safety Council, Accident Facts, 1998 ed. (Itasca, IIl.: National Safety Council, 1998), p. 48.
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Chemical Label

Sodium Bicarbonate  Chloroacetophenone  TNT Asbestos
Change in fraction who consider job  ~350% +45% 3% 4580
above average in risk

Annual wage increase demanded 50 $1.900 $3.000  $5200
Change in fraction very likely or -230 +130 52 4630

somewhat likely to quit

Source: W. Kip Viscusi and Charles O’Connor, “Adaptive Responses to Chemical Labeling: Are Workers Bayesian
Decision Makers?” American Economic Review T4, no. 5 (December 1984): 949. Reprinted by permission.
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Infinite

Infinity
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Number of Percent of Average

Subscribers Households Monthly Basic Revenue
Year (millions) with Cable Cable Rate ($ billion)
1970 9.8 67 550 0337
1980 192 19.9 7.69 4470
1985 36.7 238 9.73 12.003
1990 517 56.4 1678 19.740
1995 63.0 634 23.07 24.945
2000 9.3 68.0 30.37 37.876

Source: 1996 U.S. Statistical Abstract Tables 876, 890, 892; 2003 U.S. Statistical Abstract Tables 1144, 1126, 1127
(U.S. Bureau of the Census).
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Year Texas Louisiana New Mexico* Oklahoma

1948 100 i 63 :
1949 65 i 61 :
1950 63 N 69 M
1951 76 b 74 i
1952 71 b 68 :
1953 65 90 63 :
1954 53 61 57 *
1955 53 48 57 60
1956 52 42 56 53
1957 47 43 56 52
1958 33 33 49 45
1959 34 34 50 41
1960 2 34 49 35
1961 2 32 49 31
1962 27 32 50 35
1963 2 32 54 31
1964 28 32 54 2
1965 29 33 56 7
1966 34 35 65 38

* Southeast area onl
¥ No fixed allowable schedule.

# Comparable data not available.

Source: Respective state conservation committees. Table is from Stephen L. McDonald, Petroleum Conservation in
the United States: An Economic Analysis (Baltimore: Johns Hopkins University Press, 1971). Reprinted by permis-
sion of Resources for the Future, Washington, D.C.
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Demand-Side Supply-Side Additional Expenditure
Year Deadweight Loss Deadweight Loss on Imports

1975 $1,037 $ 963 $11.550

1976 852 1,046 15,052

1977 654 1213 16496

1978 300 816 11,319

1979 627 331 17644

1980 1,038 530 34475

Source: Joseph P. Kalt, The Economics and Politics of Oil Price Regulation (Cambridge, Mass.: MIT Press, 1981).
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Fruit 632 274 100 104 136 196 232 260
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Coal 116 106 100 119 129 130 127 118
Grain 9% 100 100 107 "1 101 94 103

Source: Freight Commodity Statistics, 1970-1982, American Railway Association. Taken from Thomas Gale Moore,
“Rail and Trucking Reform,” in Leonard W. Weiss and Michael W. Klass, eds., Regulatory Reform: What Actually
Happened (Boston: Little, Brown, 1986). Copyright © 1986 by Leonard W. Weiss and Michael W. Klass. Reprinted
by permission of HarperCollins Publishers.
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Source: W. Kip Viscusi, Smoke-Filled Rooms: A Postmortem on the Tobacco Deal (Chicago: University of Chicago
Press, 2002).
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Estimated Estimated
Number of Internal Number of External ~ Estimated Cost Environmental
Activity Transactions Transactions Savings (millions) Quality Impact
Netting 5.000-12,000 None $25-$300 in permitting Insignificant in
costs; $500-$12,000 individual cases;
in emission control costs probably
insignificant in
aggregate
Offsets 1.800 200 Probably large, but not Probably
easily measured insignificant
Bubbles:
Federally approved 40 2 $300 Insignificant
State approved 89 0 $135 Insignificant
Banking <100 <20 Small Insignificant

Source: Robert W. Hahn and Gordon L. Hester, “Where Did All the Markets Go? An Analysis of EPA’s Emissions Trading
Program,” Yale Journal on Regulation 6, no. 1 (1989): 138. © Copyright 1989 by the Yale Journal on Regulation, Box 401A Yale
Station, New Haven, CT 06520. Reprinted from volume 6:1 by permission. All rights reserved.
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Program Period

Price Regulations

Economic Stabilization

Phase I 8/71 to 11/71
Phase Il 11771 to 1773
Phase Il 1/73 10 8/73
Special Rule No. 1 3/73 1o 8/73
Phase 1V 8/73 to 11/73

Reaction to Shortage
Emergency Petroleum Allocation  11/73 to 12/75
Act (EPAA)

Energy Policy and Conservation  12/75 to 9/81
Act (EPCA)

Compromising Decontrol
Administrative Decontrol 679 10 1/81

Windfall Profits Tax 3/80 to 10/88

Economy-wide price freeze.
Controlled price increases to reflect cost increase with
profit limitations.

Voluntary increases up to 1.5% annually for cost increases.
Mandatory controls for 23 largest oil companies.

Two-tier pricing: old oil at level of 5/15/73 plus $0.35,
new o, stripper oil, and “released” oil uncontrolled.

Same as Phase IV plus entitlements program.

Lower-tier (old) oil at $5.25, upper-tier (new) oil at
$11.28, stripper oil decontrolled (9/76), composite price at
$7.66, provision for inflation increases.

Under EPCA authority, phased decontrol of lower- and
upper-tier oil.

‘Tax on difference between controlled prices and market
price.

Source: This is an adapted and updated version of Chart 10-1 in Richard H. K. Vietor, Energy Policy in America
since 1945 (Cambridge: Cambridge University Press, 1984). Reprinted by permission of Cambridge University

Press.
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Minimum Efficient

Minimum Efficient

Four-Firm

Scale Plant as Percentage  Scale Firm as Percentage  Concentration
Industry of Total Market of Total Market Ratio
Beer Brewing 34 10-14 40
Cigarettes 66 612 81
Cotton Synthetic Fabrics 02 1 36
Paints, Varnishes, and Lacquers 14 14 2
Petroleum Refining 19 46 33
Shoes, Except Rubber 02 1 26
Glass Containers L5 46 60
Cement 17 2 29
Steel Works 26 3 48
Ball and Roller Bearings 14 47 54
Refrigerators and Freezers 141 14-20 7
Storage Batteries 19 2 61

Source: F. M. Scherer, A. Beckenstein, E. Kaufer, and R. D. Murphy, The Economics of Multi-Plant Operation: An
International Comparison Study (Cambridge, Mass.: Harvard University Press, 1975).
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Year Rail Truck Water Pipeline Air
1929 33 174 0.0
1939 9.7 17.7 0.0
1944 54 138 0.0
1950 . 163 154 0.0
1960 44.1 217 169 0.0
1970 39.8 213 164 02
1980 315 164 02
1988 37.0 2! 155 03
1996 400 217 142 04

* Includes both for-hire and private carriers.
Sources: Clifford Winston, Thomas M. Corsi, Curtis M. Grimm, and Carol A. Evans, The Economic Effects
of Surface Freight Deregulation (Washington, D.C.: Brookings Institution, 1990). Data for 1996 are from the
Association of American Railroads.
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Benchmark Market Structure Comparison Market Structure Price Reduction (Percent)

Staples only Staples + Office Depot 116
Staples + OfficeMax Staples + OfficeMax + Office Depot 49
Office Depot only Office Depot + Staples 86
Office Depot + OfficeMax Office Depot + OfficeMax + Staples 25

Source: Serdar Dalkir and Frederick R. Warren-Boulton, “Prices, Market Definition, and the Effect of Merger:
Staples-Office Depot (1997),” in John E. Kwoka, Jr., and Lawrence J. White, eds., The Antitrust Revolution: The
Role of Economics, 4th ed. (New York: Oxford University Press, 2004).
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Bill Item Use Factors Cost (dollars)
CALPX (energy charge) 600kwh x 0.024 14.40
Transmission charges 600kwh x 0.004 240
Distribution charges 600kwh x 0.036 21.60
Public purpose programs 600kwh x 0.004 240
State regulatory fee 600kwh x 0.0001 006
Nuclear decommissioning 600kwh x 0.0005 030
Trust transfer amount 600kwh x 00161 966
Competition transition charge 600kwh x 0.034 2040
10 percent rate reduction @.12)
Total 64.10

Source: www.cpuc.ca.gov. accessed December 16, 1998.





OEBPS/html/images/pg244.jpg
MC;(a,)

MCAq,)

$4

d

MC,(q;

4l
%)

MC,(a;





OEBPS/html/images/pg486.jpg
Marginal cost

oy





OEBPS/html/images/pg243.jpg
MCi(g))





OEBPS/html/images/pg146_1.jpg
$ A

506.25

450

400

>
Time





OEBPS/html/images/pg276a.jpg
7,(py.pa)=(100— p, +0.5p,)(p, — 15— w') (8.3)
7 (py.py) = (100 = p, +0.5p)(p, — 15— w?), (8.4)





OEBPS/html/images/pg276c.jpg
ITPLP2) _ 115 2p, +0.5p, +w' =0,
op.





OEBPS/html/images/pg353_1.jpg
1987

1988
1990

1992

1995
1996

1997

Seventeen independent service organizations (ISOs), including Image Technical Services, sue Eastman
Kodak in district court for using its monopoly over parts to monopolize the service market.

‘The district court of the Northern District of California grants summary judgment in favor of Kodak.
After the plaintiffs appeal the district court’s decision, the 9th Circuit Court of Appeals overtums the
summary judgment and remands the case for trial.

After Kodak appeals the circuit court’s decision, the Supreme Court agrees with the circuit court.

Jury trial begins in the district court of the Northern District of California.

Kodak is found guilty of monopolization. Damages of $24 million are assessed, which are then trebled
to $72 million. The Court issues a ten-year injunction requiring Kodak to sell parts to ISOs at
nondiscriminatory prices.

After Kodak appeals the District Court’s decision, the 9th Circuit Court of Appeals upholds liability
but requires a new trial for calculation of damages.
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Rate Case Earnings

Year Rate of Return Moratorium Sharing Price Caps Other
1985 50 0 0 0 0
1986 45 5 0 0 0
1987 36 10 3 0 1
1988 35 10 4 0 1
1989 29 10 8 0 3
1990 2 9 14 1 3
1991 19 8 19 1 3
1992 18 6 20 3 3
1993 17 5 2 3 3
1994 20 2 19 6 3
1995 18 3 17 9 3
199 14 4 5 24 3
1997 12 4 4 2 2
1998 13 3 2 30 2
1999 11 1 1 36 2
2000 7 1 1 40 2

Source: David E. M. Sappington, “Price Regulation,” in Handbook of Telecommunications, vol. 1, Structure, Reg-
ulation and Competition, Martin E. Cave, Sumit K. Majumdar, and Ingo Vogelsang, eds. (Amsterdam: Elsevier,
2002). p. 237.
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1980 1990 1995 2000

Environmental and risk regulation 9 151 267
Price and entry controls 364 236 218
Paperwork 143 206 236
Total regulatory costs 606 594 668 721

Source: Thomas Hopkins, “Regulatory Costs in Profile.” Policy Study Number 132 (Washington University, St.
Louis, Mo. Center for the Study of American Business, August 1996).
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: Weidenbaum Center, Washington University, and Mercatus Center at George Mason University. Derived from the Budge
of the Dniindl Skites Govermmand et related dhiciniexite: arions fiscsl yoas
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Withdrawn by agency L8 31 25 28 46 60 43 52 51 51 Al 31 39 20 76 69
Returned for L6 15 10 LI 04 04 00 05 00 08 00 00 00 26 07 03
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Emergency, statutory, or 14 12 25 30 18 18 37 21 18 04 08 22 12 14 55 14
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Note: Al date e o cledr yeo. Some not sum o ing. In additi i 102.7 percent
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1970 1950 1990 2000 2003 2004 2005 200304 2004-05

Social Regulation

Consumer safety and health 28,730 314 04 21
Homeland security 46512 121912 -13 13
Transportation 7497 -2 -2
Workplace 13,610 12 10
Environment 20057 09 00
Energy 3203 199 33 16
Total Social Regulation 119,699 206,103 208479 0.7 12
Economic Regulation
Finance and banking 4969 9524 16353 14188 12562 19 -03
Indusuy-specific regulation 18,548 11885 7977 6438 6667 10 L5
General business 6609 9. 9611 12,500 14765 77 29
Total Economic Regulation 30,126 30,660 33941 33135 32203 3994 41 14
GRAND TOTAL 85392 147731 153640 173195 239671 239624 242473 00 12

Annualized percentage change 56 04 2 na 00 12

* Employment described is full-time equivalent employment; years are fiscal years.
Source: Weidenbaum Center, Washington University, and Mercatus Center at George Mason University. Derived from the Budger
of the United States Government and related documents, various fiscal years.
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Percent Changing Airport Fare

Airport Planes Premium (percent) Rank by Size
Charlotte 757 188 20
Atlanta 690 172 3
Memphis 617 274 29
Dallag/Ft. Worth 6538 205 2
Pittsburgh 62.1 159 16
Salt Lake City 613 19.1 2
St. Louis 562 -40 13
Chicago, O'Hare 557 1438 1
Denver 541 153 7
Minneapolis 510 315 15
Houston, Intercontinental 495 156 19
New York, Kennedy 413 29 6
Detroit 436 -07 1
Baltimore 405 26
Phoenix 331 9
Miami 310 14
Seattle 273 ¥ %
San Francisco 253 -15 5
Los Angeles 252 -53 4
Philadelphia 249 12 2
Honolulu 24 -208 17
Newark 196 1.5 12
Las Vegas 189 -278 2
Houston, Hobby 175 234 30
Orlando 168 -156 21
Boston 138 90 10
‘Washington, D.C., National 11 107 18
Tampa 110 -124 7
San Diego 66 -18.1 25
New York, La Guardia 62 95 8

Source: Severin Borenstein, “The Evolution of U.S. Airline Competition,” Journal of Economic Perspectives 6

(Spring 1992): 45-73.
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Dallas— Dallas— Dallas— Houston—
Fare Type Houston Harlingen San Antonio Harlingen

CAB Interstate

First class $48.00 $51.00

Coach 35.00 $57.00 37.00 $42.00
Economy 32.00 51.00 33.00 38.00
Southwest Intrastate

‘Executive class™ 25.00 40.00 25.00 25.00
‘Pleasure class™ 15.00 25.00 15.00 15.00

Source: Simat, Helliesen and Eichner, Inc., “The Intrastate Air Regulation Experience in Texas and California,” in
Paul W. MacAvoy and John W. Snow, eds., Regulation of Passenger Fares and Competition among the Airlines
(Washington, D.C.: American Enterprise Institute for Public Policy Research, 1977). Reprinted with permission of
the American Enterprise Institute for Public Policy Research, Washington, D.C.
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Frequency of Change Sample

Ownership Category 0 1 2 3 4 5 size
Public 3 4 1 3 1 1 100
Private 13 59 18 4 1 0 100

Source: Louis DeAlessi, “Managerial Tenure under Private and Government Ownership in the Electric Power
Industry.” Journal of Political Econonty 82 (May/June 1974): 649,
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Year Number of Companies Number of Plants Five-Firm Concentration Ratio (Percent)
1947 404 465 19.0
1954 262 310 249
1958 211 252 28.5
196364 150 211 39.0
196768 124 153 476
1974 57 107 64.0
1978 196 743
1983-84 35 73 839
1986-87 29 67 88.1
1989-90 29 61 88.6
1992 29 58 874
1995 2 7 89.9
1997 58 89 88.1
1998 89 115 87.2

Source: Kenneth G. Elzinga, “Beer,” in Walter Adams and James Brock, eds., The Structure of American Industry,

10th ed. (Upper Saddle River, N.

+ Prentice Hall, 2001).
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