
CHAPTER 6

Reforming Government Regulation of
Economic Activity

GOVERNMENT REGULATION OF ECONOMIC ACTIVITY ex-
panded rapidly during the 1970s. Although regulation can serve
useful purposes, changes in the world and national economies have
aroused increasing concern that regulation is imposing excessive bur-
dens on individuals and businesses. This chapter focuses on the Ad-
ministration's efforts to reform the regulatory process. The present
scope of Federal regulation is reviewed, and a framework is present-
ed for judging the desirability of specific regulations. This framework
is then used in reviewing the status of regulation in a number of im-
portant industries and sectors of the economy. The chapter con-
cludes with a set of guidelines for regulatory reform.

THE GROWTH OF FEDERAL REGULATION

The number and size of the agencies devoted to carrying out Fed-
eral regulation have expanded rapidly during the past 15 years. Since
the mid-1960s we have seen the formation of the Consumer Product
Safety Commission, the Environmental Protection Agency, the De-
partment of Energy, and the Occupational Safety and Health Admin-
istration, to cite just the better known ones. The recent growth in the
number and size of regulatory agencies has been greater than that
which took place during the New Deal period (Chart 6-1).

The direct costs of Federal regulatory activities to the taxpayers
are large. As shown in Table 6-1, the regulatory expenses of Federal
agencies were $2.8 billion in fiscal 1974 and increased to $5.5 billion
in fiscal 1979. A further increase to $7.1 billion was budgeted for
1981van amount 50 percent higher in constant dollars than the 1974
total.

It is apparent that the biggest budgets are not those for the inde-
pendent regulatory commissions, such as the Interstate Commerce
Commission or the Federal Communications Commission. The larg-
est proportion of funds in recent years has been devoted to broader
regulatory activities, such as those conducted by the Environmental
Protection Agency, and the Department of Agriculture (mainly food
inspection).
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Chart 6-1

Growth of Federal Regulatory Agencies
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REASONS FOR REGULATION

Why do governments become involved in regulating private eco-
nomic activity? The question is not, of course, a simple one to
answer, and numerous justifications for public intervention in the pri-
vate sector have been offered. The basic reason advanced by econo-
mists is the occurrence of "market failure"—that is, the failure of
competitive market forces to function efficiently in the allocation of
goods and services. When there is no market failure, most econo-
mists would conclude that decentralized market decisions are superi-
or to centralized government regulation.
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Although regulation is often used by the government as a means of
correcting market failure, regulatory action is not necessarily the only
means available. For instance, consumers can be provided with infor-
mation about goods or services offered for sale. Special taxes can be
levied on polluters, or property rights could be extended to include
the resources subject to pollution as discussed in Chapter 2.

TABLE 6-1.—Regulatory outlays of Federal agencies, fiscal years 1974-81

[Fiscal years; millions of dollars]

Agency

TOTAL

Agriculture

Commerce

Defense

Energy

Health and Human Services

Interior

Justice

Labor

Transportation

Treasury

Civil Aeronautics Board

Commodity Futures Trading Commission

Comptroller of the Currency

Consumer Product Safety Commission

Environmental Protection Agency

EQual Employment Opportunity Commission

Federal Communications Commission

Federal Deposit Insurance Corporation

Federa! Energy Regulatory Commission

Federal Maritime Commission ..

Federal Trade Commission

International Trade Commission

Interstate Commerce Commission

National Labor Relations Board

National Transportation Safety Board

Nuclear Regulatory Commission ...

Securities and Exchange Commission

All other

1974

2,834

410

76

10

33

165

5

22

208

466

161

89

50

19

629

42

38

58

27

6

32

7

38

55

8

80

35

65

1975

3,268

447

75

16

6

201

6

30

257

460

166

81

1

65

34

850

56

48

66

34

7

39

8

44

61

9

86

44

71

1976

3,598

475

86

22

40

218

9

31

314

506

185

91

11

77

38

772

59

52

74

36

8

44

10

47

68

11

180

51

83

1977

4,062

590

94

32

49

245

13

35

332

603

246

103

13

83

40

718

72

56

88

41

8

52

n
59

81

13

231

54

100

1978

4,916

921

99

38

79

276

22

45

373

679

267

101

14

91

40

885

74

64

105

38

9

59

12

65

90

16

271

61

122

1979

5,518

979

115

43

82

300

55

66

446

767

288

99

15

97

39

1,024

92

70

115

50

10

63

12

67

97

15

309

66

137

1980

6,526

1,258

129

41

132

326

105

62

486

865

317

117

16

113

44

1,259

131

76

116

67

11

68

14

77

109

18

378

74

117

1981 *

7,088

1,213

147

45

144

347

184

60

539

971

335

147

19

127

42

1,321

140

80

130

79

12

69

18

77

119

18

435

78

192

1 Data for 1981 are estimated using the budget revisions made in March 1981.

Source: "Directory of Federal Regulatory Agencies," Center for the Study of American Business, 3rd Edition, 1981.

Outside the realm of market failure, it is often claimed that "dis-
tributive justice," a concern about political or social equity, is a
reason for governmental intervention. In other words, the govern-
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merit's involvement is seen primarily as a way of bringing about a
transfer of wealth to a worthy segment of society. But in practice a
small group (that is, a "special interest'*) usually benefits at the ex-
pense of the mass of consumers. This type of regulation is different
from that designed to correct market failure, although the stated
rationale may be similar. Although economics cannot provide suffi-
cient guidance to resolve equity issues, it can assist by identifying the
costs and benefits of alternative policies addressed to these issues.

AN OVERVIEW OF REGULATION

Many Federal rules have yielded benefits to the public. The auto-
mobile emission standards, for example, have substantially reduced
emissions from this source.

Regulations, however, can also impose substantial costs on society.
Regulations themselves can create problems which call for additional
regulations. Furthermore, the resources used to comply with regula-
tions are diverted from other activities, with a resultant loss in pro-
ductivity and economic growth. Restrictions on the development of
nuclear energy, for example, have resulted in expanding coal mining,
which increases the probability that coal miners will be injured. Nor
is it likely that the costs and benefits of regulations will be evenly
shared. One group in society may receive the bulk of the benefits
from a Federal regulation, while the costs are borne primarily by
some other group. For example, regulations making it uneconomical
to use low sulfur (low-polluting) coal have been supported by people
in areas producing high sulfur coal. To the extent that these regula-
tions have been successful in making low sulfur coal uneconomical,
the producers in the low sulfur coal areas and consumers generally
are losers as a result.

BENEFIT-COST ANALYSIS OF GOVERNMENT REGULATION

Interest has risen in efforts to determine more precisely the bene-
fits and the costs of regulation. The motive for incorporating benefit-
cost analysis into the regulatory decisionmaking process is to achieve
a more efficient allocation of government resources by subjecting the
public sector to the same type of efficiency tests used in the private
sector. In making an investment decision, for example, business ex-
ecutives compare the costs to be incurred with the expected rev-
enues. The investment is likely to be pursued only if the expected
costs are less than the expected revenues.

The government agency decisionmaker does not face the same
array of economic incentives and constraints. If the costs of an
agency action exceed the benefits, the result may not have an imme-
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diate adverse impact on the agency. Analytical information on eco-
nomic costs has in the past rarely existed in the public sector, so that,
more often than not, the governmental decisionmaker has not been
aware of approving a regulation that is economically inefficient. The
aim of requiring agencies to perform benefit-cost analysis is to make
the regulatory process more efficient and to eliminate regulatory ac-
tions that, on balance, generate more costs than benefits. This result
is not assured by benefit-cost analysis, since political and other im-
portant considerations may dominate the decisionmaking. Even in
those cases, however, benefit-cost analysis may provide valuable
guidance.

The review of a proposed Federal regulatory activity should in-
volve analysis of three types of questions. The first is whether some
form of market failure has occurred that warrants the imposition of
regulation. The second is whether Federal regulation, in contrast to
State and local regulation, is appropriate. The last question, assum-
ing the response to the first two is positive, is whether a specific reg-
ulation will increase net benefits to society. Traditionally, much of
the responsibility for answering the first two questions has fallen on
the Congress, while the last question has been addressed by the reg-
ulatory agencies.

Careful analysis of the first two questions, unfortunately, has often
been neglected. Such analysis should address itself to whether there
is any significant market imperfection in the absence of regulation.
Observed differences in safety conditions among workplaces, for ex-
ample, are not sufficient evidence of a market imperfection, because
employer and employee knowledge of these conditions may lead to
compensating differences in wages and employment conditions. Ob-
served differences in economic outcomes among demographic
groups are not sufficient evidence of discrimination because these
differences may be the result of nondiscriminatory processes. More
careful analysis of these types of issues is necessary to determine the
existence and nature of any market imperfection.

For Federal regulations, in addition, it is important to determine
whether the nature of the imperfection is such that Federal regula-
tion, rather than State or local regulation, is appropriate. Federal
regulation is most likely to be appropriate where the externalities of
an activity in one State have substantial effects in other States or
countries, the activity affects basic constitutional rights, or interstate
commerce would be significantly disrupted by varying local regula-
tions. In the absence of these conditions, State and local regulation is
likely to be more efficient by more accurately reflecting local prefer-
ences and conditions.
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When some Federal regulation is clearly appropriate, an analysis of
its benefits and costs can provide valuable information to help select
the form and extent of the regulation. In practice, a benefit-cost anal-
ysis will not always be a sufficient basis for resolving all controversy
about the regulation. Given the increasing concern about the efficien-
cy of Federal regulations, however, a more general use of benefit-
cost analysis can contribute to a broader consensus on appropriate
changes in the nature and degree of Federal regulations.

QUANTIFICATION

The benefits and costs attributable to regulation are the difference
between the benefits and costs that would occur because of regula-
tion and those that would prevail in its absence. Although this idea
may seem straightforward, its application can be complex. Determin-
ing what would occur in the absence of regulation may involve a con-
siderable amount of judgment.

Sometimes the indirect effects of regulation may be as important as
the direct ones. Consider, for example, the question of tighter stand-
ards on emissions from new automobiles. Higher new car prices, at-
tributable in part to these tighter standards, have reduced the rate at
which older cars with higher emissions are being scrapped. A recent
study indicates that the tighter emission standards implemented in
the 1981 model year may increase total emissions for several years as
a result of this process.

Even when it is not possible to put a dollar sign on benefits, a
cost-effectiveness analysis still can be helpful by ranking the relative
economic efficiency of alternatives. By using this method, originally
developed for military programs, estimates can be made of the costs
of different ways to accomplish an objective. Cost-effectiveness analy-
ses permit policymakers to identify least-cost solutions. In this more
limited approach, the analyst begins with the assumption that the
regulatory objective is worth achieving. This approach may be par-
ticularly useful in dealing with programs to reduce personal hazards.
Instead of dealing with such a difficult conceptual question as the
economic value of human life, the emphasis shifts to identifying regu-
latory approaches that would maximize the number of lives saved for
a given amount of resources.

Reliable measures of costs and benefits are not easily achieved or
always possible. Should the loss of a forest, for example, be meas-
ured only by the value of the timber cut? What of the beauty de-
stroyed? What of the area's value as a wildlife habitat? Such unquan-
tifiable questions usually arise in the course of making a decision
about any Federal regulation.
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However, the difficulties involved in estimating benefits or costs
need not serve as a deterrent to analysis. Merely identifying impor-
tant but often overlooked impacts may be useful to the decisionmak-
ing process. An example on the cost side is the beneficial drugs that
are not available because of regulatory obstacles. An example on the
benefit side is the more productive work force that results from a
lower rate of accidents on the job.

THE EVOLUTION OF REGULATORY REVIEW

The last decade has been marked by a shift in emphasis from in-
dustry-specific regulations to rules affecting specific aspects of the
operation of virtually all industries, such as occupational safety and
environmental protection.

The recent expansion of Federal regulatory activity has occurred
despite the fact that the Federal Government has no explicit power
to regulate intrastate economic activity. The 10th amendment, which
reserves to the States and the people all powers not delegated to the
United States, confirms the States' powers to enact laws to protect
public health, safety, morals, and general welfare. The Federal Gov-
ernment was not given comparable power, except as such activity af-
fects interstate commerce.

The recent growth of Federal regulation of economic activities has
been based largely on broadened judicial interpretation of the scope
of the "commerce clause," which gives the Congress the power "to
regulate Commerce with foreign Nations, and among the several
States, and with the Indian Tribes." Until the Great Depression, Fed-
eral regulation of the economy was small in comparison to control
exercised by the States. Since that time, however, Federal regulation
has expanded and numerous Federal regulatory agencies have been
created and given broad discretion by the Congress to regulate the
economic activity of private institutions. But the Congress and the
executive branch have been limited in their ability to control the spe-
cific decisions of regulatory agencies, although both can exert some
control through the appointments process, the budget, and changes
in enabling statutes.

Concern has grown that many of the decisions of regulatory agen-
cies are economically inefficient. Explicit guidance to an agency to
weigh the costs and benefits of its decisions has been Federal law
since it was included in the Rivers and Harbors Act of 1902. The
benefit-cost procedure was explicitly required for the first time under
the Flood Control Act of 1936. Until the 1970s, however, the benefit-
cost technique was used with regularity only in reviewing expenditure
programs.
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In 1975 a major expansion in the use of benefit-cost analysis
occurred when the President directed regulatory agencies to prepare
"inflation impact statements" to accompany proposed rules. Under the
next Administration this approach was modified to require "regulatory
analyses,'* However, it was stressed that its requirements for regulatory
analysis should not be interpreted as subjecting proposed rules to a
benefit-cost test.

Regulatory relief is a key element of the President's economic re-
covery plan, along with expenditure restraint, tax cuts, and monetary
stability. Executive Order 12291, issued on February 17, 1981, di-
rects agencies, to the extent permitted by law, to use benefit-cost
analysis when promulgating new regulations, reviewing existing regu-
lations, or developing legislative proposals concerning regulation.
Administrative decisions on regulations are to be based on adequate
information concerning the need for the regulations and their eco-
nomic consequences. Not only must the benefits from the regulation
exceed the costs, but the Executive order requires that the approach
selected (where alternative approaches exist) should be chosen to
maximize net benefits.

In the case of major rules, agencies must publish preliminary and
final regulatory impact analyses (RIAs) that set forth conclusions re-
garding the benefit-cost balance and feasible alternatives. Major rules
consist of those that will have any of the following three effects: (1)
an annual effect of $100 million or more; (2) a major increase in
costs or prices; or (3) a significant adverse effect on a specific indus-
try or on the economy in general. Regulatory impact analyses are to
include: (1) a description of the potential costs and benefits of the
proposed rule; (2) a determination of its potential net benefits; and
(3) a description of feasible cheaper alternatives with an explanation
of the legal reasons why such alternatives, if proposed, could not be
adopted. The analyses and rules must be submitted to the Office of
Management and Budget before publication in the Federal Register.

In addition, regulatory agencies must review rules currently in
effect and prepare regulatory impact analyses for those which are
classified as major. The Executive order also requires agencies to
publish semiannual calendars of proposed regulations and current
regulations that are under review.

To spearhead the Administration's regulatory relief efforts, the
President created the Task Force on Regulatory Relief, which is
chaired by the Vice President. The task force reviews proposed regu-
lations, using the guidelines established by Executive Order 12291,
and is assessing existing regulations with an eye toward their revi-
sion. During 1981 the task force earmarked 100 existing rules and
paperwork requirements for review, and more than a third of those
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reviews have already resulted in formal proposals or final action to
eliminate or revise the rules and programs involved. The task force
will designate other existing programs for review, and it will continue
to press for formal action to implement the conclusions of the
reviews.

Through December 31, 1981, the Office of Management and
Budget (OMB) had reviewed 2,715 proposed regulations and had ap-
proved 2,546 as being consistent with the Executive order. These
numbers do not reflect the number of regulations that were evaluat-
ed within the agencies and found to be inconsistent with the Execu-
tive order and therefore not submitted to OMB. Agencies have
issued 40 major regulations. Nineteen were supported by regulatory
impact analyses, while analyses of the 21 others were waived for such
reasons as emergency conditions.

Although the Executive order is an important procedural reform,
some important regulatory areas are still immune from OMB review.
These are areas under the regulatory authority of independent agen-
cies, such as the Federal Trade Commission, and programs under the
authority of executive branch agencies which are guided by other
standards based on their enabling legislation. In these areas it will
take legislative changes to open up regulatory activities to OMB
review.

Recent court decisions have demonstrated the importance of in-
cluding specific economic efficiency criteria in the enabling legisla-
tion of agencies. In its June 1981 decision on standards established
for acceptable levels of cotton dust in textile plants, the Supreme
Court held that an agency must meet the standard of "feasibility" if
that is the standard established by its enabling legislation, whether or
not the regulation is reasonable on the basis of other criteria, such as
economic efficiency.

Just as a standard of feasibility can cause agencies to make ineffi-
cient regulatory decisions, so can a standard of reasonableness. For
example, the Fifth Circuit Court held that Interstate Commerce Com-
mission (ICC) guidelines that allowed motor carriers to seek the re-
moval of restrictions on which commodities they might carry, but
only by choosing to carry commodities in one of three categories, ex-
ceeded ICC's authority under the Motor Carrier Act of 1980 to "rea-
sonably broaden" existing carrier certificates. Although the guide-
lines could be supported on economic grounds as increasing compe-
tition, they were rejected by the court because they failed to meet the
legal definition of "reasonable." Although the agency can still exer-
cise some discretion in broadening categories, substantial further de-
regulation of the for-hire trucking industry may be dependent on a
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change in the law that would eliminate limitations on the commod-
ities that a certificated carrier can transport.

The Administration has also been working with the Congress on
legislation that would require economic analysis of proposed regula-
tions. The Congress has held extensive hearings on several bills that
would require all Federal regulatory agencies to analyze the costs and
benefits of their major regulations. The Administration is supporting
S. 1080, which would codify the requirements of Executive Order
12291 so that it would apply to all agencies. In addition, the bill
would require that each major rule be reviewed every 10 years.

THE CLEAN AIR ACT AND ECONOMIC ANALYSIS

The most important regulatory enabling legislation now being re-
viewed by the Congress is the Clean Air Act. Many of the questions
that permeate social regulation arise in the case of this landmark law.
The Council of Economic Advisers has developed three general prin-
ciples which illustrate the role of economic analysis in designing a
regulatory program such as the Clean Air Act.

First, Federal regulation should focus on situations where there is a clear na-
tional problem. An example of this approach would be strengthening
Federal responsibility for dealing with air pollution transported
across State and national boundaries while leaving air pollution prob-
lems that are local in nature to State or local governments whenever
practical.

Second, the benefits and costs of regulation should be considered in designing
a new regulatory program. For example, various emission standards
could be set at levels at which the incremental benefits are equal to
the incremental costs, and benefits and costs could be considered
when determining State implementation strategies.

Third, consumers, businesses, and State and local governments should be
granted flexibility in the way they meet Federal standards. Thus, those sub-
ject to regulation would be encouraged to use the lowest cost means
for achieving standards.

The following discussion shows how these three principles relate
to several important provisions of the Clean Air Act.

LONG-RANGE TRANSPORT

The pollution control programs established under the current
Clean Air Act focus on improving ground-level air quality relatively
near the sources of pollution. Although the act contains provisions
for States to notify the Environmental Protection Agency (EPA) if a
neighboring State is "exporting" its pollution, EPA's authority to
order remedies is limited. Moreover, the States typically have been
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unable to arrive independently at appropriate and inexpensive solu-
tions to such problems through negotiation or litigation. Therefore,
a case can be made for strengthening Federal involvement in air pol-
lution problems which transcend State or national boundaries.

AMBIENT AIR STANDARDS

The Clean Air Act requires EPA to set uniform primary and sec-
ondary National Ambient Air Quality Standards (NAAQS) for several
pollutants that are considered to endanger public health and welfare.
The primary NAAQS are to be set at levels adequate to "protect the
public health," with an "adequate margin of safety** to account for
scientific uncertainties. However, a Federal court has ruled that the
consideration of costs in setting the primary standards is prohibited.

The secondary standards are to be set at levels that protect the
public welfare, which covers such things as property damage. The
consideraton of costs is also constrained in setting secondary stand-
ards.

If the Federal Government were given effective authority to regu-
late pollution that crosses State and national boundaries, then the
States could play a major role in establishing the primary air quality
standards and an exclusive role in establishing secondary standards.
The Federal Government could set a presumptive primary ambient
air standard, but the States would be free to modify the national pri-
mary standard applicable to them in light of local conditions. The
setting of secondary standards could be left entirely to the States.
The desirability of such changes, of course, depends on a variety of
factors in addition to economic impact.

TECHNOLOGY-BASED STATIONARY SOURCE STANDARDS

The Clean Air Act requires EPA and the States to establish emis-
sions standards for stationary sources. EPA must set new source per-
formance standards primarily on the basis of the cost and availability
of control technologies and the financial strength of the individual
industries.

The current system of technology-based emissions standards, how-
ever, creates numerous difficulties. EPA does not consider benefits
when setting stationary source standards. The standards are set
primarily on the basis of the feasibility of the control technology,
subject to an industry's ability to pay for the controls. The benefits
and costs of air pollution control are, therefore, only considered indi-
rectly.

Second, under these standards the marginal cost of emission con-
trols may vary widely among different sources within a given region,
thereby unnecessarily increasing the total costs of abatement. For ex-
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ample, more stringent controls on new sources than on existing
sources often lead to a much higher marginal cost per ton of pollut-
ant removed in new plants than in old, even though a ton of pollut-
ant causes comparable health damage, regardless of its source. The
requirement for more stringent standards on new sources may inhibit
plant modernization and, by delaying the replacement of older
plants, may even increase near-term pollution.

Many students of the subject have urged that the current system be
changed to a system in which marketable permits would be used as
the principal means of achieving control over stationary source emis-
sions. Under a marketable permit system, the State or local pollution
control authority would issue a number of emissions permits consist-
ent with ambient air quality goals. In areas currently within the
standards but experiencing economic growth, the operators of exist-
ing sources of pollution would have an incentive to sell their permits
to new polluters when the market value of the permits exceeded the
costs of controlling existing sources of pollution. This would ensure
that ambient standards were achieved at lowest total cost. In areas
not yet meeting the standard, some of the emissions permits would
expire on a predetermined schedule to bring the area into compli-
ance. In this view, the trading of permits among sources would help
to assure that the standard was reached using the most efficient con-
trols.

EPA has been moving toward a transferable permit system with its
"bubble," "emission banking/' and "offset" policies. However, EPA's
efforts are seriously constrained by statutory directives that require
the establishment of various technology-based standards for different
types of sources of air pollution.

In addition, the 1977 amendments to the act require new source
performance standards for fossil-fuel-fired stationary sources to be
set in terms of a percentage reduction from uncontrolled emissions
rates rather than as a maximum allowable emissions rate. Hence, the
percentage reduction in emissions must be the same for both low
and high sulfur coal. Since low sulfur coal is generally more expen-
sive than high sulfur coal and the legislation requires that the per-
centage reduction in emission rates be the same for sources using
either type of coal, the legislation creates an incentive to burn high
sulfur coal even though low sulfur coal might be the most cost-effec-
tive method of meeting the goals of the legislation.

MOBILE SOURCE STANDARDS

The Clean Air Act directs EPA to enforce uniform national stand-
ards for motor vehicle emissions. California has been allowed to
maintain a more stringent set of standards for vehicles sold in that
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State. In the view of some analysts, the uniform Federal standards
result in overcontrolling motor vehicle emissions in some relatively
clean areas and perhaps undercontrolling emissions in some relative-
ly polluted areas.

An alternative approach would be to allow EPA to issue two sets of
standards: a stringent set for autos registered in areas with severe air
pollution problems, and a less stringent set for autos registered in
relatively clean areas. Each State would decide which of the two sets
of standards its cars would be required to meet, which would depend
on the State's ambient air standards.

According to its proponents, such a strategy would not cause sig-
nificant environmental or health damage, since ttye less stringently
controlled vehicles would be registered in areas where additional
automotive emissions would not violate the standards. Moreover,
studies show that such a strategy might substantially reduce the na-
tional costs of controlling automotive emissions.

The Clean Air Act has been interpreted to mean that every auto-
mobile line must meet applicable national emissions standards. This
prevents EPA from allowing the manufacturers to meet the standards
by averaging the results of different model lines. An alternative ap-
proach, allowing EPA to use an averaging procedure in determining
compliance, might save consumers millions of dollars. Such a change
would not increase overall emissions and thus presumably would
leave average public health conditions unaffected.

The Clean Air Act requires that, smarting in the 1984 model year,
all cars and light trucks must meet the act's high altitude standards,
regardless of the area in which the vehicles are sold. This require-
ment will have the effect of significantly increasing the amount of
emissions control required of all cars. Since only 3.5 percent of the
country's cars are sold at the specified high altitudes (principally in
and around Denver), this uniform national requirement may require
a large amount of unnecessary expenditures.

HAZARDOUS EMISSIONS STANDARDS

The Clean Air Act instructs EPA to prepare a list of air pollutants
that may cause serious damage to human health and to set emissions
(but not ambient) standards for them. The emissions standards are to
be set at levels which provide "an ample margin of safety to protect
the public health."

Consideration of benefits and costs is not prohibited in listing the
pollutants or setting emissions standards, but it is not required
either. In its rulemakings to date and in its proposed "Airborne Car-
cinogens Policy," EPA has not always balanced the benefits of air
pollution control against its costs.
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THE CONTROL OF HEALTH CARE COSTS: A CONTRAST OF
APPROACHES

The policies of this Administration toward the health care industry
offer an interesting contrast to the policies of earlier Administrations.
Few analysts doubt that there are serious economic problems in this
industry. The previous Administration attempted to solve these prob-
lems by proposing a Hospital Cost Containment Act, but the Con-
gress did not pass the proposed bill, which would have imposed a
detailed regulatory scheme on hospital managements. This Adminis-
tration has examined the basic causes of inefficiencies in medical care
and is attempting to change the factors which lead to them. These
inefficiencies are due to inappropriate tax policy and to inadequate
incentives for both consumers of medical services and providers of
health care to reduce costs. In this section the structure of the industry
will be examined to show the nature of the problems, and the changes
proposed by the Administration to resolve these problems are
discussed.

THE INDUSTRY

The health care industry is large, and it is growing rapidly. In 1980
the Nation spent nearly $250 billion on health, representing 9.4 per-
cent of the total gross national product (GNP), substantially more
than the $42 billion and 6.0 percent of GNP in 1965. Prices for
health care have risen more rapidly than prices as a whole through-
out the postwar period. From 1975 to 1980 prices in the health
sector rose at an annual rate of 9.1 percent, compared to a rise of 7.4
percent for all personal consumption.

Rising expenditures resulted in a larger quantity and a higher qual-
ity of health care, as well as better access for the poor and elderly to
medical services. But because of the structure of the health care in-
dustry, this expansion caused a substantial amount of waste. Were
the rising expenditures simply due to changing consumer prefer-
ences, rising incomes, or improved technology, there would be no
policy problem. The manner in which people choose to make unsub-
sidized purchases is generally not a policy matter. Much of the in-
crease, however, has been due to perverse incentives that are built
into the medical system. A set of arrangements for buying and selling
health services has developed which insulates the participants from
the economic consequences of their actions and raises serious ques-
tions about the effectiveness of these increased expenditures in
buying more "health." The major problems are the prevalence of
third-party payments and the exclusion of employer contributions for
health insurance from the taxable income of employees.
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A major defect of the system is a lack of competitive forces among
those who supply health care. Providers of care who are paid accord-
ing to the costs they incur—cost-based reimbursement—have little in-
centive to provide care in a cost-effective manner. Retrospective pay-
ments, where payments are based on expenses previously incurred, re-
quire large administrative bureaucracies in the private as well as.the
public sectors, and provide little reward for attempts to improve
efficiency.

Health maintenance organizations (HMOs), which provide virtually
complete coverage for a flat premium, have introduced an element of
competition into the supply side of the industry. The incentives for
efficient use of health resources rest with the HMOs, not the pa-
tients, and health maintenance organizations appear to have succeed-
ed in reducing hospitalization use among their members.

Third-Party Payments
Meanwhile, third-party payments by private insurance companies

or through government programs lower the prices of medical serv-
ices to people covered by the programs, thus increasing the quantity
of medical services which they seek and bidding up total medical
costs. The larger the fraction of costs borne by third parties, the
larger the effect of third-party payments on the price and quantity of
services consumed.

Two-thirds of the personal health care expenditures of $218 billion
in 1980 were paid by third parties. One hundred and seventy million
people have private insurance for hospital care, 18 million of the
nonelderly poor are covered under medicaid, and 24 million elderly
receive medical care under the medicare program. (There is some
overlap among people in these categories, particularly private plans
and medicare.) About 23 million people in the country do not have
public or private insurance coverage.

The particular provisions of insurance plans determine the prices
that individual patients face and the effect of third-party payments on
demand. For example, a system of deductibles and copayments
makes the individual share in the costs. It leads to a more efficient
use of resources than a plan that covers all medical expenses, begin-
ning with the first dollar of expense. With "first-dollar'* coverage, the
individual has no financial incentive not to seek treatment if it has
any chance of being beneficial, regardless of its cost. First-dollar cov-
erage is necessarily more "shallow" than cost-sharing plans with the
same premium and provides less insurance against unexpected seri-
ous illnesses.

The extent of first-dollar coverage and its costs to the individual
vary greatly, but it is prevalent in the private sector. In the public
sector one finds medicare, which, like first-dollar coverage, is not de-
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signed to encourage efficient use of health care resources. The medi-
care program only imposes cost sharing late in the hospital stay,
when the patient can least afford it and when it is least likely to influ-
ence doctor or patient behavior, and it puts no limit on the out-of-
pocket costs people can incur. States are required to provide basic
services to medicaid recipients but are unable to require even mini-
mal copayments. Instead, nonmarket mechanisms, such as regulation
and rationing of services, are used to restrain utilization and costs.

Since most people are risk-averse they seek to avoid large and un-
certain costs, such as those which may be imposed by a serious ill-
ness. This is why individuals buy insurance, even though the cost of
insurance is greater than the expected value of the benefits. Expenses
which are relatively small and predictable, on the other hand, are
generally not covered by insurance. It is not rational for medical in-
surance to provide first-dollar coverage, since much of this insurance
would be for predictable routine expenses. Rational medical insur-
ance would contain coverage against catastrophic occurrences where
medical expenses might bankrupt an individual. The reality is quite
different from the logical arrangement just outlined. Some private
plans provide first-dollar coverage but no catastrophic coverage. This
is also true of medicare.

The inefficient use of resources that results from third-party pay-
ments leads to higher insurance premiums, even though the insurance
is sold in the private market, where competitive forces presumably
would lead to a lower premium. One reason why this does not
happen is that employer contributions for health insurance premiums
are not subject to payroll or income taxes.

Tax Exclusion

This tax exclusion lowers the price of health insurance to employ-
ers and employees, thereby leading to greater spending on insurance
than if employer contributions for health care were included in tax-
able income or if individuals bought insurance with their own money.
For the employee in the 30 percent income tax bracket paying social
security tax of 6.65 percent, a $100 contribution by the employer to
health insurance costs the worker in effect only $63.35 compared to
receiving the $100 as taxable income and buying the insurance di-
rectly. Even though the worker may not want to spend another $100
of his own money on health insurance, if he values the additional in-
surance at more than $63.35, he will prefer that his employer put the
$100 into health insurance rather than into his taxable earnings. For
workers in higher tax brackets the amount of inefficiency is even
greater. Employers also prefer to put the $100 into insurance premi-
ums rather than into wages, since they do not pay social security and
unemployment insurance taxes on the premiums.
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The dilution of competition in the health care industry and the re-
sultant inefficiencies have frequently led consumers to purchase more
health care than they would have purchased if compelled to pay true
costs. The lack of competition means that people receive less
"health" for their expenditures, and by spending so much on health
they have less to spend on other goods and services. It is difficult to
quantify this loss in efficiency, but recent estimates place it in the
range of $25 billion a year.

PROPOSALS FOR REFORM

Policymakers have recognized these inefficiencies and have at-
tempted to devise solutions, but the standard solution chosen has
been detailed regulation of the behavior of participants in the system.
The alternative to that kind of regulation, as discussed in Chapter 2,
is to give participants in the medical care system more incentive to
use resources efficiently. This Administration is adopting this ap-
proach.

A proposal is under consideration which would require medicare
beneficiaries to pay a part of the costs for each day they are in the
hospital. In addition, a catastrophic health insurance plan which
would guarantee that annual costs to the patient would not exceed a
certain amount is also being considered. These proposals would
reduce many inefficiencies in the system. Other proposals aimed at
increasing competition in the medical care system are currently
under development.

Some analysts have suggested replacing medicare with a voucher
scheme. Recipients would be given a voucher nearly equal to the cur-
rent cost of medicare and would be able to use this voucher to buy
whatever form of medical insurance they desired, subject to certain
constraints. This would give beneficiaries an incentive to purchase
more efficient forms of medical insurance, since they would reap the
savings.

REGULATORY REFORM IN THE AGENCIES

The current status of Federal regulation can be illustrated by a
review of the situations in five key areas: financial institutions, agri-
culture, energy, transportation, and telecommunications.

FINANCIAL INSTITUTIONS

Federal regulation of financial institutions was initially designed to
assure that savings channeled into investments were protected and
that investors had enough information to make rational decisions on
investments. The early regulatory statutes, however, reflected an am-
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bivalent attitude toward competition in the financial industry. Restric-
tions on bank mergers and interstate branch banking were imposed
to prevent banking monopoly, but at the same time restrictions on
types of assets, entry, and rates of interest paid to depositors were
imposed to limit competition and dissuade managers from risky ven-
tures. A legal separation of depository institutions and securities
firms was written into law in response to concern about conflicts of
interest.

Over the last decade, however, technological innovation, high infla-
tion, and the slowness of some regulatory bodies to adjust their regu-
lations to conditions in the financial markets have made traditional
depository institutions less attractive to depositors. They have found
it more advantageous to shift their funds among institutions or, in
many cases, to move them outside the banking system itself.

Thrift Institutions

The principal cause of the thrift industry's current problems is the
imbalance between increasingly rate-sensitive liabilities and long-term
fixed-rate assets. Time and savings deposits, the major sources of
funds for thrift institutions, have traditionally been subject to Federal
interest rate ceilings. These funds enabled the thrifts to make long-
term loans, for such things as residential mortgages, at fixed rates of
interest during times of steady and low interest rates. As interest
rates began to rise in the 1970s, however, regulation prevented the
thrift institutions from increasing the interest they paid on deposits
to compete with other institutions, which had begun to offer a higher
return on alternative instruments. Some regulatory changes then
were made to allow thrifts to pay market rates of interest on certain
types of deposits as well. These changes, however, did not eliminate
the long-term problem faced by many thrifts. The need to finance
large numbers of fixed-rate long-term loans at low interest rates with
deposits on which they paid higher interest rates severely strained
many thrift institutions.

The removal of two restrictions provided some relief for thrifts. In
1979 they were given limited authority to make loans at variable rates
of interest, and in 1981 most restrictions on variable-rate loans were
lifted. Meanwhile, they have also obtained permission to invest in the
futures markets as a way of hedging their risks.

The Administration supports proposed legislation that would give
thrift institutions greater flexibility in carrying out their operations.
Various proposals would give thrift institutions many of the same
powers to vary their assets and liabilities that commercial banks now
have. Thrift institutions would be permitted to make additional short-
term consumer and commercial loans in addition to residential mort-
gage loans, and alternative mortgage instruments would be estab-
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lished to make real estate lending more attractive. Other provisions
of proposed legislation would clarify the authority to utilize interstate
and interindustry mergers to rescue troubled thrifts and commercial
banks, thereby leading to stronger financial institutions.

Commercial Banks

Under the Glass-Steagall Act of 1933, depository institutions and
securities firms became legally separate entities offering quite differ-
ent types of services. In recent years, however, high interest rates
have led securities firms to offer investors the opportunity to invest
in money-market mutual funds, a change that has, in effect, circum-
vented the 1933 act. The funds invested in money-market funds,
unlike those deposited in commercial bank and thrift institution sav-
ings accounts, are not subject to interest rate ceilings, and investors
are generally allowed limited checkwriting privileges. As a result, de-
positors over the last several years have withdrawn substantial
amounts of funds from low interest accounts at banks and thrifts to
place their money in high yielding money-market instruments, includ-
ing money-market funds and government securities.

Within the bounds of their statutory constraints, banks have been
trying to meet this new form of competition. They have, for example,
been offering their customers access to market-level rates of interest
through repurchase agreements against their portfolios of govern-
ment securities. In many respects, however, the regulations that
apply to banks remain more restrictive than those that apply to secu-
rities firms.

The Administration has proposed that commercial banks be per-
mitted to engage in some activities previously reserved for securities
firms through the establishment of bank holding company subsidiar-
ies. Commercial banks would be authorized to set up these subsidiar-
ies to underwrite and deal in municipal revenue bonds and to spon-
sor and underwrite shares in mutual funds. Such a change would
help to equalize competition for funds between commercial banks
and securities firms. The use of the holding company subsidiary
would help separate the riskier securities activities of a bank from its
federally insured depository activities.

Regulatory Relief

Thrift institutions, commercial banks, and securities firms should
be allowed to compete on an equal basis, without the restrictions that
prevent them from offering similar services and paying competitive
rates. The Congress has recently passed laws that should go further
toward achieving a competitive environment, and the regulatory
agencies themselves have taken decisions to bring about more com-
petition.
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Under the Depository Institutions Deregulation and Monetary
Control Act of 1980, interest rate ceilings on time and savings depos-
its are to be raised over a period of 6 years, after which the ceilings
will be abolished. The same law permitted depository institutions to
offer negotiable order of withdrawal (NOW) accounts, and certain
State usury ceilings were preempted. Uniform reserve requirements
on transactions liabilities at all depository institutions are being
phased in, and the Federal Reserve System has begun charging banks
for certain services previously provided without charge.

The Depository Institutions Deregulation Committee, created
under authority of the 1980 act, adopted two significant deregulatory
actions in 1981. It removed the ceiling on interest rates paid on 2J/2
to 4-year small saver certificates, resulting in a 50 percent increase in
purchases of such certificates between August and the end of 1981,
and it authorized a 1 %-year account that would not be subject to in-
terest rate ceilings for Individual Retirement Accounts (IRAs) and
Keogh deposits.

During the last decade, the financial regulatory system has not
adapted quickly to a changing economic environment. To ensure the
future adaptability of financial institutions to evolving technology and
competitive forces, regulation of the financial industry needs to be
reviewed and reformed.

AGRICULTURE

Three important regulatory programs relating to agriculture pre-
sent important issues: food safety, Federal marketing orders, and
meat inspection.

Food Safety

Certain food safety laws and regulations are outdated and fail to
show adequate recognition of the fact that there is a degree of risk
inherent in providing an economical and sufficient food supply.
These points can be illustrated by a discussion of the problems that
have arisen in connection with the Delaney anticancer clauses of the
1958 Food Additives amendment to the Federal Food, Drug, and
Cosmetic Act. The Delaney clauses prohibit the use of any chemical
substance in any amount as a food additive if the substance has been
found, by appropriate tests, to induce cancer in people or laboratory
animals.

Scientific progress since the Delaney clauses were enacted in 1958
has brought about a quantum improvement in the ability of scientists
to measure chemical substances. It is now possible to detect parts per
trillion of a chemical substance in food. This is significant, since un-
certainty exists regarding the degree of risk to human beings from
exposure to extremely low levels of carcinogens, and strict enforce-
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ment can result in ignoring severe impacts on food availability and
preservation.

It seems clear that the zero-risk approach embodied in the Delaney
clauses has become untenable. Policymakers and scientists need to
establish procedures for defining levels of food contaminants that
represent acceptable levels of risk for consumers, develop ways to
help consumers protect themselves against significant risks when
such risks are found to exist for particular foods, and give firms in-
centives to develop safe food additives and to reduce contaminants.

Marketing Orders

Legislative authority for Federal marketing orders is contained in
the Agricultural Marketing Agreement Act of 1937. The orders origi-
nally were designed partly to reflate farm prices and thus increase
farmer income during the 1930s. Federal marketing orders for fruits,
vegetables, and specialty crops establish restrictions on the quality
and quantity of products that can be marketed. Those restrictions
vary, but they may include minimum grade and size requirements,
limits on product shipments during all or part of the marketing
season, limits on quantities entering the fresh market, restrictions on
total marketings (in a few cases), and rules on packaging standards.
During 1980 commodities marketed under the orders had a farm
value of $5.2 billion.

As a part of the Department of Agriculture's regulatory reform
effort, a team comprised of Department of Agriculture and university
economists was appointed during 1981 to examine the economic ef-
fects of marketing orders for fruits, vegetables, and specialty crops.
The study revealed that Federal orders for hops, spearmint oil, Cali-
fornia-Arizona navel oranges, Valencia oranges, and lemons (and per-
haps those for walnuts and filberts) had been used in ways that re-
sulted in significant resource misallocation. Marketing allotments,
market allocation provisions, and season-long prorates were the pro-
visions identified as having the greatest capacity for causing misallo-
cation. It was also reported that marketing orders can increase eco-
nomic efficiency by stabilizing returns to growers, providing quality
assurance for buyers, and facilitating research and container stand-
ardization.

Early in 1982, Department of Agriculture officials issued policy
guidelines on marketing orders calling for changing the procedures
to curb the supply restrictions resulting from the use of producer al-
lotments, to lessen restrictions on handler shipments caused by pro-
rate provisions, to reduce supply restrictions caused by stockpiling of
reserves, and to limit the incentives for chronic overproduction. If
carried out, these changes will produce substantial efficiencies.
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Federal milk orders establish the minimum prices that milk proces-
sors pay farmers for Grade A milk. Basically, these orders are price
discrimination (classified pricing) devices. Approximately two-thirds
of the milk marketed in the United States (valued at $12.2 billion at
the plant level) was priced under Federal milk orders in 1981.

Without this kind of regulation, some milk processors would have
an incentive to purchase concentrated milk products (e.g., unsalted
butter and nonfat dry milk) from lower cost sources and add water
to produce a reconstituted fluid milk product. Little reconstituted
milk is now sold in the United States, partly because Federal milk
order regulations strongly encourage processors to buy fresh milk.

During 1979 the Department of Agriculture was asked to hold a
hearing on the question of whether to make reconstituted milk less
expensive for use by processors. This also would have reduced retail
milk prices, since market forces would tend to force processors to
pass along a portion of their savings to consumers. After extensive
study, the Department denied the request for a hearing in April
1981, chiefly because the proposal would have undermined the clas-
sified pricing system, caused losses to dairy farmers that would have
exceeded the gains to consumers and the Federal Government, and
ignored the fact that consumers presently have a lower cost alterna-
tive to fresh milk priced under the orders—that is, to buy dry milk
and add the water themselves. These are important considerations.
However, if new technologies for handling concentrated milk prod-
ucts are to be accommodated under the Federal orders, this issue will
deserve reexamination in the future.

Meat Inspection

The Department of Agriculture has developed draft legislation to
increase the flexibility and reduce the costs of its meat and poultry
inspection programs. Present meat and poultry inspection laws—
some of which date back to the early 1900s—emphasize continuous,
on-site inspection of slaughtering and processing plants. The pro-
posed change would permit periodic inspection—for example, once a
week or once a month—of meat and poultry processing plants which
have good quality control systems, while retaining continuous inspec-
tion of slaughtering plants. The proposed change would reduce the
Department of Agriculture's costs as well as those of plants with ef-
fective quality control systems.

While this proposed legislation would produce savings in the Fed-
eral meat inspection program, where costs now run to $300 million a
year, other methods might permit still larger savings and produce
other efficiencies. Such alternative programs would include user fees
to cover certain meat and poultry inspection costs, licensed and
bonded private inspectors rather than government inspectors, inspec-
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tion and insurance arrangements that would give meat processors in-
centives to maintain effective quality control systems to qualify for
low-cost product liability insurance, and periodic rather than continu-
ous inspection of poultry slaughtering plants.

ENERGY

Many of the past energy policies of the government have not been
consistent with the general principles presented in Chapter 2 for gov-
ernment intervention. The actual effects of such policies have been
highly adverse to the interests of the Nation. The policy of this Ad-
ministration is to remove the inconsistency, inefficiencies, and uncer-
tainty caused by inherited policy, and thereafter to facilitate the oper-
ation of market forces as the guiding and disciplining constraints
shaping investment, production, and consumption decisions in the
energy sector.

Decontrol of the Petroleum Markets

Beginning with the Economic Stabilization Program of 1971, the
petroleum sector has been subject to continuous price and allocation
controls. Because price controls increase quantities demanded and
reduce quantities supplied, they must be accompanied by nonprice
rationing mechanisms. The complex system of controls included enti-
tlements regulations, the "buy-sell" program, and other rules serving
that purpose. These made the task of efficiently allocating available
supplies of crude oil and refined products much more difficult. Other
rules gave special consideration to small refiners and other interests,
thus introducing additional distortions into the system. In particular,
the rules provided strong disincentives to prepare for possible future
supply interruptions.

As the inefficiencies and other adverse effects of the controls
became increasingly manifest, the Congress enacted a law to phase
out all petroleum controls by September 30, 1981. Using the legal
discretion available to him, the President moved the date of full de-
control forward by about 8 months. It is instructive to review the
data on some of the more salient effects of full decontrol.

The steady decline in domestic production (excluding oil from
Prudhoe Bay) during the price control period has been reversed
(Tables 6-2 and 6-3). November 1981 marked the fourth consecutive
month of production increases over year-earlier levels, a feat not ob-
served in the United States for 10 years. Furthermore, oil-drilling ac-
tivity in 1981 was almost 40 percent greater than in 1980 (Table 6-
2). There has also been a reduction in petroleum imports, part of
which is probably due to other factors (Table 6-4). The entitlements
regulations provided artificial incentives to import crude oil and re-
sidual fuel oil; the abolition of the regulatory framework has removed
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that incentive. The end of artificially high oil import levels has had a
favorable effect upon exchange rates, and thus upon the prices of
foreign goods in the United States. This reduced price of the foreign
goods basket is a major benefit of oil decontrol to the domestic econ-
omy. One study has estimated the value of this wealth gain at almost
$6 billion a year.

TABLE 6-2.—Domestic crude oil production and drilling activity, 1973-81

Period

1973
1974

1975
1976
1977 . ., ...
1978 . . . . .
1979 . ,

1980 .
1981

1981:
January
February . . ..
March... ... ... ...
April
May
June

July
August ... .
September
October ., \
November
December

Production
(thousands of

barrels per day)

9,208
8,774

8,375
8,132
7,937
7,618
7,269

7,076
1 7,050

7,020
7,068
7,069
7,020
7,001
7,072

6,902
7,054
7,117

1 7,107
1 7,082
1 7,095

Oil wells drilled
(excludes dry

holes)

9902
12,784

16,408
17,059
18,912
17,775
19,383

27,026
1 37,645

1 1,789
1 2,462
1 3,102
1 2,905
1 2,604
'3497

'2790
1 3,137
13416
1 3,775
1 3,587
* 4,581

1 Preliminary.
Note.—Production data exclude Prudhoe Bay.

Sources: Department of Energy and American Petroleum Institute.

TABLE 6-3.—Domestic crude oil production, 1980-81

[Thousands of barrels per day]

Month

January
February
March
April
May
June ,

July . . . . . .
August
September
October * . .. .
November *
December 1

1980

7121
7 168
7 155
7130
7103
7,012

7041
6906
7,102
7045
7033
7 102

1981

7020.
7068
7069
7020
7001
7,072

6902
7054
7ill7
7 107
7082
7095

Change

101
100
86

110
102
60

139
148

15
62
49
7

1 Preliminary.

Note.—Data exclude Prudhoe Bay.

Sources.- Department of Energy and American Petroleum Institute.
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TABLE 6=4.—/w/w>r/.y of crude oil and refined products, 1980-81

[Thousands of barrels per day]

Month

1980:

January
February . . .
March .
April
May
June ... . . . . .

July
August
September
October
November
December

1981:

January
February
March
April .... ... .. .
May
June., „

July.
August
September
October '
November »
December *

Total

8342
7,847
7,509
6,985
6,549
6,893

6,046
6,102
6,128
6,173
6,253
6,660

6,709
6,697
5,887
5,370
5,317
5,104

5,634
5,480
5,891
5,027
5,436
5,532

Crude oil

6359
5,936
5,785
5,555
5,071
5,480

4,645
4,723
4,653
4,570
4,524 I
4,848

4,817
4,793
4,382
4,060
3,881
3,766

4,161
3,908
4,279
3,957
3,972
3,844

Refined products

1,983
1,911
1,724
1,430
1,478
1,413

1,401
1,379
1,475
1,603
1,729
1,812

1,892
1,904
1,505
1,310
1,436
1,338

1,473
1,572
1612
1,070
1,464
1,688

1 Preliminary.
Note.—Data exclude Strategic Petroleum Reserve.
Source: American Petroleum Institute.

Natural Gas Policy

Wellhead prices of natural gas sold in interstate commerce have
been regulated by the Federal Government since 1954. Because in-
trastate gas prices were not subject to control, a two-market system
resulted. This led to shortages in the interstate market because inter-
state pipeline companies were hampered in competing for gas sup-
plies, while the artificially low prices encouraged consumers to
demand more natural gas than otherwise would have been the case.

Rising oil prices in the 1970s exacerbated the shortage of gas in
the interstate market, leading to nonprice rationing. Existing indus-
trial users of gas were curtailed during periods of particularly intense
shortages, and many potential new users, both at the industrial and
residential level, were proscribed from using gas. The cold winter of
1977 produced a severe shortage of interstate gas, thus illustrating
vividly the adverse effects of the regulations. In short, the wellhead
price controls produced serious inefficiencies: (1) underproduction of
gas for the interstate market, and (2) inefficient allocation of gas,
both between the interstate and intrastate markets and between dif-
ferent users within the interstate market.

Natural gas regulation was changed substantially with passage of
the 1978 Natural Gas Policy Act (NGPA). A small amount of (high
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cost) new gas was deregulated under the NGPA almost immediately,
and the price of between 40 and 60 percent of all gas is scheduled to
be deregulated on January 1, 1985. The price of a smaller volume of
gas will be deregulated on July 1, 1987. Under the NGPA, price con-
trols were extended to gas sold in intrastate markets. About 20 cate-
gories of gas were created, each with its own ceiling price and infla-
tion adjustment or other escalation factor.

Because of the various price categories of gas under the NGPA,
producers receive distorted signals and incentives affecting develop-
ment and production decisions. Instead of producing the lowest cost
gas first and moving successively to higher cost sources, producers
have been induced by the different price categories to produce high-
cost sources first in many cases, and otherwise to shift their produc-
tion efforts away from those most efficient. This means that total gas
production will consume more resources than necessary. The current
boom in drilling for high-cost (deep) gas is illustrative of this proc-
ess.

Another problem is likely to arise because the prices for new gas
that are scheduled to be decontrolled in 1985 and 1987 are tied until
then by the NGPA to 1978 oil prices. Since oil prices have roughly
doubled since then, and are not likely to fall substantially, partial de-
control will generate a sharp increase in delivered gas prices, as con-
sumers bid up gas prices to levels equivalent to those of close substi-
tutes, such as oil. The Department of Energy estimates that average
domestic wellhead prices in 1980 dollars per thousand cubic feet will
rise under the NGPA from $2.27 in 1982 to $4.45 in 1985. Because
the prices of decontrolled gas can be averaged (rolled in) with those
of controlled gas, and because consumer demands are determined in
substantial part by the prices of substitute fuels, average 1985 prices
under the NGPA are not likely to differ greatly from those that would
evolve under full decontrol. This implies that the prices of decon-
trolled gas will be bid up well above the levels that would be ob-
served in a fully decontrolled market. Indeed, decontrolled high-cost
gas is now being sold at the wellhead for over $9, while the Depart-
ment of Energy estimates that the average 1985 price under full de-
control would be $4.65.

The high prices that will be paid for decontrolled gas in 1985 and
thereafter imply that gas consumers in general will not be the
beneficiaries of the remaining controls. Instead, the beneficiaries will
be the producers of decontrolled gas. However, under the NGPA dif-
ferent groups of consumers will fare differently. Pipeline companies
with access to substantial quantities of price-controlled gas will be
able to bid deregulated gas away from other pipelines because the
higher prices on decontrolled gas can be averaged with the lower
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prices paid for gas still subject to controls. This means that different
consumers may well pay substantially different average prices, and
that large quantities of gas will be reallocated artificially because of
differential access to controlled gas. In particular, the intrastate pipe-
lines will have relatively little access to controlled gas, and so a very
substantial amount of gas will shift out of the intrastate market into
the interstate market. Interstate pipelines also will vary in their ability
to bid for decontrolled gas. In short, in addition to the resource
waste involved in gas production under the NGPA, both controlled
and decontrolled gas will be allocated inefficiently. The Department
of Energy estimates that the efficiency gain to the economy from full
gas decontrol in 1982 would be about $10 billion.

The prospect of a sharp price increase in 1985, along with the
other problems inherent in the NGPA, may provide an impetus
toward extension of price controls on all gas beyond 1985. This
would resurrect all of the additional consumption and production in-
efficiencies experienced before passage of the NGPA. If price con-
trols were extended, gas production would be reduced and oil con-
sumption and imports would be stimulated. Furthermore, the total
net decrease in proved domestic gas reserves from 1971 through
1979 was almost 96 trillion cubic feet. Extension of controls there-
fore would have very serious effects upon future domestic gas re-
serves.

Some observers have argued that decontrol would make producers
better off at the expense of consumers, and that decontrol would
hurt the poor. Both of these assertions are subject to serious ques-
tion. Compared to conditions under the NGPA, decontrol would
make some producers and consumers better off and some worse off.
The averaging of controlled and uncontrolled prices under the
NGPA results in high prices for some producers and lower ones for
others. Decontrol would move all prices toward the common market-
clearing level. Similarly, the NGPA forces some consumers implicitly
to subsidize others, so that consumers as a group would be no better
off under the NGPA than under full decontrol. Moreover, decontrol
would benefit a wide class of individuals and groups, including the
poor, by improving the productive efficiency of the economy as a
whole. Hence, decontrol would make some poor individuals worse
off, but others better off. Price controls are a costly and inefficient
method of avoiding the adverse effects of rising fuel prices.

Some commentators have argued that gas decontrol ought to be
accompanied by a "windfall profits" tax, perhaps patterned after the
crude oil "windfall profits" tax. It should be noted that the latter tax
is not based on profits, windfall or otherwise. It is actually an excise
tax on domestic crude oil production. A "windfall profits" tax on gas
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would be likely to generate the same sort of inefficiencies: reduced
domestic production, increased imports, and consumption of more
resources in domestic production than otherwise would be the case.
Other taxes, such as severance taxes on old gas, may be less harmful
if they generate only small distortions in incremental production in-
centives.

TRANSPORTATION

The reduction in Federal economic regulation of the transporta-
tion industry is promoting a more efficient transportation system.
The airline, motor carrier, railroad, and intercity bus industries are
not now characterized by any of the market failures discussed in
Chapter 2. There are many competitors in each industry. Transporta-
tion is not a public good, since individuals pay for each trip or ship-
ment. There are no external costs or benefits that would warrant the
regulation of prices or the number of competitors.

Since 1978 the Congress has passed three major pieces of legisla-
tion to reduce the regulation of these industries. A phased deregula-
tion of the airlines is now being carried out and will be completed
with the elimination of the Civil Aeronautics Board (CAB) on January
1, 1985. The Motor Carrier Act of 1980 and the Staggers Rail Act of
1980 provide the authority to eliminate significant portions of the
economic regulation of trucks and railroads, but they do not pre-
scribe an end to regulation. Both require definite action by the Inter-
state Commerce Commission to eliminate as much regulation as the
law permits. A bill to reform regulation of the intercity bus industry
passed the House of Representatives in November 1981.

Airlines

Deregulation of domestic airlines continued in 1981 according to
the schedule of the Airline Deregulation Act of 1978. On December
31, 1981, the Civil Aeronautics Board lost the power to determine
the routes of individual airlines. Earlier in the year CAB approved a
proposal to allow the airlines to file only maximum fares. In the past
they have been required to include in their tariff filings every price
that they offered to the public.

A pending prohibition on U.S. airline participation in the Interna-
tional Air Transport Association conference, which determines air
fares between the United States and Europe, became a bargaining
point in multilateral meetings with European governments. A tenta-
tive interim agreement was reached in December 1981. If implement-
ed, greater price flexibility could allow airlines to offer new discount
fares for flights to and from Europe. In exchange, U.S. airlines will
be able to participate in the conferences to set prices.
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Intercity Trucking

The regulatory framework for the motor carrier industry was
changed by the Motor Carrier Act of 1980. The act's provisions were
rapidly implemented initially by ICC. A large number of applications
for authority to provide service were granted, the geographic and
commodity authority in new certificates was broadened, and price re-
ductions occurred in both the truckload and less-than-truckload sec-
tors. The industry, although not fully deregulated, appears to be
much more competitive than in the past.

More recently, however, the pace of regulatory reform has slowed.
Restrictions on the scope of new certificates have increased, and
some applications for rate reductions have been rejected by the ICC.
Discounts offered to shippers have been called "blatantly illegal/'

Railroads

The deregulatory provisions of the Staggers Rail Act of 1980 have
helped to increase the efficiency of the railroads and to improve their
performance. A new standard of revenue adequacy, based on the cur-
rent cost of capital, gives greater rate flexibility to railroads with in-
adequate revenues. Despite an improved financial position during the
last year, almost all railroads are currently considered as having inad-
equate revenues.

Significant changes in ICC regulation of the rail industry have been
implemented as a result of the Staggers Rail Act of 1980. Contracts
between railroads and individual shippers are now legal and are vir-
tually free of any ICC regulation. Approximately 550 such contracts
were filed at the ICC during the first year of the new law. Rates that
are less than 165 percent of variable cost are not regulated. Rates
and practices for shipping trailers or containers on flatcars are now
exempt from regulation. Rates and practices for shipping fresh fruits
and vegetables have been exempt since 1979. In addition, four rail-
road mergers have been submitted and two have received ICC ap-
proval without the attachment of the traditional restrictive conditions
to protect affected railroads.

Intercity Buses

Federal regulation of the intercity bus industry began almost acci-
dently in 1935, when motor carriers of passengers (buses) were in-
cluded under ICC regulation of intercity trucks. In November 1981
the House of Representatives passed a bill that would provide for
some regulatory reform of the bus industry. The bill would eliminate
one of the many criteria that the ICC uses to determine whether a
bus company can begin new service. It would also allow more price
flexibility by establishing a zone in which the ICC cannot reject fare
changes, but the rate bureau, which sets collective rates for the in-
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dustry, would continue. The Administration will work with the Senate
during 1982 to strengthen the deregulatory initiatives in the House-
passed legislation.

TELECOMMUNICATIONS

Government regulation of telecommunications affects both broad-
casters, including owners of cable television systems, and common
carriers.

Broadcasting

The Federal Communications Commission (FCC) exercises control
over broadcasting through the issuance of radio and television broad-
casting licenses. There were 4,575 commercial AM, 3,272 commercial
FM, and 751 commercial TV stations (518 VHF and 233 UHF) on
the air on November 30, 1980. Because no party can own more than
7 AM, 7 FM, and 7 TV licenses, ownership is fairly unconcentrated.
Cable television (CATV) had approximately 17 million subscribers in
1980, with the five largest firms having about 30 percent of the sub-
scribers.

The economic justification for government regulation of this indus-
try has been based on perceived rather than actual conditions. The
usual justification has been scarcity of available broadcasting frequen-
cies. Closer examination, however, reveals that the scarcity was a
product of government action as much as it was a product of natural
causes. This was apparent in the manner in which the FCC allocated
channels for TV stations in 1952 to protect existing VHF licensees.
Whatever the justification for regulation in the past, the growth of
CATV, pay TV, and the possibility of direct satellite transmissions
are reducing the importance of the frequency spectrum.

The FCC has made several moves toward deregulation. In Febru-
ary 1981 the Commission deregulated most commercial radio broad-
casting, while in May it introduced a simplified renewal application
which has only five questions. On the other hand, the FCC withdrew
its proposal to allow AM radio stations to broadcast at intervals of 9
kilohertz rather than the present 10 kilohertz. This change would
have increased the number of AM stations, although at some cost to
existing AM stations. The standard in most of the world has become
9 kilohertz.

The Congress also contributed to the deregulation of broadcasting
by including some important provisions in the Omnibus Budget Rec-
onciliation Act of 1981. This act extended the length of TV licenses
from 3 to 5 years and radio licenses from 3 to 7 years, while estab-
lishing a lottery to determine who will get new licenses.

In September 1981 the Commission transmitted legislative propos-
als to the Congress designed to streamline FCC operations and allow
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it to rely on market forces as the primary factor in telecommunica-
tions policymaking. These proposals would be an important step for-
ward in the deregulation of broadcasting.

Common Carrier
At the present time there is no competition in the provision of

local telephone service. Such service is provided on a franchised mo-
nopoly basis by American Telephone and Telegraph (AT&T) (80
percent) and independent telephone companies (20 percent). AT&T
handles 95 percent of long-distance telephone calls, but it now faces
competition in this area from other suppliers, such as MCI and
Southern Pacific.

The growth of effective competitors for AT&T, especially in cus-
tomer equipment and long-distance service, has eroded some of
AT&T's ability to cross-subsidize from high-profit to low-profit activi-
ties. Since regulation has been based on the assumption that the
cross-subsidy would be maintained, the market's new conditions have
made the existing regulatory framework inappropriate.

A restructuring of the industry has come from three directions. In
1980 the FCC permitted AT&T to start selling customer equipment
and enhanced services through a fully separate subsidiary to be es-
tablished by March 1, 1982. That date has been shifted to January 1,
1983, Meanwhile, the Congress has been considering legislation that
would alter the structure of AT&T by separating it into regulated
and unregulated components under the same corporate framework.
More recently, the Justice Department's antitrust suit against AT&T,
which had sought full divestiture of the company's potentially mo-
nopolistic services, was resolved by a tentative agreement that AT&T
would divest itself of all of its local operating companies in exchange
for an end to the court suit. Since the local operating companies are
regulated monopolies, their divestiture is an essential development
for the remainder of AT&T to be a truly competitive force.

ANTITRUST

There has been a dramatic shift in antitrust policy under this Ad-
ministration. Enforcement will focus on the critical areas implied by
the analysis in Chapter 2: horizontal mergers among dominant firms
in an industry, and price-fixing agreements among competing firms.

Meanwhile, antitrust enforcement actions whose benefits are ques-
tionable are under continuous review. The Robinson-Patman Act, which
prohibits price discrimination, can restrict the ability of wholesale
producers to give quantity discounts to retail sellers. Because sellers
find it hard to erect long-term barriers to competition from other
sellers, it is illogical for them to try to carry on the predatory prac-
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tices which the law seeks to prohibit. Vertical mergers and agree-
ments, which can be illegal under the Clayton Act, generally are mo-
tivated more by a desire for greater economic efficiency than a wish
to eliminate competition. For example, it is a common practice for a
dealer to sell the product of one firm after obtaining the contractual
protection of having an exclusive right to make sales in a given terri-
tory. Without territorial protection, a dealer would have only a limit-
ed incentive to advertise the qualities of the product, since much of
the benefit of advertising would be captured by competitors. Since
advertising is an important source of information for buyers, territo-
rial restrictions can promote its dissemination.

Enforcement of the antitrust laws has now taken a clearly economic
orientation in both the Antitrust Division of the Department of Jus-
tice and the Federal Trade Commission. In the Antitrust Division,
decisions on which companies to investigate and what cases to
pursue are carefully scrutinized to determine whether the cases are
economically sound. The department has also been developing a new
set of merger guidelines that would follow broader economic criteria
than the present set, which focuses almost exclusively on concentra-
tion ratios and market shares within an industry.

In addition to the tentative agreement in the AT&T case men-
tioned above, the Department of Justice settled its longstanding case
against International Business Machines (IBM) in early 1982. The
IBM case was dismissed because the Department of Justice decided
that the government's case was without merit. The restructured
AT&T will be an important new competitive element in the markets
that have been served by IBM.

GUIDELINES FOR REGULATORY REFORM

During its first year in office the Administration has attempted to
establish a new regulatory environment. The Administration's goal is
to eliminate wasteful or outdated regulation and to make necessary
regulation more efficient and more flexible. This effort includes
three tasks: (1) review of the basic statutes authorizing regulation; (2)
review of existing regulations; and (3) review of proposed regula-
tions. The Administration's program has not yet focused on the first
of these tasks (except for the Clean Water Act construction grants
program and the Clean Air Act), but it will do so next year after it
has completed its review of the major existing regulatory programs.

In pursuit of the goal of better Federal regulation, several guidelines
may be useful.

1. Individuals should have maximum opportunity for personal choice. Regu-
lation is not a substitute for efficient markets but an alternative to
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unregulated markets which have failed to allocate resources efficient-
ly. Therefore, regulation should be limited to cases where market
failure has-been demonstrated and the cost of government interven-
tion is less than the benefits of improved resource allocation. Even
though there is a need for government regulation of some markets,
the means used should maintain consumer sovereignty to the maxi-
mum extent possible.

2. Regulation should take place at the appropriate level of government The
primary economic reason for most regulation is the existence of ex-
ternal effects. The costs or tolerance of these external effects may
vary among locations. Economic efficiency, therefore, calls for the
degree and type of regulation to vary also. National standards tend
to be too severe in some regions, while being too lax in others. Fed-
eral regulation should be limited to situations where the actions in
one State have substantial external effects in other States, constitu-
tional rights are involved, or interstate commerce would be signifi-
cantly disrupted by differences in local regulations,

3. Wherever possible, the government should provide incentives rather than
directives. Regulation occurs within a dynamic environment. The
lowest cost technology for pollution abatement at the present time,
for example, will certainly be obsolete at some time in the future.
Directives do not create incentives for commercial firms to search for
lower cost technologies, unlike such approaches as the establishment
of marketable rights in pollution emissions, which would create a
continuing incentive for firms to search for methods to achieve lower
levels of pollution. Benefit-cost analysis can be a valuable tool in
evaluating alternative regulatory schemes.
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