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resources are free and open o everyone —
witer and air gre pood examples — those re-
fraiming from polluting merely increase their
own costs without achieving direct benefits of
offsetting magnitude. This is so, even when
cleaning the ar and watér generaies more
benefits than costs 1o soclely as a whole. This
situation has been frequently clted as justifica-
tion for government inlervention. That does
not mean, however, that all rules designed to
deal with environmental concerns are necessar-
ily cost-effective or even sensible. Neverthe-
less, the basic justification for governmental
intervention in this aspect of economic life is
clear.

In comrast, regulations that stufle competi-
fion — industry-specific rules limiting entry or
price — almost invariably cost the nation more
than the benefiis derived by the groups these
rules are designed lo protect. The industry-
specific rules are usually labeled economic
regulation while those dealing with pollution
and other externalities are categorized as social
regulation.

The Costs of Government Regulation

Policymakers do not starl ol with 2 clean
slate, The costs of complying with existing
government regulations are very high and take
many forms, These cosis include hiring addi-
tional workers 10 keep abreast of and 1o re-
spond 1o government direclives; purchasing
equipment 0 meet government health, safery,
and environmental standards; and revising pro-
duction processes in response o other govern-
ment requirements.  Regulation also forces en-
terprises to change their manner of operations
— to comply with workplace directives, rules
on acceptable product characteristics, and pro-
hibitions against a variety of activities. Be-

cause  unceriainly raiges  business  cosls
(especially in the eyes of potentral investors),
the frequent changes in federal, state, and local
regulations — and how they are administered
— represent & serious deterrent 1o new under-
tekings.

The cosix of complying with sxishing
povernment regulations are very high
and take many forms

The costs of government regulation are not
restricted (o businesses, however, Much of the
rulemaking extends o all emplovers, be they
profit or non-profit, in the public sector or in
the private sector. In addition, taxpayers pay
for supporting a host of government regulators;
consumers pay higher prices to caver the added
expense of producing goods and sérvices under
government regulation and often forego product
variety; and workers bear the burden when jobhs
are eliminated as a result of the burdens im-
posed by government regulation,’  Because of
the economies of scale in complying with
regulation, smaller entérprises are dispropor-
tonately affected. Regulation also diverts re-
search and development from product creation
to “defensive R&D," those efforts that try to
assure that the product will not be rejected by
regulators. In the process, sociely as a whole
suffers a reduced flow of new and better prod-
uets and a fess rapid rise in the standard of liv-
Ing.

These many adverse impacts arc importani
but subtle. They are rarely known to the public
— unless they have lirst-hand experience in
dealing with government officials. A special












consumers buy. These higher prices represent
the “hiddeén tax” of regulation, which is shifted
from government (o the consumer. To the ex-
tent that governmend-mandafed reguiremenis
impose similar costs on all price categories of 4
given product {such as catalytic converters on
automobiles), this hidden tax 15 more regressive
than other federal taxes such as the income tax.
That is, federal regulation often places a heav-
ier relitive burden on lower Income groups
than on higher income groups.

Most aof the costs of govermment regulation
show up in higher prices for the goods and

services thet consurers By,

Another indirect cost that needs 10 be con-
sidered 15 a reduction in the intermational com-
petitiveness of U.S, companies. The Clean Air
Act and the Comprehensive Environmental Re-
sponse, Compensation, and Liability Act

{Superfund) impose far more stringent regula-
tions on manufacturing and other firms dolng
business in the United States than these com-
panies would be required to meet in other na-
tions. The average cost of cleaning up a haz-
ardous wasle site in the United States is 530
million, far greater than the average of $1 mil-
lion per site reported by businesses operating in
the Metherlands. In the United Kingdom, the
average cost ranges from 51 million to almoste
$5 million."

These international differences are not lim-
ited to environmental programs. The pervasive
1ax and regulatory obstacles placed in the way
of 1.5, business — especially high-tech com-
panics — add significantly to the cost of doing

business in the United States. Increasingly,
many American firms are being forced to shift
their investment patterns o foreign locations.
Some of the best-known American companics
have deployed a majority of their assets over-
seas — Manpower, Inc. (T2%), Gilleue (66%),
Mobil (63%). Digital Equipment (61%), Exxon
(56%), Chevron (55%), Bankers Trust (52%),
and Citicorp (51%)."7 The point being made
here should not be misundersiood; our criticism
is limited to those instances where American-
based companies would stay in the United
States were it ool for the disincentives of gov-
ernmental regulation.

Benefits of Dercgulation™

An unprecedented reduction of regulation
occurred in the United States in the 1970s and
early 1980s. 1t was supporied by an unusual
coalition of Democratic and Republican legisla-
tors, copsumer advocates, and scholars in the
fields of economics, law, and political science.
However, these deregulatory efforts applied
only to economic regulation. Social regulatory
programs comtinued to expand.

Airline Deregulation

The passage of the Air Cargo Act of 1977
and the Airline Deregulation Act of 1978 vir-
tually eliminated economic regulaton of the
domestic airline industry, The primary regula-
tory authority over airline foules and fares, the
Civil Aeronautics Board, was abolished. It is
estimated that deregulated fares are 18 percemt
lower than they would have been under regula-
tion., The price of air ravel fell (in real, infla-
tion-adjusted terms) by more than 20 percent
from 1978 1o 1991 and accident rates declined
by 48 percent during the same lime period.
Due to reduced regulation, consumers enjoy an
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lhnum‘l'l benefir estimated in excess of $10 bil-
lion.

Mot all changes in regulatory policy have
been benign.  For the crucial decade 1979-
1989, Congress shifted the responsibility for
airline antitrust enforcement from the Deparn-
ment of Justice to the Department of Transpor-
tation (DOT). In & misguided effort o help the
airline industry, DOT rubber-stamped every
airline merger during the 1980s, usually over
the vehament objection of the Antitrugt Divi-
sion of the Justice Department. The result is an
unexpecied high degree of markel concenira-
tion in the airline industry. The share of LS.
airline traffic held by the three largest carriers
rose from 37 percent in 1981 1o 56 percent in
1992. This development undercut the basic ra-
tionale underlving economic deregulation:
competlition does a better job of protecting the
consumer than regulation. A smudy of airline
mergers during 1985-88 reported that these
consolidations increased air fares by an average
of 9 percent relative to routes unaffecied by
these m:rg:rs.ﬂ

Another factor adversely affecting ithe re-
sults of deregulation is the failure of govern-
ment — which owns the airports and manages
the air navigation system — to keep pace with
rising demand and 1o manage s funchions sen-
gibly. The result has been congestion in air-
poris and in the sky capsing delays and other
problems for the wraveling public.  Avoidable
congestion arises because landing fees for ex-
ecutive, personal, and other small aircraft are
lower than the costs such planes impose on the
air transportation system. Eliminating the sub-
sidy of “light™ airplanes by raising their fees
for using the major airports would epcournge
their operaiors to shift to smaller, less fre-
quently used facilities. Moreover, most aircraft
accidents involve at least one “light" (e.g., pri-
vile) alrplane. However, when Logan Alrport
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in Boston tried o raize the fees charged o
small aireraft, the pressures from the owners
and operalors were 50 intense that the U.S. De-
partment of Transportation forced an indefinite
delay, osterngibly so that the matter could be
“studied.”

Mevertheless, on balance, the public has
achieved positive resulis from airline deregula-
tion, The most compelling evidence of the
benafit of airline deregulation iz the fact that
the portion of the national population that trav-
els by air has increased very substantially.
Economists John Warner and Richard McKen-
zig¢ estimate that between 1979 and 1986, aic-
line deregulation increased air travel by an an-
pual average of 11 p:m:n."‘

Contperition does a better fob of profeciing
the cortsurmer than regulation.

Dercegulation of Surface Transportation

Substantial deregulation of surface ranspor-
tation also took place in the 1980s. The Sag-
gers Act of 1980 provided for substangiazl de-
regulation of the railroads. As & resuli of the
changes that companies were allowed 10 make
without gomng through the elaborale regulatory
process, railroads reduced operating costs as
well a% rates to shippers. Researchers estimate
that deregulation of the rail indusiry saves ship-
pers between 53 billion and 55 billion & year.
Railroad accidents have declined 70 percent
since the late 1970s. Although operating reve-
mucs have fallen, expenses have declined even
faster, making it more profitable for the rail-
roads o operale a
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The Motor Carrier Act of 1980 eliminated
the barriers 1o entry, price discrimination, and
price fixing that had characterized the trucking
indusiry since the 1930s. Between 1980 and
1992, the number of carriers increased from
shout 18,000 o more than 48,000, The togal
oumber of jobs in the trucking industry rose by
about 30 percent.  Savings to the economy are
estimated o be on the order of 58 billion a
year. Also, the fatal sccident rate per 100 mil-
lion vehicle miles shrank 40 percent between
1978 and 1989 Recent decontrol of siate
trucking is likely 1o produce additional savings.

Deregutation of the ral indistry saves shippers
berween 33 billion and 35 billion a year,

Until deregulation, interstate trucking was a
textbook case of how government power was
used to protect the “ins.” Regulation by the
Imerstate Commerce Commission (ICC) prior
o 1980 insulated existing trucking firms and
their employees rom potential competition by
making it very difficult for new trucking com-
panies (0 enter the business, The redistribution
of income brought about by deregulation was to
consumers in general from the awners,
ers, and employees of the regulated industry
Moreover, the reduction of ICC regulation n
recent years has also resulted in substantial
wransfers of income and wealth from the tradi-
tionally regulated portion of the industry to new
entrants,

Financial Institutions Deregulation

Banking deregulstion is a more controver-
sial arca. Significant reduction in the regula-
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tion of financisl institutions took place in the
lute 19705 and early 1980s, but substantisl gov-
ernment invoelvement remains.  In the 19705,
mterest rates on deposits of $100,000 and over
were deregulated., As securities firms ook ad-
vantage of that “loophole,” banks responded
with a new round of innovation. A process
was sel in motion that has resulted in the lifting
of interest-rate ceilings of all deposhs, payment
of interest on consumer-demand deposits, and
greater competition among financial institu-
tions. However, a substantial governmenl role
— and liability — remained, especially in de-
poEil insurance

In 1982, the Garn-St. Germain Depository
Institutions Act provided 3 wide variety of new
and expanded powers for banks and other de-
pository imstitutions. The [aw enables banks 1o
establish deposit accounis competitive with
money-markel funds and other mutual funds.
These new GCCOUNLS CACTY T Maximum ingerest
rate and modest minimum balance require-
ments. The changes had powerful and almast
instantaneous effects. The great majority of
personal bank accounts were moved o the
new, competitive types. A substantial (buy far
from complete) shifi oceurred from maoney-
market mutual funds to bank aceounts.

The deregulation of savings and loan asso-
clations (S&Ls) in the eardy 19808 & frequently
cited as a cause of the thrift crisis and the ensu-
ing S&L bailout. In retrospect, the timing of
the deregulation was most unfortunste.  Elimi-
nating interest raie ceilings and permitting
thrifts to invest in a wider range of assets was
an appropriaie response (0 the fnancial risk
that accompanded whle swings in inflaion and
interest rates; such deregulation enhanced the
competitive positions of the S&Ls. Unforw-
nalely, however, the government waited until
the 5&1.s were locked imto low-yield long-term
mortgages and only then permitted them w pay
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some consumers — particularly cusiomers in
rural regions — while lowering rates substan-
Hally for users of long distance telephone serv-
ice. In reducing the cross-sphsidization bred
by regulation, the balance of benefit s surely
positive. The burst of competition in this hith-
erto closed industry has set in motion an un-
precedented wave of technological innovation
which has produced a continuing expansion in
the variety of telecommunication services avail-
able to the public.

In one key area — the regulation of foreign
trade — some backsliding has oocurred amidst
major progress. During the 1980s, the federal
government renewed or extended restrictions
on the import of aulomobiles, meat, motorcy-
cles, sugar, steel, and textiles. With the end of
the Cold War, however, export controls on na-
tional security grounds have been eased sub-
stantially.

The congressional passage of the MNorih
American Free Trade Agreement (NAFTA) is
an example of basically positive legislation with
a few serious shortcomings. The main thrust of
NAFTA advances regulatory reform by reduc-
ing trade and investment barriers between the
Upited Siates, Canada, and Mexico. The
agreement, however, also comtains stringent
“national origin® requirements in the case of
sutomobile imports.  During the 1980s, this
restriction on open trade had failed o gain con-
gressionzl approval on its own “merits.” How-
ever, the overwhelming congressional approval
of the General Agreement on Tariffs and Trade
{GATT) In late 1994 represents 4 major move
woward a more open world trading environ-
men.

It is evident thal & considerable portion of
the traditional economic regulilory apparatus
has been cui back — 8t the same time that

newer forms of social regulation have been on
the rise. Reduced economic regulation —
ranging from outright deregulation to simplifi-
cition and streamlbining of rule making — has
enabled the competitive process to work better.
More people are traveling by air at lower real
costs, Depositors in financial institutions are
receiving higher returns on their money, as a
greater variety of companies compete for their
business. Long-distance ielephone users are
finding that greater competition has resulied in
lower rates, while subsidies to local service
have been reduced.

A lack of concern with adverse economic
impacts has accompanied the most rapid
expansion in envirgwmernsal and workplace
regulation in American history.

The reverse trend has been experienced in
the area of social regulation. A lack of concern
with adverse economic impacis has accompa-
nied the most rapkd and costly expansion in
environmental and workplace regulation in
American history,

Renewed Regulatory Expansion

On the basis of public reaction o develop-
ments in government during the 1980s, a dif-
ferent policy climate for business has taken
shape during the Clinton administration. It s
an external enviromment less hospitable than
that existing during the Reagan or Bush presi-
dencies. This business climate i5 nol a retumn
o the 1970s. when business was almost uni-

19



formly portrayed as the villain and subjected 1o
a host of new government restrictions and
regulations. Bot it 5 a step away from the
relatively pro-business environment of the
19805, 10 a more hostile or at least more am-
bivalent position.

Soon after becoming president in  early
1993, Bill Clinton blasted “shocking™ drug
prices. The President’s top political strategist,
in discussing proposed changes in the health
care system, was quoted as saying, “Those who
get in your way, you iry (o mun over by saving
they are putting their self-interest against the
national interest " This harsh talk was
quickly followed by tax increases on corpora-
tions generally and new limits on the ax de-
ductibility of the compensation of chief execu-
tive officers.

Although the push lo effectively nationalize
the health care sysiem was derailed during the
last Congress, the Clinton administration has
lightened regulation in many other instances.
In the civil rights area an enforcement drive has
been enacted that will affect an array of indus-
tries nationwide, For example, banks are being
required to open more branches and make more
ivesiments and subsidized loans in black
neighborhoods, Investigations of charges of
lending discrimination have dramatically in-
creased.

One of the most controversial civil rights is-
sues being pursued by the curremt administra-
tion is “environmental justice.” EPA has been
ordered 1o come up with a plan 1o protect poor
minority communities from an unfair share of
pollution, As is the case in many other regula-
tory areas, the very existence of an
“environmental justice™ problem is a contro-
versial isspe. Several recent smdies have ques-
tioned the research upon which the entire envi-
ronmental  justice movement is based.™
Rescarchers have not adequately analyzed the
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population composition of an area prior o the
siting of an imdustrial plant or hazardous waste
facility. Often, major population changes have
occurred after the bailding was constructed.
Thus, reduced property values around a new
waste disposal site ofien encourage more low-
income — in many cases, minority — families
t move o the area qffer the facility becomes
operitional.

Federal regulators are stepping up
enforcement with a fervor that has not
beent seen since the 1970,

Federal regulators are stepping up enforce-
mem with a fervor that has not been seen since
the [970s. The head of the Occupational
Safety and Health Administration (OSHA), Jo-
seph Dear, is moving forward with one of the
most ambitious regulmory agendas in the
agency's history. It includes an indoor-air
quality propogal that OSHA estimates woulkd
cost $8 billion a year, 7

Mary Schapiro, the new head of the Com-
modity Futures Trading Commission (CFTC),
has promised to expand her agency's reach.
Repeal of the antifraud regulatory exemptions
for some hybrid commodity products and the
formulation of a policy on fnancial derivatives
are two of the injtiatives sheé plans 1o adopt
during her tenure at the CFTC. She is quoted
as saying that indusiry can expect “a real dedi-
cation to enforcement, unlike any other chair-
man the agency has had, "™

The Antitrust Division of the Justice De-
partment is reviving its enforcement of resale-
price maintenance, an area of antitrust law that
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had seen no néw cases since the 19708, Scru-
iy of wertical mergers hetween a maoufac-
wrer and distributor of the same product has
been revived. The division is hiring 25 new
lawyers, afier adding 34 attorneys and 60
paralegals since mid-1992.%

Reforming Government Regulation

Owver the years, many efforts have been
made to improve the process of government
regulation. However, virually all of the
changes have focused on executive branch rule-
making. Truly reforming government regula-
tion means far more than just revising the way
reguletory ngencies carry out the tasks assipned
1o them by Congress. In order to reduce the
very large and often avoidable economic bur-
dens imposed by regulation, policymakers need
to focus on the binh stage ol the rulemaking
process, The crucial action occurs, for exam-
ple, when Congress enacis an 800-page Clean
Air Act with unrealistic timetables and an al-
most endless array of requirements,  No
amount of Executive Branch analysis per-
formed afterwards can deal with the problem.

It is up to Congress isell 1o weigh carefully
the benefits and costs before it enacts a reguli-
tory statute and also to make sure that, if & new
law is required, its provisions are as cost-
effective as feasible. Congress should also ex-
amine the cumuladive effects of povernment
regulation on the performance of the economic
system. The expansion of regulation in the
United States has passed the point of diminish-
ing returns. Far too often, those returns are
negative.

In the past, economists have written about
the discouraged worker, who gives up the job
search in the belief thal no suitable job opening
is available. We now have the phenomenon of
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the discouraged employer. Mosi policymakers
anid their advisers, however, ignore an obvious
symptom of this unfortunate situation: over-
pme s now Al an all-time peak.  Many employ-
ers pay the penalty rate of time-and-a-half for
overtime rather than hire an additional worker,
The reason all wo often lies in government
regulation and mandates.

Congress should cargfully weigh benefits and
casts before if enacts a regulatory statite.

Small businesses provide the clearest exam-
ples of the discouraged employer. Companies
with a work force of 49 report that they avold
hirmng “number 50.7 IT they did so, they would
become subject o the requirements of the af-
firmative action program and other federal
regulation. The health reforms proposed by the
Clinton administration in 1984 also would have
affected firms with 30 or more workers.

Comprehensive Approach Is Needed

With hundreds of regulatory stamtes on the
baok, it is not feasible to renew and revise each
of them, Instead, Congress should write one
new law which will reform regulation across-
the-board. Five key provisions would be es-
pecially helpful:

I A requirement for benefit-cost analysis in
each key stage of the regulalory process
— from writing the starutes to isswing
regulations and reviewing the operation
of regulatory programs. Congress and
the regulatory agencies should avoid an
"at-any-cost”  approach o achieving
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