Economic Cost-Benefit Analysis - Explained

e Circular A-4, "Regulatory Analysis" - Increasing the transparency of both the benefits
and the costs of Federal regulation (September 17, 2003)
http://www.whitehouse.gov/sites/default/files/omb/assets/regulatory matters_pdf/a-4.pdf

“This Circular provides the Office of Management and Budget’s (OMB=s) guidance to Federal
agencies on the development of regulatory analysis as required under Section 6(a)(3)(c) of
Executive Order12866, ARegulatory Planning and Review,@ the Regulatory Right-to-Know
Act, and a variety of related authorities.

... A. Introduction

This Circular is designed to assist analysts in the regulatory agencies by defining good regulatory
analysis - called either ““ regulatory analysis” or “analysis” for brevity - and standardizing the
way benefits and costs of Federal regulatory actions are measured and reported. Executive Order
12866 requires agencies to conduct a regulatory analysis for economically significant regulatory
actions as defined by Section 3(f)(1). This requirement applies to rulemakings that rescind or
modify existing rules as well as to rulemakings that establish new requirements.

The Need for Analysis of Proposed Regulatory Actionsl

Regulatory analysis is a tool regulatory agencies use to anticipate and evaluate the likely
consequences of rules. It provides a formal way of organizing the evidence on the key
effects - good and bad - of the various alternatives that should be considered in developing
regulations. The motivation is to (1) learn if the benefits of an action are likely to justify the
costs or (2) discover which of various possible alternatives would be the most cost-effective.

A good regulatory analysis is designed to inform the public and other parts of the
Government (as well as the agency conducting the analysis) of the effects of alternative
actions. Regulatory analysis sometimes will show that a proposed action is misguided, but it
can also demonstrate that well-conceived actions are reasonable and justified.

Benefit-cost analysis is a primary tool used for regulatory analysis.2 Where all benefits and
costs can be quantified and expressed in monetary units, benefit-cost analysis provides decision
makers with a clear indication of the most efficient alternative, that is, the alternative that
generates the largest net benefits to society (ignoring distributional effects). This is useful
information for decision makers and the public to receive, even when economic efficiency is not
the only or the overriding public policy objective.

It will not always be possible to express in monetary units all of the important benefits and
costs. When it is not, the most efficient alternative will not necessarily be the one with the
largest quantified and monetized net-benefit estimate. In such cases, you should exercise
professional judgment in determining how important the non-quantified benefits or costs may be
in the context of the overall analysis. If the non-quantified benefits and costs are likely to be
important, you should carry out a “threshold” analysis to evaluate their significance. Threshold
or “break-even” analysis answers the question, “How small could the value of the non-quantified
benefits be (or how large would the value of the non-quantified costs need to be) before the rule
would yield zero net benefits?” In addition to threshold analysis you should indicate, where
possible, which non-quantified effects are most important and why.
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... Key Elements of a Regulatory Analysis

A good regulatory analysis should include the following three basic elements: (1) a statement of
the need for the proposed action, (2) an examination of alternative approaches, and (3) an
evaluation of the benefits and costs—quantitative and qualitative—of the proposed action
and the main alternatives identified by the analysis.

To evaluate properly the benefits and costs of regulations and their alternatives, you will need to
do the following:

* Explain how the actions required by the rule are linked to the expected benefits. For example,
indicate how additional safety equipment will reduce safety risks. A similar analysis should be
done for each of the alternatives.

* Identify a baseline. Benefits and costs are defined in comparison with a clearly stated
alternative. This normally will be a Ano action@ baseline: what the world will be like if the
proposed rule is not adopted. Comparisons to a Anext best@ alternative are also especially
useful.

» Identify the expected undesirable side-effects and ancillary benefits of the proposed regulatory
action and the alternatives. These should be added to the direct benefits and costs as appropriate.

With this information, you should be able to assess quantitatively the benefits and costs of the
proposed rule and its alternatives. A complete regulatory analysis includes a discussion of non-
quantified as well as quantified benefits and costs. A non-quantified outcome is a benefit or cost
that has not been quantified or monetized in the analysis. When there are important non-
monetary values at stake, you should also identify them in your analysis so policymakers can
compare them with the monetary benefits and costs. When your analysis is complete, you should
present a summary of the benefit and cost estimates for each alternative, including the qualitative
and non-monetized factors affected by the rule, so that readers can evaluate them.”

(pp. 1-3)

e Executive Order 12866 of September 30, 1993 - Regulatory Planning and Review
http://www.whitehouse.qov/sites/default/files/omb/inforeq/e012866/e012866 10041993.pdf

“Section 1. Statement of Regulatory Philosophy and Principles.

(a) The Regulatory Philosophy. Federal agencies should promulgate only such regulations as
are required by law, are necessary to interpret the law, or are made necessary by
compelling public need, such as material failures of private markets to protect or improve
the health and safety of the public, the environment, or the well-being of the American
people. In deciding whether and how to regulate, agencies should assess all costs and
benefits of available regulatory alternatives, including the alternative of not regulating.
Costs and benefits shall be understood to include both quantifiable measures (to the fullest
extent that these can be usefully estimated) and qualitative measures of costs and benefits
that are difficult to quantify, but nevertheless essential to consider. Further, in choosing
among alternative regulatory approaches, agencies should select those approaches that maximize
net benefits (including potential economic, environmental, public health and safety, and other
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advantages; distributive impacts; and equity), unless a statute requires another regulatory
approach.

(b) The Principles of Regulation. To ensure that the agencies’ regulatory programs are consistent
with the philosophy set forth above, agencies should adhere to the following principles, to the
extent permitted by law and where applicable:

(1) Each agency shall identify the problem that it intends to address (including, where applicable,
the failures of private markets or public institutions that warrant new agency action) as well as
assess the significance of that problem.

(2) Each agency shall examine whether existing regulations (or other law) have created, or
contributed to, the problem that a new regulation is intended to correct and whether those
regulations (or other law) should be modified to achieve the intended goal of regulation more
effectively.

(3) Each agency shall identify and assess available alternatives to direct regulation, including
providing economic incentives to encourage the desired behavior, such as user fees or
marketable permits, or providing information upon which choices can be made by the public.

(4) In setting regulatory priorities, each agency shall consider, to the extent reasonable, the
degree and nature of the risks posed by various substances or activities within its
jurisdiction.

(5) When an agency determines that a regulation is the best available method of achieving the
regulatory objective, it shall design its regulations in the most cost-effective manner to achieve
the regulatory objective. In doing so, each agency shall consider incentives for innovation,
consistency, predictability, the costs of enforcement and compliance (to the government,
regulated entities, and the public), flexibility, distributive impacts, and equity.

(6) Each agency shall assess both the costs and the benefits of the intended regulation and,
recognizing that some costs and benefits are difficult to quantify, propose or adopt a
regulation only upon a reasoned determination that the benefits of the intended regulation
justify its costs.

(7) Each agency shall base its decisions on the best reasonably obtainable scientific, technical,
economic, and other information concerning the need for, and consequences of, the intended
regulation.

(8) Each agency shall identify and assess alternative forms of regulation and shall, to the extent
feasible, specify performance objectives, rather than specifying the behavior or manner of
compliance that regulated entities must adopt.

(9) Wherever feasible, agencies shall seek views of appropriate State, local, and tribal officials
before imposing regulatory requirements that might significantly or uniquely affect those
governmental entities. Each agency shall assess the effects of Federal regulations on State, local,
and tribal governments, including specifically the availability of resources to carry out those
mandates, and seek to minimize those burdens that uniquely or significantly affect such
governmental entities, consistent with achieving regulatory objectives. In addition, as
appropriate, agencies shall seek to harmonize Federal regulatory actions with related State, local,
and tribal regulatory and other governmental functions.

(10) Each agency shall avoid regulations that are inconsistent, incompatible, or duplicative with
its other regulations or those of other Federal agencies.

(11) Each agency shall tailor its regulations to impose the least burden on society, including
individuals, businesses of differing sizes, and other entities (including small communities
and governmental entities), consistent with obtaining the regulatory objectives, taking into
account, among other things, and to the extent practicable, the costs of cumulative
regulations.



(12) Each agency shall draft its regulations to be simple and easy to understand, with the
goal of minimizing the potential for uncertainty and litigation arising from such
uncertainty.

... Sec. 3. Definitions. For purposes of this Executive order:
...(d) “‘Regulation”” or ‘‘rule’’ means an agency statement of general applicability and future
effect, which the agency intends to have the force and effect of law, that is designed to
implement, interpret, or prescribe law or policy or to describe the procedure or practice
requirements of an agency. It does not, however, include:

(1) Regulations or rules issued in accordance with the formal rulemaking provisions of 5 U.S.C.
556, 557,

(2) Regulations or rules that pertain to a military or foreign affairs function of the United States,
other than procurement regulations and regulations involving the import or export of non-defense
articles and services;

(3) Regulations or rules that are limited to agency organization, management, or personnel
matters; or

(4) Any other category of regulations exempted by the Administrator of OIRA.

(e) ‘“‘Regulatory action’” means any substantive action by an agency (normally published in the
Federal Register) that promulgates or is expected to lead to the promulgation of a final rule or
regulation, including notices of inquiry, advance notices of proposed rulemaking, and notices of
proposed rulemaking.

(f) ““Significant regulatory action’’” means any regulatory action that is likely to result in a rule
that may:

(1) Have an annual effect on the economy of $100 million or more or adversely affect in a
material way the economy, a sector of the economy, productivity, competition, jobs, the
environment, public health or safety, or State, local, or tribal governments or communities;

(2) Create a serious inconsistency or otherwise interfere with an action taken or planned by
another agency;

(3) Materially alter the budgetary impact of entitlements, grants, user fees, or loan programs or
the rights and obligations of recipients thereof; or

(4) Raise novel legal or policy issues arising out of legal mandates, the President’s priorities, or
the principles set forth in this Executive order.”



