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For which of you, intending to build a tower, 
sitteth not down first, and counteth the cost, 

whether he have sufficient to finish it? 
Luke 14:28 

ECONOMIC ACTIVITY is increasingly influ- 
enced by an extensive network of federal 
regulatory programs, much of it intro- 

duced in the past ten to fifteen years. Its goals 
are desirable-reducing the adverse environ- 
mental effects of economic activity, lessening 
risks of accidents and exposure to substances 
that imperil health, enhancing the amount and 
quality of information available to consumers, 
and improving equality of access to education, 
training, and jobs. But when this network was 
being built up, there was little appreciation of 
what it might cost to achieve these goals. In- 
deed, not much information was generally 
available on probable costs and they were usu- 
ally not a major consideration in the debates 
leading to new or expanded regulatory pro- 
grams. 

Both the lack of good information on costs 
and the limited attention focused on them are 
attributable in part to the way these costs are 
financed. Public goods provided by government 
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-highways, for example, or parks, or national 
defense-have traditionally been financed large- 
ly by collecting tax revenues and using the 
funds to buy from the private sector what is 
required to provide these goods. Estimates of 
costs for programs of this kind are part of the 
normal administrative process of budgetmak- 
ing. Regulatory costs, in contrast, are largely 
hidden from view--because they are included 
in prices paid by consumers or reflected in re- 
duced returns to owners and shareholders. 
Thus estimates of these costs are not an auto- 
matic by-product of traditional administrative 
and accounting processes. The costs are no less 
real, however, than those that appear explicitly 
in public budgets; both represent resources 
that could be used for other purposes. 

Greater interest in the magnitude of reg- 
ulatory costs can be traced to several sources. 
Newly established or expanded federal regula- 
tory programs have increasingly been recog- 
nized as producing mounting costs for compli- 
ance. This has raised questions not only about 
the amount of resources being devoted to the 
various regulatory goals, but also about wheth- 
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er in particular instances these costs might ex- 
ceed realized benefits and whether alternative 
approaches might make possible lower costs, 
higher benefits, or both. At the same time there 
has been growing skepticism about the effects 
of more traditional regulatory programs involv- 
ing price, service, and entry controls. 

A body of analysis and evidence has been 
developed suggesting that, in these traditional 
areas, reform-including complete deregula- 
tion, in some cases-would reduce costs with- 
out correspondingly reducing benefits. This in- 
terest in reform, both of the traditional "eco- 
nomic" regulatory programs and of the more 
recent "social" regulatory programs, has been 
stimulated by the experience of persistent in- 
flation-an experience that concentrates minds 
on reducing costs or at least limiting the thrust 
of cost increases. 

Regulatory Cost Estimates 

In recent years a number of efforts have been 
made to measure regulatory costs. Some of 
these have been carried out by government. 
There have been, for example, studies by the 
Council on Environmental Quality and the De- 
partment of Commerce on the costs of pollu- 
tion abatement regulations, and by the Council 
on Wage and Price Stability and the Regulatory 
Analysis Review Group for a broader range of 
regulatory programs. Studies have also been 
carried out at universities or research institu- 
tions; the work of Murray Weidenbaum and his 
associates at the Center for the Study of Ameri- 
can Business (Washington University) is a 
widely cited example. In addition, some major 
companies-including Dow Chemical, General 
Motors, Ford, Caterpillar, and R. J. Reynolds- 
have made internal estimates of costs attribut- 
able to regulation. Among the studies that have 
emerged from the business community, the one 
carried out by Arthur Andersen & Co. for the 
Business Roundtable appears to be the most 
detailed and carefully documented. 

An important feature distinguishing the 
Business Roundtable study from most earlier 
studies is that it applied a consistent method- 
ology for estimating costs to all the firms in- 
volved and for each of the regulatory agencies 
or programs considered. Previously, cost esti- 
mates have been made for a specific regulation 
or proposal, for a particular firm, and for broad 

categories of regulations (in an effort to exam- 
ine the economy-wide impact of regulation). 
These studies used different methods for con- 
structing the estimates and different concepts 
for determining what should be counted as 
costs. All the estimates, of course, are subject 
to varying degrees of uncertainty and error. 
While estimates of the cost of regulation are 
always approximate and often quite crude, dif- 
ferences in methods and concepts used for cost 
measurement are an important source of differ- 
ences in estimates. 

Even in principle, there is no single answer 
to the question, What is the cost of government 
regulation?, without defining more specifically 
what is meant by costs. Nor do cost estimates 
by themselves provide sufficient information 
for judging whether a regulation is worthwhile. 
Both for defining what is meant by costs and 
for determining whether incurring the costs is 
worthwhile, it is necessary to make compari- 
sons. Benchmarks must be established for 
measuring regulatory costs, and these costs 
must then be compared with the benefits at- 
tributable to the regulations. 

The Business Roundtable study is essen- 
tially an analysis of costs, not of benefits-as 
is my discussion here. This does not mean that 
benefits do not deserve careful attention and 
measurement to the extent feasible. Both the 
proponents of a benefit-cost framework for 
evaluating regulation and its critics agree that 
it is essential to consider benefits, with the 
former usually arguing that they should be 
weighed against costs and the latter usually 
arguing that, in the process, benefits are likely 
to be given too little weight. 

The Cost Measurement Methodology 

In general terms, costs attributable to regula- 
tion are measured by the difference between 
the costs that occur in the presence of regula- 
tion and the costs that would prevail in its 
absence. This basic idea may seem quite 
straightforward, but its application can be com- 
plex. Determining what would have occurred 
in the absence of regulation-which is what 
establishes the benchmark or point of refer- 
ence for cost measurement--involves a con- 
siderable amount of judgment. 

The Business Roundtable study's incre- 
mental cost method, along with the example 
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given to describe it, is a case in point (see 
Michael Simon's article, Table 1, page 21). 
EPA's water pre-treatment standards require 
removal of 99 percent of certain pollutants. The 
costs of achieving this standard were compared 
with the costs of 95 percent removal. The ra- 
tionale for choosing this reference point is de- 
scribed in the study as follows: "In its [the 
company's] opinion based on scientific research 
and studies, introducing 5 percent of the in- 
compatible pollutants into the county's treat- 
ment works would result in no measurable 
damage to the county's system and no detri- 
mental effects downstream." This rationale is, 
of course, couched in somewhat antiseptic tech- 
nical terms ("scientific research ... no measur- 
able damage ... no detrimental effects"), but 
this should not be allowed to obscure the real- 
ity that the level of abatement that would have 
been set in the absence of regulation remains a 
matter of judgment. Indeed, this is recognized 
in the study by reference to such factors as so- 
cial pressures and market conditions. 

The example also raises a substantive 
point. Taken at face value, it suggests that es- 
sentially no benefits should be attributed to 
removing more than 95 percent of the pol- 
lutants involved. This interpretation implies 
that, even in the absence of regulation, too 
much would have been spent on removing these 
pollutants-in the sense that costs are being in- 
curred to the point where the benefits of further 
removal are of no value, instead of to the point 
where their value is equal to the costs of further 
abatement. This is obviously not intended to be 
the main point of the example, but it shows that 
the firm's judgments about the appropriate 
benchmark for cost measurement are made 
with benefits in mind. Moreover, the example 
shows that the implications of technical meas- 
ures of abatement performance can be better 
understood by expressing them in ways that 
permit them to be compared with costs. 

The exercise of judgment in constructing 
estimates of the costs of regulation is unavoid- 
able. There is no reason to suppose that the 
participants in the project did not exercise 
sound judgment, or that they were not in the 
best position to make sound judgments. If 
firms were inclined toward exaggerating the 
costs of regulation, they could do this by estab- 
lishing low-cost reference points for compari- 
son. On the other hand, however, the costs of 

regulation would be underestimated if firms 
were inclined instead to exaggerate the extent 
to which they would have devoted resources to 
pollution abatement, improved safety, or other 
worthwhile goals in the absence of regulation. 
Some resources would have been devoted to 
these goals (because this would have been 
sound business practice in terms of a firm's 
economic self-interest and its relationships 
with the broader communities of which it is a 
part). While there is no reason to suppose that 
these (and other) possibilities are equally 
likely and would operate to balance each other 
exactly, the direction of possible biases in the 
overall results is unclear. 

Certainly the appropriate amount of re- 
sources might well not be devoted to these 
goals in the absence of regulation. Indeed, the 
rationale for much of our current regulation is 
presumably a judgment that insufficient re- 
sources would otherwise be devoted to these 
worthwhile goals. Much of the controversy 
about regulation and estimates of its costs is 
concerned with how cost information should 
be used in judging what amount of resources 
is enough. 

The treatment of expenditures made for 
capital equipment is another issue that merits 
discussion here. Under the methodology of the 
study, these expenditures were simply aggre- 
gated along with those for annually recurring 
operating expenses incurred during the same 
year. Capital equipment, however, is not used 
up during the current year, the investments 
having been made in order to deliver benefits 
over a period of years. Cost estimates might 
take this into account by including only the 
portion of capital investments that represents 
an appropriate annual charge for the use of the 
capital. Estimates developed along these lines 
would, of course, require reaching back to 
measure the amounts of capital investment oc- 
curring in earlier years and assigning annual 
costs charged to these earlier investments. This 
would be a more ambiti®us undertaking. But 
the resulting estimates would correspond more 
closely in concept to conventional measures of 
annual production and costs, in which invest- 
ment expenditures are amortized and annual 
depreciation charged as a cost. Under the meth- 
od employed in the study, however, the esti- 
mate of annual aggregate costs must be in- 

(Continues on page 22) 
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(Continued from page 19) 
terpreted as a measure of the amount of re- 
sources withdrawn from other uses during the 
current year to meet regulatory goals, instead 
of as the amount of resources actually used up 
during the current year. 

Types of Regulatory Costs 

Costs attributable to government regulation 
arise in different ways, and different classes of 
costs should often be treated differently. More- 
over, costs in some classes are susceptible to 
measurement using the methodology employed 
in the Business Roundtable study, while others 
are not. It is, therefore, useful to distinguish 
various classes of costs arising from govern- 
ment regulation in order to place cost estimates 
and the methodology used to develop them in 
perspective. I will, for this purpose, distinguish 
four classes of regulation-induced costs, even 
though it would be possible to define narrower 
sub-categories. The four categories are admin- 
istrative costs, compliance costs, transfers, and 
inefficiency. 

Administrative Costs. Here I include the costs 
incurred for the staff, supplies, studies, and con- 
sultants' reports needed to write, manage, pub- 
lish, and police regulations. Essentially, these 
costs cover the architectural and housekeeping 
work that goes into developing and operating 
the regulatory system. (For this discussion, I 
limit administrative costs to those incurred by 
the federal government, but costs of this char- 
acter are also incurred by private firms and 
other units on which regulations impinge.) 
Estimates of the government-financed adminis- 
trative costs can be obtained from the govern- 
ment budget (with appropriate attention to 
cost allocation problems). 

Compliance Costs. This category is comprised 
of expenditures attributable to regulation in- 
curred by firms (and other units) covered or 
affected by the regulations. Costs in this class 
include those incurred to analyze possible ap- 
proaches and to shape proposed standards, 
those necessary to meet the specifications estab- 
lished by the regulations, and those necessary 
to develop data and maintain records demon- 
strating compliance and to defend the com- 
pliance strategy against legal assault. For that 

component of compliance costs that consists of 
housekeeping functions that would not be car- 
ried out in the absence of regulation, cost esti- 
mates can be developed in a relatively straight- 
forward fashion from the accounting records of 
the firms involved (with appropriate cost allo- 
cation). 

But for other components of compliance 
costs, estimation is often more complicated. 
Consider-as a model-the simplest case 
where, in order to meet a technical standard 
limiting effluent discharges or exposure levels, 
it is necessary to develop, install, operate, and 
maintain a specific additional piece of equip- 
ment. Here the costs attributable to regulation 
can be traced to specific entries in the account- 
ing records of the units making the expendi- 
tures necessary to achieve the standard. Situa- 
tions are rarely this simple. 

In more complex cases, the need for exer- 
cising judgment becomes more obvious, and 
additional uncertainty is accordingly intro- 
duced into cost estimates. The appropriate ref- 
erence point for calculating costs attributable 
to regulation is readily identified when meeting 
a standard requires discrete and separate addi- 
tional equipment or practices. It is less easily 
identified when a new plant or production proc- 
ess is designed, constructed, and placed into 
operation. If compliance requires changes 
more complex than the simple model-if it re- 
quires change that is incorporated instead as 
an integral part of the process itself (or even 
perhaps substitution of a quite different proc- 
ess)-the costs must be allocated somehow 
between production and pollution abatement. 
And, as is well known by students of public 
utility regulation, the allocation of joint costs 
-to, for example, long distance transmission, 
network switching, and local telephone service 
-is inevitably somewhat arbitrary. 

A different complication arises when regu- 
latory standards imposed on one firm can be 
met only by using inputs with different (and 
more costly) specifications purchased from 
another firm. This component of the costs of 
meeting a standard could in principle be esti- 
mated either from the increase in input prices 
for the user firm or the increased cost to the 
producing firm. (Including both would, of 
course, be double counting, and the method- 
ology of the Business Roundtable study was 
designed to avoid this.) It should be noted, 
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however, that while the user firm may be aware 
that the more costly input specifications arise 
from a regulatory requirement, it may not have 
access to the producing firm's accounting rec- 
ords for making a cost estimate. Conversely, 
while the input-producing firm may be in a posi- 
tion to estimate the increased production costs, 
it may be unaware that they are a result of a 
regulatory requirement for the user firm. Little 
imagination is required to envision the diffi- 
culties in tracing all the costs incurred in this 
way as the number of stages in the production 
process is extended and the number of firms 
increased. 

Unlike the administrative costs incurred 
by government, which are financed by taxes, 
compliance costs are financed largely through 
higher prices to consumers who purchase the 
relevant goods and services. The basic data for 
estimates of these costs are accordingly con- 
tained in the accounting records of the firms 
affected. Although the relevant costs cannot 
ordinarily be estimated by methods as simple 
as adding up an appropriate selection of vouch- 
ers, it is nevertheless possible to develop rea- 
sonable estimates of compliance costs by using 
a methodology such as that employed in the 
Business Roundtable study. 

Transfers. The costs in this category do not 
really represent economic costs. That is, they 
do not by themselves involve the use of re- 
sources that could otherwise be devoted to 
other ends. Consider-as an example of a trans- 
fer-type cost-the effects of minimum wage 
regulation. An increase in the legal minimum 
rate obviously results in an increase in labor 
costs. (As in the instances discussed earlier, of 
course, the appropriate reference point for 
comparison becomes difficult to establish pre- 
cisely with the passage of time.) The increase 
in labor costs, however, does not involve addi- 
tional resource usage, but instead higher wage 
incomes-at least for those able to obtain jobs 
at the higher wage levels. 

It should be noted that most regulations 
give rise to costs in more than one of the four 
categories I have outlined and involve a trans- 
fer component that can be distinguished from 
the costs borne by the society as a whole. The 
first point is illustrated by the minimum wage 
example: according to the available evidence, 
higher minimum wages result in lower employ- 

ment than would otherwise be realized, with 
the job losses representing a separate and addi- 
tional cost of regulation that would not, of 
course, be included in costs experienced by 
firms. The second point may be illustrated by 
standards limiting exposure to cotton dust, in 
which the benefits accrue mainly to workers in 
the industry and the costs are borne by the 
much broader class of consumers of cotton 
products. As another example, abatement of 
pollution for a particular geographic area or 
industry confers benefits on groups that are in 
general quite different from those bearing the 
costs. In many instances these transfer com- 
ponents may be compensated for by subsequent 
market adjustments; for example, when jobs 
are made safer, the wages necessary to attract 
workers may be lower. 

As this discussion shows, the higher costs 
(and the correspondingly higher prices to con- 
sumers) that result from regulation are not 
always accompanied by an equivalent reduction 
in resources available for other uses. Thus, the 
costs of regulation that appear as transfers 
tend to raise prices rather than to use up addi- 
tional scarce resources. 

It is extremely important to distinguish the 
costs in the transfer category from the costs 
that arise through a process that in some re- 
spects may seem similar. For example,,the costs 
of designing, building, operating, and maintain- 
ing a piece of pollution abatement or safety 
equipment show up as jobs, incomes, and prof- 
its generated by the firms that build such equip- 
ment, and as jobs and incomes for those that 
operate and maintain it. It is thus sometimes 
said that more jobs and income are gained as 
a result of regulatory programs than are lost 
as a result of failures or reduced production 
among the regulated firms. The basic error in 
regarding these designing, building, operating, 
and maintaining costs as a transfer-or even a 
net gain-is that, unlike transfers, they repre- 
sent real resource use. That is, the jobs involved 
in the firms making the pollution abatement 
or safety equipment are the real resources rep- 
resented by the cost estimates, so that diverting 
these resources to this use means a net reduc- 
tion in resources available for other uses. The 
higher costs to consumers that result do not 
represent simply a transfer of income. 

Regulatory costs in the transfer category 
may not be very important for the particular 
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programs analyzed in the Business Roundtable 
Study. Other studies of regulatory costs, in the 
transportation area particularly, suggest that 
transfers could be an important factor; higher 
costs to shippers may in part be reflected by 
higher wages in the regulated sector and in the 
values of operating rights. In any case, costs in 
this class are not readily captured by a cost- 
estimating methodology that relies on account- 
ing records. Instead, market behavioral re- 
sponses must be estimated using appropriate 
models and data. Costs that should be regarded 
as transfers could inadvertently be captured by 
the Business Roundtable methodology, how- 
ever, and included with other (true economic) 
costs. For example, under ERISA regulation, 
costs of increasing plan contributions to en- 
hance benefits to participants (some $40 mil- 
lion of the $61 million in ERISA costs estimated 
in the study) should be regarded as a transfer, 
and thus different in concept and effect from 
most other costs estimated in the study. 

Inefficiency Costs. This fourth class of costs 
represents a disparate collection, familiar to 
economists as "deadweight losses." Regulation 
often restricts the range of permissible prices, 
practices, or processes, and these legal restric- 
tions affect the pattern in which resources are 
used. If these restrictions could be modified to 
bring about a redeployment of the resources so 
as to produce a higher total value of output 
(including the value of things not traditionally 
traded in markets such as improved air quali- 
ty), regulations can be viewed as imposing net 
costs. These costs would be "deadweight loss- 
es" that result from producing the wrong mix 
of output, producing with the wrong mix of in- 
puts, or both. The mix is "wrong" only because, 
with the same basic resources, more could be 
produced of what is valued most. That is why 
the consequences of the "wrong" mixes can be 
regarded as costs. 

Some examples may be useful to illustrate 
inefficiency costs. Suppose, for example, that 
shipping rates established by regulation result 
in freight moving by railroads that could have 
been hauled more cheaply by truck (or vice 
versa) . Total resource costs of hauling the 
freight would be reduced if different prices pre- 
vailed-or, alternatively, more freight could be 
moved without additional resource usage. As 
another example, consider a regulation requir- 

ing such stringent documentation of substan- 
tive advertising claims that advertisers shift in- 
stead toward messages that provide little sub- 
stantive information. In this case, costs to the 
advertiser may even be reduced, though the in- 
terests of potential customers would have been 
better served if the shift had not occurred. 

These examples illustrate inefficiency at a 
point in time, but investment decisions, with 
implications for the future, can also be affected 
by regulation. Suppose, for example, that re- 
quirements for demonstrating the safety of new 
pesticides are made so severe and thus so ex- 
pensive that new and specialized substances are 
no longer developed. The result could be a 
choice between using older and more dangerous 
pesticides or suffering severe crop damage. Con- 
sider, as another example, the effects of a regu- 
lation that sets up an emission standard based 
on what could be met by using a specific piece 
of pollution abatement equipment. There would 
be no reward for doing better than required by 
the standard. Moreover, there would be little 
point in developing a lower-cost control meth- 
od if its performance fell just short of the stand- 
ard. In other words, despite the possibility of 
substantial cost savings for essentially compa- 
rable performance, an alternative approach 
might not meet with regulatory approval. Thus 
research, development, and innovation might, 
as a consequence of the incentives and con- 
straints in a rigid regulatory approach, be chan- 
nelled in directions that would not produce the 
highest pay-off to society. 

One important point illustrated by these 
examples is that costs to society cannot be iden- 
tified simply by scrutinizing company account- 
ing records. In some cases, the costs to society 
are the result of too little expenditure by firms 
for investments or products or services that 
would in fact be more valuable to society than 
some of those on which the resources are ex- 
pended. In most instances, costs of these kinds 
can be identified and estimated only by the use 
of complex (but nevertheless still oversimpli- 
fied) models of the processes and behavioral 
responses involved, and by assembling exten- 
sive data so that the model can be applied. 
While costs arising from inefficiency are more 
subtle to grasp and more difficult to measure 
than the other types of costs, they are in a sense 
the most serious because they represent pure 
waste of resources. 
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... costs arising from inefficiency ... are 
in a sense the most serious because they 
represent pure waste of resources. 

A second point with potentially great long- 
term significance is that, while the size of regu- 
latory costs is obviously important, the manner 
in which these costs are incurred may be even 
more important. Current regulatory approaches 
often take the form of specific equipment re- 
quirements based on engineering design studies 
or pilot projects, which are in turn based on 
price projections that may prove to be unreal- 
istic and technology that is either currently 
available or on the immediate horizon. As a re- 
sult, incentives for improvements in perform- 
ance beyond that specified by the standards are 
limited or absent and the attractiveness of 
maintaining static technology enhanced (be- 
cause this technology, in practice, becomes the 
definition of meeting regulatory requirements). 
Thus regulatory requirements that impose the 
same current (or discounted) costs can have 
different implications for productivity and out- 
put in the future. 

sonable diversity of industries represented, gen- 
eralization from these estimates to the economy 
as a whole (as the study notes) cannot be made. 
In addition, of course, nonprofit organizations 
such as hospitals and schools as well as state 
and local governmental units are also affected 
by federal regulation. Limiting the study to only 
f ederal regulation is reasonable, but it does 
have the effect, for example, of excluding all 
costs of pollution abatement for automobiles 
sold in California because state standards, be- 
ing more stringent than those of the federal 
government, preempt the federal standards. 

More broadly, the methodology underlying 
the study cannot be used to identify and esti- 
mate certain types of regulatory costs likely to 
have a significant impact on the economy, as is 
acknowledged in the study. The costs that are 
estimated are only those in the second category 
-compliance costs-of the four that I have dis- 
cussed. Costs in the first category-administra- 
tive costs-can, of course, be estimated from 
government budget sources. But costs in the 
other two categories-transfers and inefficiency 
-are another matter. Estimates of these can- 
not be made by analysis using only the account- 
ing records of the units affected, but require 
instead more complex and sophisticated meth- 
ods of economic analysis. 

Summary 

The estimates of costs of government regula- 
tion developed in the Business Roundtable 
study provide useful information on ways in 
which regulatory costs are incurred and on 

.. , the Business Roundtable study should 
be viewed as sketching out a limited, 
though significant, portion of the more 
complex overall picture... . 

their magnitude. The significance of this con- 
tribution is in part attributable to the carefully 
detailed methodology employed and to the use 
of the financial and accounting records of the 
firms affected. But in a number of ways the in- 
formation is limited in its scope. 

The most obvious limitations are in the 
number of regulatory programs covered, the 
number and size of the firms involved, and the 
fact that only federal regulations were studied. 
Thus only six regulatory areas (selected in part 
on the basis of the magnitude of their impact) 
were considered, and certain programs in these 
areas were excluded (such as the antitrust ac- 
tivities of the FTC) . The firms involved are 
large, and while a considerable share of the 
nation's economic activity is covered and a rea- 

There is evidence that these more difficult- 
to-measure types of cost are quantitatively im- 
portant. Empirical studies of the effects of 
transportation regulation, for example, have 
produced evidence of significant transfer and 
inefficiency costs. Studies of drug development 
and innovation and of water pollution abate- 
ment have produced evidence of adverse effects 
through inefficiency in meeting regulatory 
goals. The information on regulatory costs de- 
veloped by the methods of the Business Round- 
table study should be viewed as sketching out a 
limited, though significant, portion of the more 
complex overall picture of the costs of regula- 
tion. 
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meat opportunity E.O'). 
After choosing these, we developed rocdunes 

for data collection, established mp 
for analyzing the data, and trained the company 
project teams in the approach. 

Michael E. Simon is a partner i the accounting 
firm of Arthur Andersen and Co. 

Results o the Study. In the six regulatory areas 
covered, the forty-eight participating companies 
incurred' $2.6 billion in r gu1ati n induced incr 
mental costs in 1977 (see Table 2-considering 
much of it to b wasteful. The significance of the 
amount may be measured' by the fact that, i 
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