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Trade as ‘Social Dumping’
✒ BY PIERRE LEMIEUX

A s anybody familiar with the academic literature of the last 250
years knows, it’s difficult to make sound economic arguments
against free trade. It is easier to make light and fuzzy political

arguments, like the ones offered by Peter Navarro (now head of Presi-
dent Trump’s National Trade Council) and Greg Auty in their 2011
book Death by China. However, the social-
political argument recently offered by
Harvard economist Dany Rodrik in his
Foreign Policy article “It’s Time to Think
for Yourself on Free Trade” (January 27,
2017) is worth a look. He has made similar
arguments elsewhere.

Foreign trade, Rodrik notes, generates
economic and social changes, but he doesn’t
argue against change per se. After all, tech-
nology produces a lot of it—and, we might
add, technology is probably responsible for
the bulk of employment disruptions that
Americaandothersocietiesareexperiencing.

What concerns Rodrik is that “trade
violates norms embodied in our institu-
tional arrangements.” “Certain kinds of
competition,” he writes with foreign com-
petition in mind, “can undermine domes-
tic norms with regards to what’s an accept-
able redistribution. … This brings us to a
different social and political objection to
trade—that trade violates norms embodied
in our institutional arrangements.”

I think he is trying to square the circle—
to make an argument against international
competition without attacking competi-
tion per se. That is not an easy task. To
pull it off he tries some fuzzy contractarian
norms and invokes the dubious concept of
“social dumping.”

Disrupting social norms / Rodrik writes that
“trade may undercut the social bargains
struck within a nation and embedded in
its laws and regulations,” and that the
consequences of trade generate “stresses

… for our social compacts.” The plural of
“social bargains” and “social compacts”
suggests that he is not thinking of a con-
ceptually unanimous social contract in
the sense of James Buchanan or even John
Rawls. It is very unlikely that anything like
a unanimous social contract could grant
Leviathan the power to forbid the impor-
tation of fishing rods from China, cars
from Mexico, or clothes from Bangladesh.

To rescue his domestic norms, Rodrik
argues for broadening the idea of fair trade
“to include social dumping.” The concept of
“social dumping” has been used by the left
as the social equivalent of ordinary “trade
dumping,” which is the selling of goods at
prices deemed to be below cost. But what’s
wrong with that? It would mean that the
importing country is getting a bargain that
is paid for by the exporting country. Hence
the notion that dumping is bad is prob-
lematic in any consistent theory of trade. In
practice, “dumping” usually refers to foreign
suppliers selling at a price that domestic
competitors do not match for whatever
reason. Dumping may not be good for
the domestic suppliers, but it is good for
domestic consumers. As Paul Krugman has
written approvingly, “The economist’s case
for free trade is essentially a unilateral case—
that is, it says that a country serves its own
interests by pursuing free trade regardless
of what other countries may do.”

“Social dumping” is even more prob-
lematic. A blurb on one of the European
Union’s websites admits that “there is
still no clear, universally accepted defini-
tion of ‘social dumping,’” though it cites
“unfair competition” as one possible defi-
nition. In this view, a poor country with
lower wages would, by its exports, dump

its social problems on rich countries. But
again, that doesn’t seem like a bad thing
for consumers. So we are back to the idea
that social dumping amounts to selling at
a price that competitors in rich countries
do not match.

Rodrik admits that low productivity—
that is, the exporting country’s low wages
are the result of its having a low-skilled
workforce or less capital—is not sufficient
to justify the charge of social dumping. He
wants to make “a clear distinction between
situations where a trade partner’s low wages
are due to low productivity, and the abuse
of worker rights (including, say, the absence
of collective bargaining, or freedom of asso-
ciation).” In other words, the comparative
advantage of a poor trading country has
to be corrected with what some “domestic
norms” in the importing country consider
an abuse of worker rights.

These ideas are difficult to fit in the
economist’s toolbox and we can sympa-
thize with Rodrik’s struggle. The theory of
comparative advantage and its contempo-
rary extensions (by economists such as Eli
Heckscher and Bertil Ohlin) suggest that
poor countries will specialize in the pro-
duction of labor-intensive goods precisely
because their wages (and other working
conditions) are low enough to compensate
for their generally bad labor productivity.
These countries are poor precisely because
they have low productivity. Their special-
ization, combined with the specialization
of developed countries in more capital-
intensive goods or goods requiring highly
skilled labor, will allow the residents of
all trading countries to enjoy more goods
and services.

Comparative advantage explains why
Mississippi specializes in agricultural prod-
ucts and California in high-tech gear. It
would make no sense for California’s gov-
ernment to limit imports from Mississippi
under the excuse that average wages are
40% lower in Mississippi or that it is a right-
to-work state. But if social dumping isn’t
invoked to restrict Mississippi exports to
California, then why do some people want
to invoke it to restrict Bangladeshi exports
to the United States?

PIERRE LEMIEUX is an economist affiliated with the
Department of Management Sciences of the Université
du Québec en Outaouais. His latest book is Who Needs
Jobs? Spreading Poverty or Increasing Welfare (Palgrave
Macmillan, 2014).
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It is true that Mississippians can freely
move to California if they want to, contrary
to Bangladeshis, but this is not an argu-
ment against free trade. On the contrary,
the capacity of Bangladeshis to export
goods to the United States is a substitute
for free immigration. Rodrik seems to pre-
fer more temporary immigration, but why
let a Bangladeshi who is temporarily work-
ing in the United States provide clothes to
American consumers but not let him do so
if he’s working in Bangladesh? This would
be like forcing Mississippians to work in
California if they want to produce stuff
for Californians.

The norms underlying the concept of
social dumping appear to be essentially
national and nationalistic. Social dumping
comes from international trade that chal-
lenges what Rodrik, in the last paragraph
of the book, calls “the prerogatives of the
national state.”

Favoring the tribe / The very term “social
dumping” is baffling. As Hayek argued,
“social” has become “the most confusing
expression in our entire moral and political
vocabulary.” It serves largely as an indicatorP
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that whatever it is modifying is deemed very
good if it is already considered good—e.g.,
social justice, social awareness, social respon-
sibility. “Dumping” mostly describes bad
things, however—e.g., roadside dumping,
trade dumping, dumping on one’s friends,
patient dumping. So “social dumping”
becomes a sort of sacrilege.

Go beyond the alchemy and social
dumping seems to be whatever people
close to power do not like, whether these
people represent special interests or a tyr-
anny of the majority. And the more tribal
or (in its modern incarnation) nationalis-
tic a society is, the more things and ideas
coming from outside will be considered
social dumping.

Rodrik thinks of trade as “not merely
a market relationship, but an intervention
into domestic institutions and an instru-
ment for reconfiguring them to the det-
riment of certain groups.” Consider the
implications of this characterization. When
the national Leviathan does not act to stop
what it dislikes, its inaction is nonetheless
considered intervention because it lets pri-
vate “interventions” run their course. There
is little place for free trade in this context.

Ideally, in Rodrik’s perspec-
tive, the “social compacts” are
the norms imposed by a national
majority. His general theory of
politics and welfare is rather rudi-
mentary, as it ignores contem-
porary theories of public choice,
welfare economics, and social
choice. In practice, the norms
will enforce the privileges that
special interests grab. One way or
another, these norms must not be
challenged by individuals import-
ing what they want from abroad.
Free trade must not be allowed to
interfere. Domestic norms and
cartels must be protected.

Conclusion / Rodrik does not
succeed in reconciling free trade
and arbitrary national norms
that interfere with trade. It is
just protectionism reformulated
in “social” terms. To be fair, he

claims that he wants only limited restric-
tions on trade and he believes those limita-
tions would keep populist demands and
demagogues at bay. But “social dumping”
is the stuff of what mission creep is made. It
is another voice for open-ended populism.

I think that Rodrik’s approach is simi-
larly mistaken from a moral perspective. Any
policy proposal is ultimately based on nor-
mativevalues.Free trade,basedon“capitalist
acts between consenting adults” (to borrow
fromRobertNozick)andonthe individual’s
liberty to make his own bargains, is certainly
easier to defend. As Anthony de Jasay would
say, this idea “demands far less of our moral
credulity.”
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■ Against Politics: On Government, Anarchy, and Order,
by Anthony de Jasay. Routledge, 1997.

■ Anarchy, State, and Utopia, by Robert Nozick. Basic
Books, 1974.

■ Death by China, by Peter Navarro and Greg Auty.
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■ The Fatal Conceit: The Errors of Socialism, by Friedrich
Hayek. University of Chicago Press, 1988.

■ “What Should Trade Negotiators Negotiate
About? A Review Essay,” by Paul R. Krugman. Avail-
able online at http://web.mit.edu/krugman/www/
negot.html.

R



4 / Regulation / SPRING 2017

B R I E F LY N O T E D

Regulatory Budgets
✒ BY RICHARD A. WILLIAMS

In a 1979 message to Congress calling for regulatory reform, Presi-
dent Jimmy Carter noted: “Our society’s resources are vast, but they
are not infinite. Americans are willing to spend a fair share of those

resources to achieve social goals through regulation. Their support
falls away, however, when they see needless rules, excessive costs, and

R ICHARD A. WILLIAMS is a senior affiliated scholar
of the Mercatus Center at George Mason University.
He previously was director of Mercatus’s Regulatory
Studies Program and, before that, director for social
sciences at the Center for Food Safety and Applied Nu-
trition at the U.S. Food and Drug Administration. P
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duplicative paperwork.” Nearly four
decades later, hundreds of agencies and
thousands of programs are not producing
the results they promise in their Regula-
tory Impact Analyses or budget justifica-
tions to Congress. As a result, social costs
are higher and net social benefits are lower
than they should be.

To reduce the costs of new regulations,
agencies should face a regulatory bud-
get constraint. Heads of regulatory agen-
cies already face budgetary choices with
the resources appropriated to them by
Congress for staff, office space, supplies,
and travel. But the agencies do not face
an explicit constraint on the regulatory
compliance costs they impose on firms
and consumers. Congress has noticed this
and has passed bills,
particularly through
the House of Repre-
sentatives trying to
implement the con-
cept of a regulatory
budget. To date, the results of these efforts
have been disappointing to say the least.

The first proponent of a regulatory bud-
get was Robert Crandall of the Brookings
Institution, and the first legislative attempt
at this idea was offered by Sen. Lloyd Bent-
sen (D–Texas) and Rep. Clarence “Bud”
Brown Jr. (R–Ohio) in 1979. John Morrall
III, then the top career staffer in the Office
of Information and Regulatory Affairs,
suggested in a 1992 paper that a regulatory
budget should result in 1) a more cost-

effective allocation of society’s resources,
2) require an explicit consideration of the
cost of private resources and, 3) rely more
on decentralized decisionmaking.

The very fact that there have been aca-
demic articles and legislation supporting
regulatory budgets for almost 40 years
would suggest that it is difficult to get
bipartisan agreement on such measures.
Certainly one objection might come from
economists who would argue that net ben-
efits—i.e., regulatory benefits minus regu-
latory costs—are the appropriate measure
rather than just costs. But to determine
net benefits, agencies would actually have
to conduct cost–benefit analyses accurately
and then pay attention to them, which the
evidence suggests they do not do.

I believe the federal government can
initiate a regulatory budget with-

out new legislation from Con-

gress. True, Congress should begin to
exercise its proper role under Article 1,
Section 1 of the Constitution that states
that all power to make laws are vested in
the Congress, while carrying out those
laws is vested in the executive. But bud-
geting—whether for the agencies’ own
resources or how they prioritize what they
will regulate—rests squarely in the hands
of the administrators of those agencies.

In 1978 the Senate Governmental
Affairs Committee concluded in Vol.
VII of its Study of Federal Regulation that
agencies should issue statements of goals
and priorities, including specific objec-
tives for actions in their respective pro-
grams including “projected dates for their
accomplishment, along with proposed
resources allocations for these areas, suf-
ficient to accomplish each objective by
the specified date.” Agency administrators
(politically appointed department secre-
taries and commissioners) can establish
their own regulatory budgets for their
agencies as a way to constrain the total
expenditures they impose on regulated
entities and, more importantly, on Ameri-
can consumers. If done at the agency level,
the administrator may determine the best
way for her particular agency to carry out
such a budget.

These budgets could be considered
“pilot” projects and, over time, agencies
could try different ways to budget their
expenditures of social resources. There are
multiple ways in which these budgets may
be enacted, such as the “one-in, two-out”
rule recently adopted by the Trump admin-

istration (where, for every
new regulation, two older
ones must be removed) or
an overall social cost budget.
This could be done for the
agency overall, by program,
or even by authorizing leg-
islation. These tools could
be developed entirely inside
the agency with help from
the Office of Management
and Budget or by sharing
plans for budgets and priori-
tization with the regulated
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public (asking for comment). The latter is
illustrated by the Consumer Product Safety
Commission’s policy of sharing potential
prioritization of annual rules with both
the entire staff of the CPSC and the public
for comment.

Over time and with experience, agen-
cies could develop regulatory budgets as a
matter of good governance and Congress,
as it proceeds with its deliberations, could
use the results to better inform its efforts
to constrain the growth of the administra-
tive state. It can insist on annual reports
describing what appears to be working
and what does not, and ultimately can
establish budgets that square up with
what it tasks agencies to do in authoriz-
ing legislation.

One immediate effect of such budget-
ing perhaps would be for agencies to focus
on, as Adam Finkel has written, “Worst
Things First.” A secondary effect might
ultimately be that bad regulations (those
that don’t accomplish much) don’t crowd
out compliance with good regulations.

The point is, as part of good man-
agement, agency leaders can start now
under their own volition or simply under
command from a presidential memo to
properly budget their own resources and
the ones they command from us. Presi-
dent Trump has already issued one order
intended to improve regulation. More such
efforts would be welcome.

READINGS

■ “Benefit-Cost Analysis on the Chehalis Basin,”
by Ryan Scott, Richard O. Zerbe Jr., and Tyler Scott.
Regulation 36:2 (Summer 2013), 20–25.

■ “Controlling Regulatory Costs: The Use of Regula-
tory Budgeting,” by John F. Morrall III. Organisation
for Economic Co-operation and Development, 1992.

■ “OIRA Quality Control Is Missing for Most Regu-
lations,” by Richard A. Williams and James Broughel.
Mercatus Center at George Mason University, Oct.
1, 2014.

■ “OMB’s Reported Benefits of Regulation: Too
Good to Be True?” by Susan Dudley. Regulation 36:2
(Summer 2013), 26–30.

■ “Regulatory Budgeting: Lessons from Canada,” by
Sean Speer. R Street Institute, March 2016.

■ Worst Things First: The Debate over Risk-Based National
Environmental Priorities, edited by Adam Finkel and
Dominic Golding. Resources for the Future, 1994.

is from the opposing political party.
Defenders of the Obama administration
claim its midnight regulations were typi-
cal of the waning moments of any admin-
istration. On this they are not quite right;
though previous outgoing administra-
tions had similar tallies for the “midnight”
period ranging from Election Day to the
inauguration, Obama’s
administration still set
a record for regulatory
output in December and
broke its own record for
major regulations issued
in a calendar year.

2016 in perspec tive /
Before the election, the Obama admin-
istration’s rulemaking was not dissimilar
to other final years of previous administra-
tions. The Office of Information and Reg-
ulatory Affairs (OIRA), which is charged
with reviewing and approving executive
agency actions, discharged an average of
45 rulemakings per month during the last
eight years. During the first 10 months of
2016 that average held constant, with 45
rules leaving OIRA per month.

Immediately after the election and the
surprise defeat of Hillary Clinton, the rate
of new rules ratcheted up a bit, with 57 in
November. That isn’t dramatically above the
average, but it included some controversial
actions, including new fracking rules from
the Department of Interior and the renew-
able fuels standards for 2017 and 2018.

SAM BATKINS is director of regulatory policy at the
American Action Forum. IKE BR ANNON is a Cato
Institute visiting fellow and president of Capital Policy
Analytics.

Obama’s Record-Setting
‘Midnight’
✒ BY SAM BATKINS AND IKE BRANNON

What could motivate the Obama administration to publish
more than a year’s worth of regulatory burdens in its last
48 days? Most analysts would credit this to “midnight reg-

ulation,” the outgoing White House’s attempt to issue rules it favors
before leaving office, especially when the incoming administration

That uptick was just the beginning,
however. In December, OIRA concluded
review of 99 regulations, more than dou-
ble its average monthly pace and more
than in any December since 1993. What’s
more, comparing rules in 1993 and previ-
ous years to today is misleading because
back then OIRA typically scrutinized all

regulations, not just rules deemed “sig-
nificant” (meaning they would have an
economic effect of $100 million or more)
or could be significant, as is the practice
today.

Last December, there were several
days of breakneck regulatory output:
on December 2nd, OIRA approved nine
regulations, including a $12.3 billion
direct final rule (which means there was
no earlier proposal) that adds efficiency
standards for central air conditioners. On
December 16th, OIRA discharged nine
additional regulations, including a $630
million proposed rule to limit beryllium
exposure. In all, the administration issued
19 economically significant regulations in
December 2016 compared to just 11 the
previous December.

The final days of the Obama adminis-
tration produced more rules at the same
frenzied pace. In just 12 working days in

Previous outgoing administrations have
had similar“midnight”tallies, but
Obama’s administration set a record for
regulatory output in December.

R
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the unexpected election of Donald Trump,
and regulators moved 99 rules and 19 sig-
nificant measures through the process.

If policy and the wisdom of technical
experts at agencies held sway, the regula-
tory output would have little correlation
with the political cycle. A cursory observa-
tion of the data is all that is necessary to
realize this is certainly not the case.

Rushed regulations / Some of the recent
debate over midnight regulation cen-
ters around whether midnight rules are
“rushed,” reducing their quality. The data
suggest that several rules went through the
process in recent months in an unusually
short period. During the last two months
of the Obama administration, regulators
issued nine interim final rules and two
direct final rules, three of which were signif-
icant. The total cost of those rules eclipsed
$18 billion, including two expensive energy
efficiency measures for air conditioners and
pool pumps. None of these allowed for any
prior comment period.

The average OIRA review period for
these measures was just 39 days, which
is roughly half the average review time in

2016. Such truncated review
isn’t unique to the Obama
administration. The George
W. Bush administration
issued 20 interim final rules
in its waning days, including
five economically significant
measures. The average OIRA
review time for those rules was
37 days, compared to a 2008
average of 61 days.

The average review time for
midnight rulemakings during
the entire Obama era was 82
days, a reasonable period typi-
cal during other administra-
tions that in no way suggests
any “rush” through OIRA.
There were, however, several
rules that had been in the pro-
cess for months, generating
“outlier” review periods that
lasted longer than 300 days.
These lingering rulemakings

January, it published 65 regulations total-
ing $13.5 billion in long-term costs—more
than $1 billion in regulatory burdens per
day. Taken together, the Obama adminis-
tration’s regulators released $157 billion
in regulations in the last two months of
its existence, with $41 billion from final
rules alone. The Obama administration
imposed more regulatory costs post-elec-
tion than it did in all of 2013.

Historical norms / Every White House
rushes out last-minute regulations before
departing; the only difference is the extent
of this push. Figure 1 displays the aggre-
gate number of regulations released and
the amount of significant regulation in
the midnight period.

The last three outgoing administra-
tions are almost carbon copies of each
other. The Obama administration put
out slightly more last-minute regulations
than did the Clinton administration, but
the rush to regulate just before the White
House changes political party is profound
and independent of party.

The significant increase in regulation
at the tail end of 2016 helped the Obama
administration garner a sec-
ond record for most major
regulations in a term in office.
The Clinton administration
averaged roughly 71 major
rules annually. That number
dropped to 62 major regula-
tions per annum during Presi-
dent George W. Bush’s tenure.
Although the tally is not yet
complete, President Obama’s
White House averaged 86
major rules, a figure driven by
2010’s then-record 100 major
rules, which the administra-
tion went on to surpass in
2016 with 115 major rules. For
comparison’s sake, it is worth
noting that total is more than
double the number of major
rules produced in 2002.

No midnight at all? / Over the
final months of 2016, some— NOTE: “Significant” regulations are regulations with an estimated impact of $100 million or more.

Figure 1:

MIDNIGHT REGULATIONS BY ADMINISTRATION
Number of midnight regulations and “significant” regulations under
the last three presidents
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the group Public Citizen, for one—have
attempted to dispel the notion that
administrations issue more regulations
in their waning days or that the Obama
administration did anything of the sort.
To provide some relevant data on this
debate, we contrast the regulatory activity
in October 2012, the month before Presi-
dent Obama’s reelection, with December
2016.

While career staffers, ostensibly inde-
pendent of political forces, do the bulk of
the work on any administration’s regula-
tory agenda, the political actors control the
output and timing of federal rules. These
two months demonstrate how the political
winds control the floodgates for federal
rules. In October 2012, immediately pre-
ceding the election, OIRA approved a mere
four regulations, and only one significant
regulation that was from the Department of
Education. No doubt, that helped the presi-
dent avoid controversy just before Ameri-
cans went to the polls. By December 2012,
after President Obama was safely reelected,
the administration released 34 rules, a pace
approaching a “normal” month of regula-
tion. Fast forward to December 2016, after
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drove up the average, as the median review
time was 59 days.

Rules linger in regulatory purgatory for
numerous reasons. Sometimes the delay
owes to political machinations or an agency
prioritizing other efforts elsewhere, or to
waiting for new data or trying to figure out
how to address an obvious deficiency. The
confluence of these factors, combined with
political exigencies, made it a historic time
for midnight regulation.

Yet, theexamplesabovedemonstrate that
for some rules, quick review times and direct
final rules are necessary to implement the
last vestiges of administration policy. On
net, it’s true the average length of time for
completion of a midnight rule is little differ-
ent than a non-midnight rule. But the sheer
volume of regulation often masks the outli-
ers, the direct and interim final rules that
highlight themidnightperiod.Thatroughly
a dozen rules during the Obama era were
rushed without public comment should be
enoughtoconvincethepublicthatmidnight
regulation is no myth and provide sufficient
motivation for Congress to scrutinize and
perhaps repeal these measures.

Nothing new under the sun / Four years ago
in these pages, our article “No Midnight
After this Election” highlighted the lack
of regulatory output following the 2012
election. We explained that lack indicated
the Obama administration’s confidence
in reelection and policy continuation. In
contrast, the surprise election of Trump—
a candidate from the opposition politi-
cal party who promised to undo much
of the Obama agenda—provided more
than enough motivation for the outgo-
ing administration to double its average
monthly output of rules.

We find it troubling that some com-
mentators explicitly dismissed the Obama
administration’s rushed regulatory agenda
in the final days. Even a cursory examina-
tion of the data show that this was pre-
cisely what was happening, just as previ-
ous administrations had done the same.
It’s troubling to think why this was dis-
puted—and why the media largely chose
to ignore it.

Improving Regulatory
Impact Analysis
✒ BY KEITH B. BELTON

Every U.S. president in modern history has required that regula-
tors conduct a cost–benefit analysis as part of the promulgation
of “economically significant” regulations. Major new regulatory

proposals by executive branch agencies must be supported by a Regu-
latory Impact Analysis (RIA), a requirement introduced in President
Ronald Reagan’s Executive Order 12291.
Each RIA’s content and methodology are
reviewed by the Office of Management and
Budget (OMB) to ensure quality. According
to the OMB, the goals of an RIA are “(1) to
establish whether federal regulation is nec-
essary and justified to achieve a social goal
and (2) to clarify how to design regulations
in the most efficient, least burdensome, and
most cost-effective manner.”

From both a theoretical and practical
perspective, an RIA is a valuable tool because
it helps to improve regulation. For example,
the Environmental Protection Agency’s
phase-out of lead in gasoline—a significant
public health success story—was informed
strongly by cost–benefit analysis.

However, not all regulatory agencies
produce RIAs as part of major rulemak-
ings. So-called “independent” agencies
(e.g., the Federal Reserve, Federal Commu-
nications Commission, and Securities and
Exchange Commission) are not subject to
EO 12291. Those agencies are responsible
for approximately 20% of all major rules.
Even for agencies covered by the order,
RIAs have only a limited effect on rule-
making. The analyses are rarely revisited to
assess their accuracy after a regulation goes
into effect. A handful of academic studies
show that agencies can significantly under-
or overestimate actual costs and benefits.
The biggest problem with the RIA process,
however, relates to something fundamen-
tal: objectivity. A regulatory agency is not
unbiased. It has every incentive to develop

RIAs that support its preferred regulatory
approach. And because regulatory agencies
are designed to regulate, RIAs seldom (if
ever) conclude that federal regulation is
not needed.

Fortunately, the OMB can—and often
does—hold agencies accountable for defi-
cient RIAs. But the OMB is not the optimal
watchdog because it reports to the presi-
dent and therefore is subject to political
decisions that are not always consistent
with objective analysis of regulatory effects.
In addition, the OMB does not opine pub-
licly on the quality of agency analysis.

Over the years, observers of this process
have suggested many ways to improve the
quality of RIAs. These suggestions fall into
a few general categories: requiring greater
or earlier OMB review of agency analysis,
requiring a more searching judicial review
of agency analysis, or establishing a new
federal agency to conduct RIAs on behalf
of regulatory agencies.

Each of these proposed solutions has
its merits. But each also has its critics, and
their arguments (e.g., delays in achieving
public protections, higher cost to the gov-
ernment) have been sufficient to prevent
reform. There is an additional argument
that lies just below the surface: reform
would change the balance of power among
the three branches of government, and
no branch will support a lessening of its
influence.

A proposal / How, then, can we improve
the objectivity of regulatory analysis? We
can start by considering the source of the
problem. Federal regulatory agencies have

KEITH B. BELTON is founder and principal of Pareto
Policy Solutions, a regulatory analysis and advocacy
firm.R
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a monopoly position on the production
of RIAs. There is no competition and—
just like a market where a single producer
controls supply—the result is an insuf-
ficient quantity of insufficient quality at
too high a price.

To inject needed competition into the
RIA market, the government could leverage
external expertise on cost–benefit analysis.
Specifically, consider the following pro-
posal: During the public comment period
on a proposed major rule, if an agency
receives a public comment in the form
of an RIA for the proposed rule, then it
must submit that public comment to the
OMB. The OMB would then determine
whether the submitted RIA comports with
its established guidelines on regulatory
analysis (as outlined in OMB Circular A-4,
for instance) and, if not, provide an expla-
nation for why the RIA falls short. The
OMB must then send its determination
back to the agency, which must include
it in the rulemaking record as part of the
agency’s final action.

Although this proposal can be described
in just four steps (the public submits an
RIA, the regulatory agency submits the
public comment to the OMB, the OMB
makes a determination, and the regula-
tory agency includes this determination
in the rulemaking record), some points are
important to stress:

■ The agency should not be allowed to
evade its requirement to share such
a public comment with the OMB. It
must send the comment to the OMB
within a prescribed period of time
(say, within two weeks of receipt).

■ The OMB should not evade its
responsibility to make a yes/no deter-
mination or opine why a submitted
RIA does not comport with its estab-
lished guidelines. A terse and indeci-
pherable explanation from the OMB
would do little to foster improved
quality.

■ The threat of judicial scrutiny is criti-
cal. If this policy were established via
presidential executive order, it would
not allow a private party to sue a

recalcitrant agency for failing to com-
ply. Therefore, the policy is best estab-
lished through an act of Congress.

Such a policy would be considered a
“nudge”in the sense used by Richard Thaler
and Cass Sunstein. As Sunstein wrote in
his 2013 book Simpler: “An analysis of costs
and benefits is an important way to nudge
regulators. Indeed, requiring such analysis is
a way of creating a good choice architecture
for those who make the rules.”

Getting the incentives right / One way to
evaluate this proposal is to consider the
incentives of such a requirement on each

of the major actors in this drama: the
regulatory agency, the OMB, the courts,
and the public.

Consider a regulatory agency that is not
required to conduct an RIA for a proposed
major rule. The threat of a publicly submit-
ted RIA is very concerning. Perhaps the
proposed rule, which the agency has taken
years to develop, does not fare well when
subject to an objective RIA. In such a case,
the agency risks losing in court because its
failure to undertake a cost–benefit analysis
is more likely to be seen as arbitrary and
capricious by a judge who examines the
rulemaking record, including the positive
OMB determination on a publicly submit-
ted RIA. This possibility—that a court may
overturn a rule not supported by objective
analysis—is likely to increase the odds that
a non-covered regulatory agency will con-
duct its own high-quality RIA.

An agency covered by the RIA require-
ment already must develop its own analysis,
but it will also be concerned. Should the
OMB make a negative determination on a
publicly submitted RIA that mirrors closely
the agency RIA, then the agency will have

a strong incentive to address the deficiency
in its own RIA before it issues a final rule.
Alternatively, should the OMB issue a posi-
tive determination on a submitted RIA that
calls into question the proposed rule, the
agency will have a strong incentive to alter
its proposed rule as it crafts a final rule.

Now consider the role of the OMB.
Its economists have been evaluating the
quality of agency RIAs for more than 35
years. They know how to do this and they
can quickly determine whether a publicly
submitted RIA comports with established
guidelines. (An experienced OMB econo-
mist or desk officer can spot a poor-quality
RIA very quickly.) But let’s consider a situ-

ation where the public
submits an RIA that mir-
rors an agency RIA except
in just one aspect, and
that aspect represents
a vast improvement in
quality over the agency
RIA. No matter the OMB
determination (positive

or negative) on the quality of the original
RIA, the OMB will be signaling to the
agency to improve its own RIA. An agency
would be foolish to ignore this signal as it
works on a final rule. So even though the
OMB will be given a new task, it will also be
given additional power—not a bad tradeoff
from an OMB perspective.

The courts should also benefit. Judges
are seldom trained as economists versed
in the intricacies of cost–benefit analysis.
They are ill-equipped to review an RIA
in the rulemaking record to determine if
an agency acted in an “arbitrary or capri-
cious” manner. But judges are very good at
determining whether an agency followed
procedures required by statute. A judge is
likely to give weight to an OMB determina-
tion, especially if it calls into question the
merits of an agency’s final rule.

Last but not least, consider the public.
It is not unusual for public comments to
criticize an agency RIA. With the proposed
law in place, the public can make this point
with greater emphasis because it might
have concurrence from the OMB. But the
public might also receive a rebuke from

To inject needed competition into
the RIA market, the government could
leverage external expertise on cost–
benefit analysis.
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the OMB. This possibility, along with the
cost of developing an RIA, will temper
would-be public commenters such that
the number of submitted RIAs is likely to
be relatively low.

Consider the analogous case of the
Information Quality Act of 2001. That
legislation allows the public to submit a
correction request to an agency for dis-
seminating information that does not
meet certain quality standards. Critics
thought agencies would be flooded with
requests for correction; in fact, agencies
have received very few such requests.

By examining the incentives the pro-
posed law creates, one concludes that the
aggregate effect is to improve upon the
quality and objectivity of the RIA. The
proposal also avoids problems that plague
other proposals to improve cost–benefit
analysis. For instance, there is no signifi-
cant cost imposed on the federal govern-
ment; the public will bear the cost of con-
ducting an RIA and will do so only if it

is in the interest of the commenter. The
law will not delay the time it takes for
an agency to issue a major rule; the same
timeframe will hold. The OMB is not being
required to review the rules or RIAs from
non-covered agencies, which were created
to have some degree of independence from
the president. Nor is the judiciary asked
to delve into the minutia of a cost–benefit
analysis. The balance of power between
the branches of government will not shift.

It is possible, of course, that this pro-
posal creates unique concerns. For exam-
ple, estimates of costs and benefits for a
major rule are often highly uncertain. In
such cases, the agency RIA and a pub-
licly submitted RIA may differ in their
conclusions even though both conform
to established quality guidelines. But is
this really a major concern? Such a situa-
tion makes explicit the uncertainty in an
analysis that would otherwise go unno-
ticed. Uncertainty can be frustrating to
regulators seeking a clear choice among

R

regulatory options, but regulators ought
to know the risk of making a bad choice.
The other actors in our drama (Congress,
judges, the public) should also know the
certainty under which regulatory decisions
are made.

Although this proposal is rather mod-
est in terms of cost, it should have a rela-
tively positive effect on the behavior of
regulatory agencies responsible for consid-
ering the expected consequences of major
rules. In other words, this proposal would
pass a cost–benefit test.
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A t least 77 national governments now impose
graphic health warnings—images of diseased
lungs, cancerous mouths, and such—on
cigarette packs and other tobacco packag-
ing. The United States is the major holdout,
but that may be changing. In 2012, a federal
district court struck down a 2011 regulation

by the U.S. Food and Drug Administration that would have
mandated graphic health warnings. Anti-tobacco groups are now
suing the FDA to force it to try graphic warnings again.

The ultimate goal of anti-smoking groups is to impose “plain
packaging”: mandating that tobacco product packaging show
only a brand name in standard fonts along with health warnings
against a drab background. They have already achieved this in Aus-
tralia. In three European countries—the United Kingdom, France,
and Ireland—a similar obligation is being phased in. Several other
national governments (including the Canadian government) are
considering the measure. Plain packaging is the new frontier of
tobacco control.

COST-BENEFIT ANALYSIS

In Australia, plain packaging was implemented on December
1, 2012. At the beginning of 2016, the Australian government
published a series of evaluation reports purporting to show that
the experience has been a success, reducing the smoking preva-
lence by 0.55 percentage points to 17.21%. The reports included
a cost-benefit analysis of the policy, which concluded that the
benefits of plain packaging exceed the costs. The FDA also pro-
duced a Regulatory Impact Analysis to justify its 2011 regulation.
In order to reach their conclusions, both analyses abandoned
standard methodology by tampering with what economists call
the “consumer surplus.”

PIERRE LEMIEUX is an economist affiliated with the Department of Management
Sciences of the Université du Québec en Outaouais. His latest book is Who Needs Jobs?
Spreading Poverty or Increasing Welfare (Palgrave Macmillan, 2014).

THEWAR ON
CONSUMER SURPLUS

Tofight tobacco use, “prominent economists” have turnedwelfare economics on its head.
✒ BY PIERRE LEMIEUX

Cost-benefit analysis is the practical implementation of welfare
economics, a field of economic theory. It provides a method for
evaluating government policies, programs, and projects according
to their contribution to “social welfare”—that is, to the utility or
welfare of all individuals in society. Subtracting the social costs of
the policy from its social benefits gives the change in social welfare.

Welfare economics and cost-benefit analysis stand on the
normative side of economics. What should be done is the question.
Instead of importing an external notion of what is moral or good,
economists traditionally have used individual preferences as the
ultimate criterion. Individual preferences constitute the founda-
tion of the cost-benefit methodology: all costs and benefits are
defined from the point of view of the subjective preferences of
the individuals involved.

Social costs are the total cost of real resources (labor and
capital) used in the project or policy under consideration. They
are made of private (or internalized) costs and external costs.
Internalized costs are borne by the willing parties in a transaction
and those parties have ample incentive to consider the costs when
deciding whether to trade. Likewise, the parties naturally consider
the internalized benefits. External costs—also called “negative
externalities”—are real costs that are shifted to unwilling third
parties; a classic example is pollution. Similarly and symmetrically,
social benefits are the sum of private benefits to individuals and
of any external benefits generated for third parties.

The main source of private benefits is “consumer surplus,”
defined as the difference between what individuals would be
willing to pay for a good or service (or activity) and the price they
effectively pay. Technically, it is the area under the demand curve
less consumer expenditures. It is the net benefit that consumers
get. As welfare economist and cost-benefit expert E.J. Mishan
wrote, “The consumer’s surplus is the most crucial concept in the
measurement of social benefits in any social cost-benefit calcula-
tion.” The normative significance of consumer surplus comes
from it being entirely based on individual preferences—that is,

H E A LT H & M E D I C I N E
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on each individual evaluating what is good or bad for himself.
An important note: we are, of course, talking about adults’ pref-

erences. By definition, children need compulsory tutors; adults
don’t. This is how children and adults are legally distinguished
in a free society. Only in a philosophy at the polar opposite of
standard normative economics could the state claim parenthood
over adult citizens.

According to welfare economics, government intervention is
required if and only if externalities are present; otherwise, free
markets automatically maximize social welfare. When government
considers intervening, cost-benefit analysis tries to determine
if the intervention will result in more (increased) benefits than
(increased) costs.

In the case of tobacco control policy, standard cost-benefit
analysis would equate the social cost of the policy to the real
resource cost of implementation (enforcement and private com-
pliance costs), plus the loss in the smokers’ consumer surplus.
The benefits of the policy would include any possible increase in
nonsmokers’ consumer surplus—for example, through reduction
in involuntary absorption of secondhand smoke (assuming there
is some measurable and unavoidable harm there).

The health care costs of smoking would be a matter for each
smoker to consider when he brings his demand for tobacco to
the market. The adult smoker’s health and productivity belong

to him, so his decision to smoke
involves only private costs, which
(in his evaluation) are lower than
the subjective benefits he obtains
from smoking. Note that subsi-
dized health care expenditures are
not a real cost but merely a trans-
fer—which, in the case of smoking,
goes from smokers to nonsmokers
as the former die younger and col-
lect less in public pensions.

BEYOND SOCIAL WELFARE

For decades, the public health
literature ignored the economic
method and considered smoking
as an involuntary disease that had
only costs and no benefits. Con-
trary to welfare economics and
cost-benefit analysis, public health
theory and advocacy were based on
the preferences of those doing the
research and advocacy. In its pub-
lic policy pronouncements, public
health research was all but scien-
tific. This is not surprising because
contemporary public health is
more a political movement than a

scientific field of study. (See “The Dangers of Public Health,”
Fall 2015.)

Starting in the 1980s, several economists showed that the
public health research on smoking costs and benefits was meth-
odologically flawed. Public health researchers did not factor in the
smokers’ subjective benefits. They confused private and external
costs, assuming that a smoker’s productivity belongs to “society.”
They confused real costs and mere transfers. They committed
many other elementary errors. In a 1989 British Journal of Addiction
article, economists A. Markandya and D.W. Pearce wrote: “The
overriding conclusion on the empirical literature must be that
the various estimates produced are generally without foundation
in any adequate theory of social cost.” Many other economists
showed that, with a proper accounting of costs, there was no net
external cost of smoking. The demonstration was devastating—or
should have been.

In the 1990s, the World Bank came to the rescue of the anti-
smoking movement. This organization gathered a group of
economists who started turning cost-benefit analysis on its head.
They claimed that smokers did not have the consumer surplus
they thought they had because they lacked complete information
about the health consequences of smoking and because they were
addicted to tobacco. Their argument was patchy, but one could
argue that it was a big improvement over the methodologicalP
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desert of public health advocacy. (See “The World Bank’s Tobacco
Economics,” Fall 2001.)

Yet, the World Bank economists were prudent. “Smokers
clearly receive benefits from smoking,” admitted a quartet of
authors that included well-known economist Frank Chaloupka
in a 2000 book sponsored by the World Bank and the World
Health Organization, “otherwise they would not pay to do it.”
In the same vein, Kenneth Warner, a professor in the Depart-
ment of Health Management and Policy at the University of
Michigan’s School of Public Health and another one of the
World Bank’s external economists, wrote that “tobacco pro-
duces utility for some member of society” and “this utility
warrants recognition (and perhaps some respect) in planning
optimal control policy.”

NINE “PROMINENT ECONOMISTS”

This prudence was soon brushed aside. Once the trick of crop-
ping consumer surplus was discovered, dirigiste economists and
public health activists rapidly became addicted to this meth-
odological nicotine. They were assisted by the elitism of the
developing field of behavioral economics, which tends to reject
the normative value of individual preferences.

Today, revisionist economists and their new public-health
fans openly claim that standard cost-benefit analysis does not
apply to tobacco. Misinformed and addicted smokers cannot
make rational choices and have virtually no consumer surplus,
they claim. For instance, nine economists, presenting themselves
as “a group of prominent economists,” made this argument in
a 2014 Tobacco Control article. They criticized the FDA for taking
cost-benefit analysis too seriously when it had evaluated the social
benefits and costs of the graphic warnings (before their mandate
was struck down by a court).

The “prominent economists” rejected the “assumptions from
traditional economic theory” and stated that “nearly all of the

‘lost pleasure’ from tobacco use, as represented by conventionally
measured consumer surplus, should not be included as a cost in
FDA analyses of the economic impact of its tobacco regulations.”
Is short, they wrote, “we find it inappropriate to measure the area
under a demand curve to define welfare.”

Tobacco Control is an interesting creature in itself. Despite all the
bells and whistles of a peer-reviewed journal, it looks more like an
activist organ of the anti-smoking movement. Kenneth Warner,
one of the rare economists associated with Tobacco Control and the
chairman of its editorial board, was one of the signatories of the
article. Both Warner and Chaloupka exemplify the economists
who have discarded consumer surplus when dealing with tobacco.

Before the 2014 Tobacco Control article, the FDA was not a stan-
dard-bearer for cost-benefit analysis or a shining-knight defender
of consumer surplus. Its 2011 cost-benefit analysis—the one criti-
cized in the nine economists’ article—did acknowledge that “the
concept of consumer surplus is a basic tool of welfare economics.”
This tool could not be rejected if a “full and objective analysis” was

to be realized according to federal guidelines. But it did suggest
cutting 50% of the smokers’ consumer surplus, as opposed to the
75% advocated by the World Bank and the Tobacco Control article.

The manipulations of the FDA and the nine economists are
rather complicated and messy. The Australian government’s

“cost-benefit analysis” made everything easier by simply rejecting
consumer surplus altogether. Invoking the “prominent econo-
mists,” a two-page blurb in the report concludes that “loss of con-
sumer surplus is not an appropriate consideration with respect
to tobacco control interventions” because smoking does not
represent the smokers’ “true preference.”

This ad hoc modification to standard economic methodology
violates the Australian government’s own rules for cost-benefit
analysis, which do not mention any possibility of even reducing
consumer surplus. On the contrary, its Handbook of Cost-Benefit
Analysis clearly states, “A core principle is that goods are worth
what people are willing to pay for them.” But when you abso-
lutely want to prove something, even core principles shouldn’t
be impediments.

INCOMPETENT INDIVIDUALS?

There are many problems with these attacks on consumer surplus
and cost-benefit analysis. It is not at all clear that addiction or
misinformation is sufficient to negate smokers’ consumer surplus.

Addicted consumers can still make decisions that maximize
their utility. Gary Becker, the 1992 Nobel Economics Prize winner,
showed how addiction can be a rational response to difficult life
circumstances. Addicts are not happy but they are, according to
their own evaluation, less unhappy than they otherwise would
be. And we know that quitting smoking is not impossible. Two
anti-smoking activists, Gerard Hastings and Crawford Moodie,
admit it bluntly in a Tobacco Control article (“Death of a Sales-
man,” April 2015):

That [smokers] are amenable to change is beyond question: in
Australia (as in many other markets) there are more ex-smokers
than current smokers.

Assume that, as the nine “prominent economists” argue, close
to half of smokers “were daily smokers before age 18” and were
therefore addicted. It would remain true that the majority were
not addicted before they were recognized as adults.

The second main reason invoked to negate consumer surplus
in the case of smoking is the allegation that consumers lack suffi-
cient information about the health consequences of smoking. The
truth in this is far from obvious. According to research by Vander-
bilt economist W. "Kip" Viscusi, consumers do not underestimate
the risk of smoking but, on the contrary, they overestimate it
compared to the U.S. government’s own estimates. According to
official estimates, smokers’ lifetime death probability from lung
cancer is 0.08, and 0.26 from all smoking-related diseases, while
people on average put these risks at, respectively, 0.41 and 0.50.

Moreover, Public Choice analysis suggests that government
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officials and public health experts, who are often subsidized, have
their own incentives to mislead and misinform citizens in order
to increase their power and perks.

Besides addiction and misinformation, other justifications
for negating consumer surplus relate to personal failings such as
cognitive limitations, lack of self-control, and time inconsistency.
Time inconsistency means that an individual discounts the far
future at a higher rate than the near future, leading to regrets as
the future approaches.

However, government officials—that is, politicians and bureau-
crats—suffer from the same failings as ordinary individuals. Fur-
thermore, politicians are supported by these very individuals
who are assumed incapable of determining what is good for
themselves. And the bureaucrats are hired, even if indirectly, by
these same politicians.

Anti-smoking economists often summarize the reasons for
government intervention in the catch-all of “market failures”—
that is, externalities. The problem is that there are few if any real
externalities in smoking. To save the argument, they conceive of
addiction, imperfect information, and cognitive limitations as

“internalities,” a sort of internal externality, a punishing oxymoron
that a smoker imposes upon himself. (See “Smoking ‘Internali-
ties,’” Winter 2002–2003.) Contrary to standard normative eco-
nomics, this is a recipe for coercive elitism.

There is no reason to believe that politicians, bureaucrats, and
academic philosopher-kings deciding in the place of individuals
will better promote the latter’s “real” interests. Political failures
are at least as bad as—and generally more catastrophic than—mar-
ket failures, even when the latter do exist. The extent of politi-
cal failures in a democratic system was unwittingly illustrated
by Jonathan Gruber, a Massachusetts Institute of Technology
economist, consultant on the Affordable Care Act (ACA), and
signatory of the nine economists’ article. In a memorable video
(easy to find on YouTube), Gruber declared that the ACA could
not have passed without “the stupidity of the American voter”
and a “lack of transparency,” which provided ACA advocates “a
huge political advantage.”

SMOKING AND 1776

Governments and their economic advisers have looked very hard
for reasons to ignore consumer surplus. Not surprisingly, they
found them. If they looked as hard for reasons why anti-smoking
policies decrease consumer surplus and utility in general, they
might find them too, as well as some other problems. Here are
some ideas for them.

Who knows what ugly, government-imposed packaging can
do to people’s sense of aesthetics over the long run? And who
knows how sociability has been hurt by banishing smokers from
private venues labeled “public places,” and what are the long-term
consequences of this lifestyle apartheid? (Note that it is illegal
to open restaurants or bars “for smokers only and secondhand-
smoke tolerants.”)

But there is worse, even if that leads us to entertain ideas not
much used since the Declaration of Independence and the Bill of
Rights. Official meddling with consumer surplus increases the
probability of tyranny and the mathematical expectation of its
cost. If an individual’s demand curve has no normative mean-
ing, if an individual cannot determine what is good for himself,
who will? Inconsistent majorities, political strongmen, faceless
bureaucrats, or philosopher-kings in their academic ivory tow-
ers? How many other goods and services besides tobacco will
be declared utility mirages with no real benefit? Where is the
consumer surplus for sport utility vehicles, hunting, swimming
pools, D.H. Lawrence books, wine, electric cars, or academic
journals?

The cost of enforcing the war on consumer surplus may also
be higher than envisioned by tobacco prohibitionists, regulators,
and the nine “prominent economists.” The killing of Eric Gar-
ner by New York City policemen while being arrested for selling
contraband cigarettes should remind us that the war on smoking
destroys lives too.

“Smoking literally rewires the brain,” claim the “prominent
economists,” citing an article in a neuropsychiatric journal. But
tyranny is certainly a worse addiction than smoking. Doesn’t
the habit of calling for authoritarian solutions to perceived
problems also rewire the brain—including the brains of public
health experts who spend their whole lives in milieus where they
are constantly bombarded with such ideas? In The State (Liberty
Fund, 1985, 1998), Anthony de Jasay writes of the possibility of
long-term addiction to government.

What to conclude from this short review of the war on con-
sumer surplus? Meddling with consumer surplus and redefining
the methodology of cost-benefit analysis in order to fit the prefer-
ences of the analyst or his political masters is dangerous. It is a
benefit, not a cost, that constitutional constraints would oppose
such social engineering.

In the case of smoking and other activities, we can hope
that the First Amendment will be more firmly recognized as
giving protection to commercial speech just as it does to, say,
the prominent economists’ free speech in Tobacco Control. With
some wishful thinking, we could also hope that the Fourth
Amendment would protect the property rights of producers in
their own packaging.
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W henever U.S. policymakers and
business executives discuss health
care, the issue of ever increasing
costs quickly arises. And for good
reason. According to a recent anal-
ysis by the Kaiser Family Founda-
tion, U.S. per capita expenditures

on health care are expected to increase from $9,695 in 2014 to
$15,618 in 2024, an average annual growth rate of 5%.

Drug therapy, compared to hospital treatment and surgical
procedures, is often the most efficient form of medical treatment.
But it is costly nonetheless. For 2014, prescription drug costs
made up 9.8% of total annual health care expenditures, with total
retail prescription drug spending accounting for $297.7 billion.
That is a 12.2% increase over 2013.

To hold drug costs down, many private employers, insurers,
and even states and the federal government use pharmacy benefit
managers (PBMs). PBMs are third-party administrators of pre-
scription drug programs. Some 266 million Americans—approxi-
mately 82% of the total U.S. population—are covered by these
programs as part of their commercial health plans, self-insured
employer plans, Medicare Part D plans, the Federal Employees
Health Benefit Program, state government employee plans, and
Managed Medicaid plans.

Cost-saving PBM services have evolved since they first became
popular in the early 1970s. Where they once simply facilitated
prescription billing, today they use complex business models to
manage prescription drug program services for employers and
health care insurance companies. They also negotiate rebates from

THOMAS A. HEMPHILL is professor of strategy, innovation, and public policy in the
School of Management at the University of Michigan, Flint.

THE “TROUBLES”
WITH PHARMACY
BENEFIT MANAGERS

If markets are competitive, there is little need to regulate PBM practices.
✒ BY THOMAS A. HEMPHILL

drug manufacturers and discounts from retail pharmacies, offer
patients more affordable pharmacy channels and more effective
delivery channels, encourage the use of cost-saving generics and
affordable brands, reduce waste by efficient processing of claims
and improving patient compliance with medication, and manage
high-cost specialty medications.

How have PBMs performed? A February 2016 report for the
Pharmaceutical Care Management Association estimated cost
savings as a result of PBM services over the decade 2016–2025 will
be approximately $654 billion. A June 2016 report by the National
Center for Policy Analysis identified PBM services as one of the
top five factors expected to affect medical costs through 2017.

But all are not platitudes for the PBM industry. A November
2015 report for the National Community Pharmacists Associa-
tion identified three legislative and regulatory concerns raised
by legislators, policymakers, customers, and pharmacies about
business practices in the PBM industry:

■ a lack of accuracy and transparency in PBM revenue streams
■ potential conflicts of interest by retail pharmacy networks

with PBM-owned mail-order and specialty pharmacies
■ unclear generic drug pricing and Maximum Allowable Cost

payment calculations.

Specifically, criticisms of PBMs center around a business
practice called “lock-in” or “spread pricing.” This refers to the
difference between what a PBM pays the pharmacy for a drug
and what the PBM charges its client organizations for the drug.
Why is this practice controversial? In some cases, spread pricing
is alleged to be costing clients, government agencies, pharmacies,
and patients more money for the delivery of pharmaceuticals.

H E A LT H & M E D I C I N E
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THE INTRICACIES OF
SPREAD PRICING

How do PBMs make additional profit
beyond their client-negotiated pre-
scription drug program management
fees? For example, there are instances
where PBMs negotiate generic drug
prices that are lower than the copay
deductible paid by the patient (an
industry practice referred to as a

“clawback”). The PBM is discounted
a portion of that payment from the
pharmacy after determining what it
will actually pay the retail pharmacy
for the drug. Why would the retail
pharmacy agree to such a business
arrangement? The PBM offers the
pharmacy access to the PBM’s sub-
scribers, a financial incentive that
retailers are loathe to refuse. Con-
trarily, PBMs (depending on their
level of buying power) can threaten
to drop otherwise qualified retail
pharmacies to leverage further price
concessions from those vendors.

Another PBM “profit center”
involves negotiating with pharma-
ceutical manufacturers for rebates in
exchange for a prescription program
plan promise of an increased volume
of pharmaceutical sales. As a result,
neither the patient nor the retail phar-
macy financially benefits from these
incentives, only the PBM. This busi-
ness practice may translate into higher pharmaceutical benefit plan
costs to the client and patient, as the PBM could add the manufac-
turer’s higher-cost generic drug to the benefit plan’s drug formulary.

Yet, according to some analysts, spread pricing better aligns
PBM incentives with its clients. For example, pricing “spreads”
on generic pharmaceuticals tend to be higher than brand-name
pricing spreads, creating a strong financial incentive for PBMs to
choose generics for their drug plan formulary. Generic prescrip-
tions, even with higher spreads, are usually the better benefit
plan option from an overall cost perspective, and the subscriber
copay deduction is almost always lower. Also, spread pricing may
cross-subsidize other value-added PBM services, such as pharmacy
utilization review and medication adherence management, as well
as reduce administrative fees. Moreover, as is often the case under
spread pricing arrangements, the third-party administrator guar-
antees drugs delivered at negotiated prices and is contractually
required to supply the agreed upon drug formulary to subscribers
at either a profit or loss to the PBM.

Thus, eliminating spread pricing (and its attendant revenue
sources exclusive of administrative fees) will financially prevent
traditional PBMs from continuing to offer most or all of their
value-added management services. This would result in “transpar-
ent, pass-through” pricing where a PBM typically receives a flat
administrative fee per member, employee, or claim per month plus
agreed-upon incentive awards for positive results the PBM obtains
through clinical programs. It would also result in disclosure-based
approaches to pharmaceutical benefit plan pricing, leading to
increased (and explicit) fees to clients if similar levels of value-
added management services are to be maintained. A transparent
business model, if effectively designed and implemented, should
guarantee that all revenue streams will be passed through to the
benefit plan’s sponsor.

THE LEGISLATIVE AND REGULATORY RESPONSE

Iowa, Kentucky, Maine, South Dakota, and the District of
Columbia have passed financial disclosure laws requiring PBMP
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transparency in their drug pricing to plan sponsors. Under these
laws, PBMs are required to disclose all rebates, discounts, and
other revenue-generating arrangements made with drug manu-
facturers and pharmacy networks, all of which are generally
considered proprietary information. As of June 2016, legislative
proposals requiring drug pricing transparency requirements
by PBMs have been filed in eight other state legislatures and
Puerto Rico.

Considering this flurry of legislative activity, one should won-
der if employers are either unaware of their prescription benefit
pricing options with PBMs or taking advantage of the range of
pricing options. It appears the latter. In an April 2015 survey
conducted by the Pharmacy Benefit Management Institute of 302
large (> 5,000 employees) and small (< 5,000 employees) employers
(representing 16.3 million subscribers), a diverse range of rebate
pass-through agreements was reported:

■ 26% of employer drug plans received no rebates
■ 28% received the entire rebate
■ 22% received a flat fee-per-script
■ 12% received a share of the rebate with a guaranteed mini-

mum
■ 12% received a share of the rebate with no guaranteed mini-

mum

The survey results show that nearly as many employers receive
no rebates from PBMs and receive value-added services as those
receiving the entire rebate and receiving no value-added services.

If nearly three-quarters of employee prescription benefit plans
already require “pass through” of all or a share of rebates (and
presumably discounts or payments), why is there a need for
state legislation to require what is already available through
marketplace negotiations (and embedded in contracts) between
employers and PBMs? Competition among PBMs is apparently
intense enough to allow each employer to negotiate for the level of
transparency in prescription drug pricing (and subsequent level of
value-added service) that it prefers. Moreover, as a codicil in such
contracts, confidential annual independent audits of prescription
payment processes can be required.

ARE PBMS THE “BAD GUYS”?

When it comes to the issue of spread pricing, PBMs are consid-
ered the prime candidate as designated “bad guys.” As Kathleen
Eban wrote in a November 23, 2013 Fortune article:

Even as the PBM industry has grown over the past two decades,
it has been dogged by state investigations, class-action suits,
and allegations that the industry uses opaque contracts to
maximize profits. PBMs have been accused of everything from
shorting pills in mail-order prescriptions to selling patient
data they didn’t own to covertly shifting patients to higher-
cost drugs. As a federal judge in Maine put it in 2005, PBMs

“introduce a layer of fog to the market that prevents provid-
ers from fully understanding how to best minimize their net
prescription-drug costs.”

There is plenty of finger-pointing to go around when search-
ing in the pharmaceutical supply chain for who is attempting
to “maximize profit” through less than noble business practices.
For example, the vigorous support of increased regulatory over-
sight of PBM pricing transparency by the National Community
Pharmacists Association may indeed be motivated by legitimate
concern for the financial welfare of its customers, but there
might also be a pecuniary motive behind its intensive lobbying
efforts. According to a February 25, 2010 Drug Channels article,
independent drug stores have an average gross margin on cash
prescriptions (“no drug plan”) of 48%, as compared to a 19%
gross margin on prescriptions of private insurers or Medicare
Part D. Unsurprisingly, the independent pharmacies are looking
to acquire a larger share of the PBM's “spread” to enhance their
profit margins. Already, two of the five top PBMs—CVS/Caremark
and Envison—are owned by two of the country’s largest drug store
chains, CVS and Walgreens, two classic examples of backward
vertical integration in the supply distribution chain. As for phar-
maceutical manufacturers, suffice it to say that they have been
under relentless public scrutiny in recent years as to numerous
examples of exorbitant—and often poorly explained—consumer
drug pricing increases.

PRIVATE SOLUTIONS

Today, the pharmaceutical/biologic industry is at a critical inflec-
tion point where the regulatory state will further restrict its
business practices (and negatively affect its customers’ choices)
if there is not a groundswell of support for further transparency
throughout the pharmaceutical supply chain. As it is, Steve
Pociask, president of the American Consumer Institute, suc-
cinctly described the end-game in a recent column on RealClear-
Policy.com, “If public policies were in place to add more transpar-
ency to wholesale and retail pricing, PBMs would have the right
incentives to work on behalf of sponsors and consumers.”

Yet effective voluntary, cooperative, and innovative private
governance responses can do much to mute the call for blunt
public regulatory restrictions on PBM business practices. To that
end, the following private governance policy options are offered
for consideration by PBMs and the general pharmaceutical/
biologic industry:

■ Disclosure of least-cost option. Pharmaceutical plan subscrib-
ers need to be notified by their pharmacy if their prescrip-
tion benefit plan’s prescription copay exceeds the non–ben-
efit plan pharmacy price. This revised business practice is of
utmost importance for senior citizens and others living on
fixed incomes. Both the Pharmaceutical Care Management
Association and the National Community Pharmacists
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Association should encourage members to engage in this
type of consumer disclosure activity. A joint association
endorsement of this policy will publicly signal that both
of these key members of the pharmacy distribution supply
chain place their customers’ interests first, and will assuage
retail pharmacy concerns that there will not be retaliation
(e.g., removal from a PBM’s pharmacy network) against
pharmacies engaging in this disclosure activity. According
to Mark Merritt, CEO of the PCMA, “Not everything has
to go through the [sponsor’s] plan. The only reason [for
pharmacies] to process the claim is to keep the copay for
themselves.”

■ Update price lists in real time. PBMs should be updating
drug price lists and changes in medication tier assign-
ments in their respective formularies in real time through
use of low-cost digital means. Often, PBMs lower their

“maximum allowable costs” (MACs) for pharmaceuticals
quickly when drug costs decline, but raise MACs slowly
when drug costs increase. With the latter situation, this
not only places pharmacies in a precarious financial situa-
tion as to sustaining losses per prescription filled, but may
also be placing patients in a position where they may not
be able to get access to their medications if the pharmacies
are not able to stock them at the price point determined by
the PBM. Again, a sustainable pharmacy network is in the
sponsors’ and subscribers’ best interests, and in the long-
term business interests of the PBM itself as to subscriber
satisfaction.

■ Maintain sponsor choice through pricing model transparency.
Ambiguity in product and service pricing creates greater
financial risks for the sponsor and reduces the sponsor-
ing organizations’ ability to accurately evaluate its return
on investment. Carefully designing contracts to reflect
precisely what type of pricing model (and level of services)
benefits the sponsor and subscribers will significantly
reduce the inherent knowledge deficiencies of state-of-the-
art business practices in contractual relationships. This
results in the highest level of control by the sponsor, short
of internalizing all pharmacy benefit management transac-
tions. For client organizations, reducing the term of the
PBM contract could ensure greater flexibility in adapting
to emerging opportunities, but also increase contract
costs. Some employers with sufficient market share could
consider internalizing (“going in-house”) certain PBM
functions and rely on a PBM to administer the mundane
functions of plan enrollment, claims processing, and bill-
ing. In summary, competition provides the platform for
product and service adaptation and the level of disclosure
(and risk) that customers desire.

■ Limit the public disclosure of proprietary information. As trans-
parency in pharmaceutical pricing contracting increases, the
demand for public disclosure should decline. The concept of

disclosure is contextually relevant to the PBM and its client.
Thus, the use, terms, and confidentiality of client-initiated
audits of payment transactions should be negotiated
between employers and the PBM. Restrictions on disclosure
of such proprietary information are necessary to maintain a
competitive environment in this industry.

■ Improve the knowledge base of pharmaceutical plan subscribers.
Employers need to do a better job of explaining the mana-
gerial rationale behind why they have chosen a specific
pharmacy prescription pricing model to their employees,
who will be financially contributing to the cost of the
chosen plan over the ensuing years. Mitigating the knowl-
edge deficiency can go a long way in reducing the need for
employees to exercise their rights as citizens to support
costly and often inefficient public regulation to “solve” per-
ceived market failures.

CONCLUSION

Over the last quarter-century, the PBM has shown itself to be a
generally effective participant in the U.S. pharmacy supply chain.
However, the regulatory stakes are now in a state of flux, with
momentum gathering to legislatively “fix” alleged PBM transpar-
ency problems. The movement toward increased transparency is
not subsiding, but is moving from negotiated private markets to
the public legislative, judicial, and regulatory arenas.

It is time for private governance to reassert itself and move
constructively in the direction of having the key participants
in the pharmaceutical value chain—the pharmaceutical manu-
facturers, PBMs, and retail pharmacies—cooperate where it is to
their mutual advantage, and vigorously compete where sustain-
able competition drives cost reductions. Most importantly, the
industry focus should be on where market innovations provide
the most health benefit to the sponsors and subscribers, the latter
being the patients who need the products and services, and who
provide the focus of their respective company’s values, vision, and
mission statements.
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Get off my lawn,” snarls Clint Eastwood as
he looks down the barrel of his M1 rifle
in Gran Torino. It would be hard to pack
more America into a single movie scene.
However, whether it makes sense to have
the right to exclude interlopers from your
property is increasingly being called into

question. In an April 23, 2016 op-ed in the New York Times titled,
“This Is Our Country. Let’s Walk It,” backpacking enthusiast and
author Ken Ilgunas suggests that, prior to the late 19th century,
Americans enjoyed a de facto right to roam on private land.
Invoking recent legal changes in the United Kingdom as well as
longstanding rights in Scandinavia, he concludes: “Something
as innocent and wholesome as a walk in the woods shouldn’t be
considered illegal or intrusive. Walking across the so-called freest
country on earth should be every person’s right.”

LAW & ECONOMICS OF PROPERTY

The right to exclude others has long been seen as the central
attribute of private property. The economist Harold Demsetz
long ago pointed out that the right to exclude others is what
gives the owner of a property the ability to internalize the costs
and benefits arising from its use. In so doing, the owner has the
incentive to maximize the property’s value in a way that would
be very difficult without exclusion. The right to exclude, in Dem-
setz’s conception, does not necessarily eliminate or minimize the
use of the property by non-owners, but rather it gives the owner
the ability to manage the use of the resource optimally.

For example, a landowner who cannot stop hunters from pur-
suing game on his property may soon find the levels of valuable
animals driven to zero. Any single outside hunter has very little
incentive to worry about the sustainability of the animal stock. If

JONATHAN KLICK and GIDEON PARCHOMOVSKY are professors in the University
of Pennsylvania Law School. This article is based on their forthcoming article, “The
Value of the Right to Exclude: An Empirical Assessment,” University of Pennsylvania
Law Review 165 (2017).

ROAM IF YOU
WANT TO?

Some argue that property rights should not include the right to exclude interlopers.
✒ BY JONATHAN KLICK AND GIDEON PARCHOMOVSKY

he forgoes shooting a fertile female to aid in the replenishment
of the stock, surely another hunter coming after him will not
similarly pass up the chance. However, an owner with the ability to
exclude individuals from using his land will have incentive to limit
the amount of hunting that occurs, husbanding the resources in
the most sensible way. By selling permits and placing limitations
on which animals can be hunted, the owner will maximize the
value of his asset.

Similarly, if the owner’s property is attractive to those wish-
ing to hike through it, an inability to restrict entry might lead
to crowds that reduce everyone’s enjoyment, not to mention
degradation of the property itself. With the right to exclude, the
owner has the ability to limit congestion through entrance fees,
raising prices to the point where the value of the asset is maxi-
mized. Further, in such a case the owner might be induced to use
some of his revenue to improve the property in order to further
increase value. If the owner happens to place a particularly high
value on privacy and solitude, he will set prices accordingly, such
that he only allows visitors if their implicit valuations exceed
the cost represented by his loss of quietude. Without an ability
to exclude, losses to peace-loving owners will go largely ignored.

Outside of economics, many legal thinkers have likewise indi-
cated that exclusion is the central element of property. In one of
the most famous sentences in the history of property law, William
Blackstone described property as “that sole and despotic domin-
ion which one man claims and exercises over the external things
of the world, in total exclusion of the right of any other individual
in the universe.” Importantly, in this statement Blackstone did
not advance an original conception of property. Nor was it a
normative statement. Rather, his comment was descriptive. It
accurately reflected the property conception that prevailed among
legal thinkers in the 18th century.

Today, renowned legal scholars likewise recognize the centrality
of exclusion. Harvard law professor Henry Smith, in individual
work and joint work with his colleague Thomas Merrill from

P R O P E R T Y
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Columbia Law School, emphasizes the information cost advan-
tages of a property law focused on exclusion rights. In keeping
with this insight, Smith notes that property is “the law of things.”
It makes sense for property law to take advantage of the clear and
well-defined boundaries of things, or assets, as a mechanism for
communicating information to third parties as to their duties and
liberties in their interactions with property owners. If an owner
says that a third party may not use his property, courts or other
regulators do not need to engage in complicated analyses to deter-
mine the contextual rights of the non-owner. The determination
of the owner’s wishes is all that matters, leaving a system with a
high degree of certainty for all involved.

Harvard law professor Steven Shavell offers a different effi-
ciency-based justification for the right to exclude. He observes that
in the absence of a right to exclude, possessors of assets would
devote considerable resources to protect their property from
intruders or to otherwise discourage the intrusions to begin with.
Such expenditures are purely wasteful from society’s perspective,

but they will be undertaken nonetheless. The state, by enacting a
right to exclude, can perhaps protect owners more cost effectively.

QUESTIONING THE RIGHT TO EXCLUDE

A group of scholars carrying the mantle of “progressive prop-
erty” have raised objections to this purportedly reductionist
view of the importance of exclusion with respect to maximizing
the social value of property and the administration of property
law. In their view, the use of property “implicates plural and
incommensurable values,” according to Cornell law professor
Gregory Alexander and co-authors’ 2009 Cornell Law Review
article, “A Statement of Progressive Property.” An owner’s value
of privacy and seclusion cannot be easily compared to another
individual’s use value, which may be crucial for that non-own-
er’s flourishing as a human.

Writers in this movement note that access to nature is often
essential to both physical and mental health. However, this access
typically is difficult if not impossible for those who do not ownP
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property. Unequal distribution of ownership will lead to unequal
opportunities to flourish. Additionally, many in the progressive
property movement believe exclusion rights interfere with the
interactions among individuals that are necessary for the social
life that is important in a democracy.

Even among some more economically minded property theo-
rists, exclusion rights have been questioned. Columbia law profes-
sor Michael Heller coined the phrase “Tragedy of the Anticom-
mons” to describe situations wherein an excess of strong exclusion
rights can destroy social value. For example, even if individuals
placed very high value on accessing land through which they
wished to hike (indeed, even if the value were many times greater
than the subjective cost borne by the land’s owner as a result of
their intrusion), if the desired hiking path required accessing mul-
tiple properties held by different owners, each owner may have the
incentive to attempt to extract all of the hikers’ value for himself
through his access fee, leading the hikers to abandon their trek
rather than pay out the full value they would have gotten to each
of multiple landholders. The intuition of the anticommons idea
is that the greater the number of individual owners with exclu-
sion rights over inputs necessary to create a particular output,
the more intractable holdout problems become. Thus, exclusion
rights, rather than being what allow owners to maximize the
social value of their property, may end up becoming the main
impediment to the creation of social value.

COUNTRYSIDE AND RIGHTS OF WAY ACT OF 2000

Often such high-level theoretical disputes carry on for years
with very little to calibrate their implicit empirical claims and
assumptions. However, in a recent journal article, we exploit
the Countryside and Rights of Way Act passed in England and
Wales in 2000 to provide some empirical grounding on whether
exclusion rights create or impede value.

The Countryside and Rights of Way Act grants the general
public a right of access to most “open” areas. Passage of the act
was followed by an extensive effort to define and map the areas to
which the right applied. The mapping process was completed on
October 31, 2005, at a cost of £69 million (about $85 million) to
the British public. The legislative scheme in England and Wales
recognizes a right to roam that applies to three main categories
of land: (1) mapped open country; (2) mountain land; and (3)
coastal land.

The first category of mapped open country covers designated
areas as they appear on a conclusive map issued by the “appro-
priate countryside body.” “Open country,” in turn, is defined as
land that “(a) appears to the appropriate countryside body to
consist wholly or predominantly of mountain, moor, heath or
down, and (b) is not registered common land.” The statutory
definition excludes areas that were determined by the appropri-
ate countryside body as “improved or semi-improved grassland.”
The second category, mountain land, refers to mountains of 600
meters (1,968 feet) or higher. The third category, “coastal land,”

was added in 2009 with the enactment of the Marine and Coastal
Access Bill of 2009 and extended the right to roam to a “coastal
margin” in order to form a trail of over 2,700 miles along the
English coast. Overall, the public right of access covers 3.4 million
acres (between 8% and 12% of the total amount of land) in some
of the best hiking areas in England and Wales.

The right to roam is subject to several limitations. First, the
right does not apply to freshwater bodies such as rivers, streams,
and lakes. Second, the act excludes cultivated agricultural areas.
Third, the act specifically exempts sports fields such as golf courses,
race courses, and aerodromes. Fourth, the act provides that the
right does not extend to “land within 20 meters [60 feet] of a
dwelling,” as well as parks and gardens, thereby creating a “privacy
zone” for landowners in the ground adjacent to their homes. Fifth,
the right to roam in England and Wales permits only access on
foot for recreational purposes. Other recreational activities such
as cycling, horseback riding, skiing, camping, hunting, boating,
bathing, and the lighting of campfires are forbidden. In addition,
hikers are required to not cause property damage and to respect
walls, gates, fences, stiles, and hedges. They are also expected to
protect plants and animals and not to litter.

Landowners, for their part, are obliged to give the public free
access to their properties if they are subject to the right to roam.
In keeping with this obligation, owners must ensure that all rights
of way on their properties are clear and must not post or maintain
misleading notices on, near, or on the way to, access land.

Private landowners can restrict or bar access altogether for
up to 28 days a year for any reason without permission from
the authorities. Any restriction in excess of that period must be
justified and requires special approval from the authorities, which
may be granted for reasons of land management, conservation,
or fire prevention.

Landowners are exempt from tort liability for harm to hikers
caused by natural features of the property or resulting from an
improper use of gates, fences, or walls. However, landowners are
liable for harms resulting from the materialization of risks they
have intentionally or recklessly created. For example, if an owner
releases her cattle to graze on the property and one of the animals
attacks a visitor, the owner would be held liable for the injury
sustained by the visitor.

It may surprise American readers, but the scope of the right
to roam in England and Wales is modest relative to its scope in
other countries. In Scotland, the right to roam, as established
by the Land Reform (Scotland) Act of 2003, covers almost the
entire territory of the country. Furthermore, Scottish law con-
tains fewer exclusions and exemptions. For example, in Scotland
the right to roam also applies to grassy sports fields when they
are not in active use. More significantly, the range of activities
permitted under Scottish law is much broader than that which
exists in England and Wales. The definition of the right to roam
in Scotland encompasses such activities as organized educational
tours, orienteering, bicycle riding, rock-climbing, swimming, and
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camping. Finally, Scottish law does not demarcate a clear “privacy
zone” for landowners (as does the English law). Instead, it employs
a reasonableness standard, requiring hikers to use their access
rights reasonably and provide owners with a reasonable measure
of privacy and refrain from unreasonably disturbing them. This
means that in Scotland, private landowners can exclude visitors
only to the extent necessary to give them a reasonable degree
of privacy in their homes. Also, the conscious decision by the
Scottish legislature to avoid bright-line rules in designing the
right to roam and build the statutory scheme on the standard
of “reasonable access” created uncertainty as to the precise scope
of the right and necessitated judicial intervention in some cases.

Some Scandinavian countries went even further than Scotland
in recognizing public roaming rights. In Scandinavia, the right to

roam has ancient historical roots and is widely known as “every-
man’s right.” In Norway, for example, the right to roam encom-
passes recreational activities such as swimming, sailing, canoeing,
and kayaking. Hikers are allowed, in principle, to pick berries,
flowers, and mushrooms, and even nuts for in situ consumption.
Moreover, the right to roam grants the public the right to pitch
tents and camp for up to two days without seeking permission
from the owner, as long as tents are positioned at least 165 yards
away from the nearest house and the privacy of landowners is
respected. Campers are allowed to light campfires between mid-
September and mid-April. As far as their duties, in residential
areas hikers must keep a distance of 500 feet from houses and
other structures. Visitors must also ensure that they do not litter
or cause property damage. They must also refrain from disturb-
ing farm animals or wildlife. Finally, the right to roam does not
cover freshwater fishing.

DOES EXCLUSION CREATE OR
DESTROY VALUE ON NET?

Theoretically, if decreases in/limitations on the right to exclude
(or, viewed a different way, increases in/expansions of access
rights) inhibit owners from optimizing the value of their land,
real estate prices should decline upon the passage of laws like the
Countryside and Rights of Way Act, and they should decline fur-
ther when the reductions are even larger, such as in the Scottish
or Scandinavian cases. However, if these limitations on exclusion

reduce the holdout problems that occur in the anticommons
setting, the attendant increase in social value should conversely
push property values up. The net equilibrium change in property
prices observed after such a legal change would provide an indi-
cation of whether exclusion or access generates more social value.

Unfortunately, such theoretical conclusions depend crucially
on largely untestable assumptions regarding how quickly and
completely value is capitalized in prices. Most concerning, per-
haps, is the possibility that property owners, buyers, and sellers
are more readily able to affect market prices than are non-owners,
who are likely to be the primary beneficiaries of increased access.
(However, even non-owners’ property values are likely to be
capitalized at least to some degree as ancillary services, such as
lodging, provisions, guide services, etc., would rise in demand.

This would increase the economic activity
in the areas where individuals wanted to
hike, which in turn would affect property
values in those areas).

That being said, it is still useful to esti-
mate changes in property values resulting
from the passage of access laws because
they may give us at least some indication
of how burdensome access is to land-
owners. Such a calculation is especially
important in the U.S. setting where a law
comparable to the Countryside and Rights

of Way Act would trigger a requirement for just compensation,
as such an increase in access would constitute a takings under
U.S. constitutional law.

MEASURING THE CHANGE IN VALUE

To isolate the effects of the Countryside and Rights of Way Act,
we used sales data for properties in England and Wales around
the period of the act’s passage in 2000. Rather than simply
examine changes in price before and after 2000 (which would
be problematic given that real estate prices were in the midst
of a fairly steady upward trend at the time), we compared the
changes in prices in areas where relatively large amounts of land
were designated for access as compared to areas where access
rights did not change much at all. For England, aggregate data
on access designation is broken down across nine regions. On
average, 6.5% of all land was so designated, but this ranged from
lows of 0.5% for London and 0.7% in the East of England, all
the way to 13.8% in York, 17.7% in the Northwest of the country,
and 18.4% in the Northeast of the country. For Wales, the range
was even greater. In Wales, access land data are available at the
county or local authority level, with the average county having
11% of its land designated for access. Cardiff, Monmouthshire,
and Pembrokeshire all experienced access designations of 1% or
less of their land, while Powys, Merthyr Tydfil, and Torfaen each
had at least 20% of its land so designated and Blaenau Gwent
saw 40% of its land marked for increased access.

We compared the changes in prices in areas where
relatively large amounts of land were designated for
access as compared to areas where access rights did not
change much at all.



22 / Regulation / SPRING 2017

P R O P E R T Y

Examining sales data from 1995 to 2014, we find that property
values in areas with relatively large access land designations did
not grow as quickly after 2000 (the year the act was adopted)
compared to the areas with relatively little land designated for
access. This result was observed for both England and Wales and
accounts for potentially different pre-2000 trends by location. In
England, regions with the largest fractions of land designated for
access lost more than 8% of the growth in prices that were enjoyed
by the areas with only trivial designations. This reduction sets in
almost immediately in 2000, increasing confidence that it was
due to the act’s passage. What’s more, the relative decline is not
reversed throughout the sample period, so it appears the effect
we identify is not merely a short-term overreaction by fearful
landowners. Instead, it appears to be a systematic and lasting loss

of value. The results are largely unaffected if London, a somewhat
idiosyncratic real estate market that might be more affected by
global wealth dynamics than by national policy, is omitted from
the sample.

The story is comparable in Wales. For the period, the overall
growth in average sales prices in Wales is about 112%. However,
for the areas where the largest fraction of land is designated to
be accessible, growth averaged only 94% over the period. As with
England, the bulk of the change is experienced around the act’s
adoption in 2000 and does not reverse through the end of the
period. Also, the estimated effects do not differ if pre-existing
differential trends by location are accounted for.

In any type of empirical analysis like this, there is always a
concern that the estimated effect is merely picking up some other
background changes. The fact that in both countries the results
are comparable and concentrated around the 2000 adoption miti-
gates those concerns, as does the fact that the “before” and “after”
changes do not appear to be extensions of pre-existing differences
in trends across the countries. One may wonder, however, whether
our results are not driven by something else that changed in 2000,
making rural areas less valuable than more urban places, and our
results merely conflate the act’s passage with this changing rural/
urban divide. But if we include controls that allow trends to dif-
fer by how rural an area is, we find no change in our estimates.
While we can never be certain that something else is not driving
our results, it is not at all clear what that something else could be.

Another concern for the interpretation of our results is the
possibility that our relative decline of areas with large access
land designations are actually driven by increases in the value
of living in places without much access land. The idea would be
that in the pre-act world, living in London or some other place
with limited opportunities to enjoy nature is less enjoyable
and so a premium is placed on properties with more natural
amenities. Once the Countryside and Rights of Way Act is
passed, this downside to living in London disappears because
one can now simply make day trips to areas with access land.
Our primary design does not allow us to rule out this possibility
because areas with little access land are used as the presumptive
counterfactual comparison for the areas where more land is
designated for access. However, in subsequent analyses, we com-

pared real estate price changes in England
and Wales in 2000 with contemporaneous
changes in Scotland and Northern Ireland
(neither of which experienced any such
legal change in 2000) and we found that
the average English and Welsh property
value declined significantly relative to the
prices in the other countries at this time.
This implies that our observed relative
decline in regions with more access land
was not driven by a more-than-propor-
tionate increase in urban areas benefiting

from the opening of the countryside. Additionally, to further
our confidence in the general finding, we found that Scottish
property values declined in 2003 when that country adopted
its own access land act.

CONCLUSION

Taken as a whole, our results suggest that property owners place
significant value on their ability to exclude others from their
land. These findings are in some ways quite surprising given how
limited the intrusions are under the Countryside and Rights of
Way Act. Individuals exercising their rights under the act cannot
camp, hunt, or fish on another person’s property. Some modi-
cum of privacy is preserved by the requirement that travelers
stay more than 20 meters away from any dwelling. Compared to
the access rights enjoyed in Scandinavia, the English and Welsh
regulations are quite modest, and yet buyers and sellers appear
to have significantly revised their valuation of properties affected
by the Countryside and Rights of Way Act.

While our research does not completely resolve any debate
about what is best for social welfare generally, it does imply that
restrictions on the right to exclude entail significant costs that
should be considered in any cost–benefit analysis of right to roam
proposals. Further, for such proposals in the United States, where
the Constitution’s 5th Amendment may require just compensa-
tion for property owners under any such access land law, these
costs could be substantial.

Property values in areas with relatively large access land
designations did not grow as quickly after 2000 (the year
the act was adopted) compared to the areas with
relatively little land designated for access.

R
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B
ehavioral economists frequently argue that well-
designed “nudges” can steer individuals toward
smarter decisions that enhance their welfare.
In their book Nudge, Richard Thaler and Cass
Sunstein argue that government “choice archi-
tects” can nudge individuals away from numer-
ous unconscious and irrational decisions that

stem from a whole host of psychological, social, cognitive, and
emotional factors. Over-eating, inadequate retirement saving, and
smoking are a few examples of behavior believed to benefit from
nudges. Thaler and Sunstein further argue that nudging is “lib-
ertarian paternalism” because, unlike taxes and bans, nudges can
be ignored at little cost, preserving freedom of individual choice.

Recent surveys indicating that around half of Americans want
to lose weight. Nudge theorists place much of the blame for rising
obesity in the United States on food sellers for exploiting flawed
decisionmaking skills. For example, Thaler and Sunstein write,

“The key point here is that for all their virtues, markets often give
companies a strong incentive to cater to (and profit from) human
frailties, rather than to try to eradicate them or to minimize their
effects.” This viewpoint presumes that individuals are often out-
matched by the marketing prowess of profit-maximizing sellers.
It also explains why nudge theorists are committed to protecting
individuals whom the theorists believe to be somewhat helpless
against the temptation of “unhealthy” eating.

One proposed nudge is a government mandate that food
purveyors disclose information on calories and other attributes of
their foods. In this article, I examine these policies in an attempt
to determine the likelihood they will have the positive health
effects their advocates desire.

NUDGING CHOICES

Behavioral economists believe that individuals can be irrational
and thus make decisions that harm themselves. These behaviors
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LABEL NUDGES?

A connection between nutritional labeling and improved health is more
hope than well-examined theory.
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are believed to stem from numerous unconscious decisions.
“Mindless eating,” for instance, characterizes individuals believed
to underestimate their food intake. Nudges aimed at educating
individuals are one remedy often proposed to nudge mindless
eaters toward more “mindful” eating.

Systematic behavioral biases fall into two broad categories.
First, “bounded willpower” problems arise when individuals suffer
from persistent self-control problems associated with hyperbolic
discounting. Individuals are said to exhibit “time inconsistency”
about discounting future tradeoffs between their present and
future selves. For example, an overweight person finds it hard to
skip desserts but still wants to lose weight in order to improve
long-term health. Mandating nutritional labels is based on the
assumption that individuals will be nudged toward greater under-

standing of short-term and long-term tradeoffs on their health.
A second category focuses on “cognitive biases” that prevent

individuals from pursuing actions that improve their welfare.
For example, a status-quo bias might lead individuals to stick
with what they have rather than search for better alternatives
when people disproportionally prefer the status quo to changing
their routines. One common example is retirement saving plans.
Traditionally, employees have had to “opt in” to these plans and
status quo bias results in large number of workers failing to
take full advantage of these plans’ rich tax advantages. Research
demonstrates that simply changing the default so that workers
are automatically enrolled in these saving plans and must opt out
in order to not participate results in substantially higher saving
while maintaining the employee’s freedom. This supports the

theory that nudging individuals
can improve their welfare.

Food choices / What is unique
is that nudge theorists do
not directly propose taxes or
bans—forms of hard pater-
nalism—as remedies to “bad”
choices. Instead, nudgers sim-
ply want to realign how choices
are presented to people in the
hope that the realignment will
encourage “better” decisions.

Consider, for example, how
a nudge could reduce the
likelihood that already-full
restaurant customers would
eat calorie-rich desserts after
their meals. Many restaurants
include their dessert offerings
on the main menu, tempting
consumers to order dessert
along with the rest of their meal,
when they are hungry. Chang-
ing this so that consumers see
the dessert menu and place
their order only after they have
completed their entrees may
nudge diners toward weight loss.

Other potentially slimming
default restaurant choices might
include making quarter-pound
burgers “standard” instead
of one-third pound burgers
(though the latter would still be
available), reducing glass capac-
ity from 16 ounces to 10 ounces,
and making one slice of cheese
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standard on cheeseburgers instead of two (though, again, two
would be an option). Eating behavior researcher Brian Wansink
also recommends, for example, storing tempting calorie-rich
foods in less convenient locations (such as basements or top
cupboards) instead of someplace ready-to-hand; replacing short,
wide glasses with tall, narrow ones so the drink will seem larger;
and using smaller spoons so, again, the portion will seem larger
than it is.

The importance of environmental cues in combating weight-
gain is another research area. One study of vending machines
examined whether posters showing health-evoking, but not
directly food-related, images led to more sales of “healthy” over

“unhealthy” foods compared to no posters or posters with a
hedonic-evoking motif. Posters associated with health increased

“healthy” food purchases, but those associated with hedonism
increased “unhealthy” food choices. Another field study sug-
gests using the “Giacometti effect,” a term used to describe the
famous skinny, human-like sculptures by Alberto Giacometti
(1901–1966). The authors found that using images of Giacometti
sculptures as environmental cues facilitated dieting by reducing
motivated eaters’ “unhealthy” food intake of chips.

Labeling / Nudge theorists believe that nutritional labels that list
calorie and other attributes of foods sold in supermarkets and
restaurants help nudge consumers toward more healthful dietary
choices. Toward that end, the federal Nutrition Labeling and Edu-
cation Act of 1990 requires mandatory “Nutrition Facts Panels”
on most packaged foods. Since 2008, various cities, counties, and
states have required restaurants to post calorie and other nutri-
tional information on their offerings. New York City, for example,
implemented mandatory calorie labeling in July 2008. The Afford-
able Care Act of 2010 requires that beginning December 1, 2016,
restaurants post calorie information for standard menu items on
menus and menu boards, along with a succinct statement about
suggested daily caloric intake. Other nutrient information—total
calories, calories from fat, total fat, saturated fat, trans fat, choles-
terol, sodium, total carbohydrates, fiber, sugars, and protein—also
must be available in writing on request.

The question is, do these labeling nudges actually improve
consumers’ health?

PROBABILITY MODEL

The basic framework for nudging health gains through nutri-
tional labels is deceptively simple. The extent to which labeling
changes health outcomes is proportional to the occurrence of
each of the following four steps:

■ Consumers read the labels.
■ Consumers understand the labels.
■ Consumers, as a result, improve their food choices.
■ Consumers, as a further result, experience improved health.

Let us first consider an optimistic scenario in which each of

the above four steps is associated with a 50% probability. That
would mean the joint probability of all four steps occurring is
50% × 50% × 50% × 50% = 6.25%. In other words, roughly one in
15 people would experience improved health.

Now consider a less optimistic scenario in which each step
is associated with a 25% probability. The joint probability of all
four steps occurring would be 25% × 25% × 25% × 25% = 0.39%.
In this case, only about one in 250 people would benefit from
the labeling nudge.

An even more pessimistic scenario associates only a 10% prob-
ability with each step. The joint possibility of all four steps occur-
ring would be 10% × 10% × 10% × 10% = 0.01% under this scenario.
That is, only one in 10,000 people would benefit.

Thus, the expectation that nutritional labels nudge individu-
als toward improved health is dependent upon the probabilities
associated with each step. The higher the probabilities, the greater
the likelihood that labels improve personal health. Even if each
step is high-probability, aggregate improvements in health are
unlikely because all four steps must occur.

We now discuss what the empirical literature suggests about
how consumers behave within the four-step model outlined above.

STEP 1: WHAT PERCENTAGE OF CONSUMERS
NOTICE LABELS?

The traditional case for informing consumers stems from argu-
ments that markets are imperfect and thus do not fully convey
information about product attributes. One market imperfection
arises from “public goods” properties of information. That is,
firms conducting research absorb all of its costs, allowing other
firms to “free-ride” on the benefits of that research without incur-
ring costs. Firms are thus less likely to find such research profitable.
Information on product attributes will therefore be inefficiently
provided in markets. Moreover, as previously discussed, nudge
theorists often blame food sellers for exploiting decisionmaking
flaws of consumers, a view consistent with the prediction that sell-
ers will not fully disclose “unhealthy” food attributes to consumers.

But risk communication regarding food—whether by busi-
nesses or governments—is inevitably an imperfect endeavor. Effec-
tive communication requires that consumers receive information
in forms easily understood, which generally means short, succinct
wording rather than long and complex claims.

Grabbing the attention of consumers also requires informing
them about food attributes that they care about. While many
people (65%) said in the 1990s they used food labels to check
for things they were trying to avoid, that figure dropped to 48%
in 2013. Research using eye-tracking technology also indicates
that self-reported reading of labels overestimates actual reading.
One study tracked the visual attention of individuals making
simulated food-purchasing decisions to assess nutritional label
viewing. Results indicated that consumers’ self-reported label use
does not accurately represent in vivo use of labels when consum-
ers engage in a simulated shopping exercise. In addition, only
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9% of participants actually looked at calorie counts for almost
all (80% or more) of the products in the study, and about 1% of
participants looked at all other components (e.g., total fat, trans
fat, sugar, and serving size) on almost all labels.

Although nudge theorists believe consumers need to know
more about calories, fat content, or other nutrients, studies clearly
point to taste as the most important attribute of purchase decisions.
The importance of taste suggests why many consumers are not so
enthusiastic about reading food attribute labels. Taste is the biggest
factor in a snack purchase, according to 66% of baby boomers and
53% of millennials in a 2016 survey by consultancy Alix Partners.

In sum, grabbing consumers’ attention is the first step in

nudging them toward improved health. However, many consum-
ers may not notice labels because they do not directly indicate
taste—a most important food attribute to consumers. Consumers
who notice labels may also be partially informed prior to label
regulations, thus suggesting that benefits from this first step in
the probability model are overstated.

STEP 2: WHAT PERCENTAGE OF CONSUMERS
READING LABELS UNDERSTAND THEM?

Research indicates that many consumers—especially infrequent
label readers and less educated individuals—struggle to interpret
food labels. This notion was echoed by then–First Lady Michelle
Obama in a 2010 speech when she described her own food-shop-
ping experiences: “The last thing I had time to do was to stand
in a grocery store aisle squinting at ingredients that I couldn’t
pronounce to figure out whether something was healthy or not.”
A survey conducted in 2012 by the International Food Informa-
tion Council Foundation also indicates that consumers struggle
to understand food labels. Most Americans (52%) concluded that
figuring out their income taxes was easier than knowing what
they should and should not eat to be healthier.

Information overload is a potential problem that is believed
to cause consumers to resort to heuristics in order to simplify the
task. Consumers often pick just one nutrient, such as fat content
or calories, rather than attempt to understand the entire list of
information placed on a label. Consumer focus on taste may also
trump interest in “healthy” attributes, especially when “unhealthy”
eating is perceived to be tastier than “healthy” food. While 90%

of respondents in one recent survey indicated they give at least
a little thought to the ingredients in their food and beverages,
taste (87%) remained the most significant determinant of choices,
followed by price, and then healthfulness.

Ironically, behavioral economics itself suggests how imprecise
nutritional labels may be in nudging “healthier” eating when
consumers are truly irrational. Behavioral economics predicts
that effective labeling requires knowledge of the cognitive pro-
cesses of recipients by those transmitting the information. Sellers
themselves may also not possess adequate information on prod-
uct attributes and the cognitive processes of consumers. Labels
may nudge consumers toward “unhealthy” eating under these

conditions. The possibility also remains
that mandated labels create incentives for
businesses to reformulate their products in
ways that make their products look more
appealing to consumers, but those refor-
mulations may not really be healthier.

A case in point comes from research indi-
cating that consumers often believe that
foods that are lower in fat are beneficial for
weight management. In fact, the vast major-
ity of products with fat claims (e.g., “low
fat” and “reduced fat”) are not significantly

lower in calories than products without such claims. One study
found that “low fat” labeling led participants to eat 28.4% more (54
calories) M&M candies and 50.1% more (84 calories) granola than
when they were labeled as “regular.” The same study also found that
low fat labeling of the M&Ms led to greater consumption among
overweight compared to normal-weight participants.

Evidence also indicates that, although the percentage of con-
sumers who used serving size information “often” or “sometimes”
increased from 54% in 1994 to 64% in 2008, one-half of respon-
dents also misinterpreted the meaning of serving size, which is a
manufacturer-stipulated amount of some food or beverage. Many
consumers fail to understand the difference between serving size
and portion size, which is how much a consumer typically eats
in one sitting. A serving typically is considerably smaller than a
portion. Women and obese individuals were more likely to use
serving size nutritional information often or sometimes, but
were also more likely to misinterpret the meaning of serving size.
Women and participants who were younger, less educated, and
obese were also more likely to incorrectly believe that serving size
indicates a recommended portion of food.

Recent mandated changes to the Nutrition Facts Panel reflect
a simple re-packaging of the original label created over 25 years
ago. Changes include highlighting “calories,” “servings per con-
tainer,” and “serving size” by increasing the type size and placing
the number of calories and the “serving size” declaration in bold
type. The new labels must also display actual amount, in addition
to percent Daily Value, of the mandatory vitamins and miner-
als, and manufacturers must add “Includes X g Added Sugars”

Although nudge theorists believe consumers need to
know more about calories, fat content, or other nutrients,
studies clearly point to taste as the most important
attribute of purchase decisions.
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directly beneath the listing for “Total Sugars.” It remains unclear
why policymakers think these revisions will significantly improve
cognition. Nothing suggests that the percentage of consumers
reading and understanding nutrition labels will increase.

In sum, for consumers nudged to notice labels, understanding
them is the second step in the causal chain of events necessary to
improve personal health. Nudging consumers through mandated
nutritional labels remains problematic as long as labels do not
directly indicate taste—the most important attribute for consum-
ers. Little to no research indicates much support for the theory
that consumers who notice labels are also likely to understand
them in ways intended by nudge theorists.

STEP 3: WHAT PERCENTAGE OF CONSUMERS
READING AND UNDERSTANDING LABELS WILL
THEN EAT HEALTHIER?

There is little support for the prediction that nutritional labeling
nudges consumers toward healthier diets. This should not be sur-
prising given the above discussion of prob-
lems consumers experience understand-
ing—or even noticing—labels. Although
studies find calorie labeling improves
calorie estimates by consumers, healthier
eating does not usually follow. One paper
concluded that the Nutrition Facts Panel
had no effect on dietary intakes of total fat,
saturated fat, or cholesterol.

A study of New York City’s 2008 law
requiring restaurant chains to post cal-
orie counts finds no change in calories
purchased following the implementation of the law. A similar
conclusion is reached in research on menu-labeling regulation
in King County, Wash. A study of mandatory calorie posting
on purchase decisions at Starbucks finds virtually no change in
purchases of beverage calories. The same article finds that post-
ing calorie benchmarks on labels also failed to promote healthier
eating. Calorie labeling did not influence what patrons of a large
chain bakery café ordered for lunch.

Labeling that combines caloric information with “exercise
equivalents” also does not clearly alter food selection. Exercise
equivalents define how much time engaging in a particular physi-
cal activity is needed to burn off calories in foods. For example,
a 300-calorie hamburger requires about 75 minutes of walking.
Pairing exercise equivalents with caloric information is an attempt
at simplifying nutritional labels to promote decreases in overall
energy intake. One paper concluded that this approach did not
alter calories ordered by a sample of 62 females, ages 18–34, who
ordered fast food meals.

In sum, little evidence exists that, even if mandated labels are
read and understood by consumers, they will alter their diets in
ways predicted by nudge theorists. The empirical literature thus
provides little evidence that the third stage of the probability

framework helps people make changes in their diets to lose weight.

STEP 4: WHAT PERCENTAGE OF CONSUMERS WHO
READ AND UNDERSTAND LABELS, AND THEN ALTER
THEIR DIETS, EXPERIENCE IMPROVED HEALTH?

Studies rarely examine effects of labels on disease, weight, or
any other measure of personal health. The standard presump-
tion appears to be that decreasing eating of foods targeted
as “unhealthy” necessarily improves personal health. However,
research on the taxing of “unhealthy” foods finds that, instead
of reducing calorie consumption, consumers often respond in
undesirable ways not envisioned by policymakers.

One study found that, while soda tax hikes decrease soda
consumption among children, no change in total caloric intake
occurred because the children increased their consumption of
other high-calorie beverages. Another paper documents how
tax hikes on various foods steer consumers into purchasing a
wide array (23 categories) of other food and beverages. There is

little reason to suspect that nutritional nudges are immune to
similar inadvertent effects on diet behaviors that at least partially
overturn policy goals.

Another problem is that these nudges are often based on the
conventional wisdom that obesity is linked to over-consumption
of fast food, soft drinks, and candy as opposed to food generally.
A 2015 study finds such generalization is misleading. The epide-
miological relationship between frequency of intake of these foods
and body mass index (BMI) was found to be driven by the extreme
tails (+/– 2 standard deviations) of the data distribution. The con-
sumption incidence of these foods was examined across discrete
ranges of BMI using data from the 2007–2008 National Health
and Nutrition Examination Survey. After excluding the clinically
underweight and morbidly obese, consumption incidence was not
positively correlated with measures of BMI. The authors concluded
that a clinical recommendation to reduce these foods may have
little relevance to 95% of the population because, for 95% of this
study’s sample, the association between the intake frequency of
these foods and BMI was mildly negative. The authors concluded
that making generalizations and assumptions based on statistical
extremes can lead to policies that are ineffective for the extremes
of the distribution and irrelevant for most everyone else.

Little evidence exists indicating that, even if
mandated labels are read and understood by
consumers, they will alter their diets in ways predicted
by nudge theorists.
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In sum, little evidence supports the prediction that, if labels
are read, understood, and cause diets to change, personal health
improves. Few studies even address this fourth stage of the
probability model. Rather, studies focus on whether nutritional
nudges influence consumption of targeted foods and not whether
changes in weight or other measures of quality of life occur.

CONCLUSIONS

The case for nutritional nudges is epitomized by Thaler and
Sunstein’s proclamation, “It would be quite fantastic to suggest
that everyone is choosing the right diet, or a diet that is prefer-
able to what might be produced with a few nudges.” Nudgers
advocate nutritional labeling on the assumption that there is a
simple linear relationship between the availability of nutritional
information and behavioral changes that improve public health.
At the heart of this paradigm is the belief that a rational and
well-informed policymaker exists who easily chooses among
the available alternatives to protect consumers from personal
destructive behaviors. The reasoning consumer is then assumed
to understand and use complex nutritional labeling designed by
the policymaker to overturn “irrational” choices. Yet such ratio-
nality by both policymakers and consumers would appear to be
out of place within the world of behavioral economics.

My four-step probability model demonstrates that the con-
ventional case for informational nudges is far too simplistic. My
model demonstrates the importance each probability plays in
determining whether or not labels improve personal health. A few
simple simulations suggest that the conventional case for man-
dated nutritional labels is lacking. That suggestion is reinforced
by the empirical literature on human behavior.

A critical shortcoming of conventional nudge research is
its focus on whether nudges have altered consumption of one
or more targeted items without controlling for whether food
substitutions arise that undermine weight-loss efforts. An even
larger problem is that studies showing that nudges influence food
choices employ a very low bar for defining success. True success
is when nudges improve personal health and is not necessarily
identical to cases where nudges reduce the intake of specific foods
deemed unhealthy. Conventional research thus sets a very low bar
for success of these policies. Improved health is a much higher
bar for success that nudge theorists should shoot for. So far, the
connection between nutritional nudges and improved health is
more of a hope than a well-examined theory.

The bottom line is that nudge theorists have a lot of work
to do. Their enthusiasm over their ability to design nutritional
nudges that translate into improved health lacks theoretical and
empirical support. Their measures for success are also embar-
rassingly modest.

My probability model demonstrates the wishful thinking of
their enthusiasm for nutritional nudges. In effect, mandated
nudges reflect ongoing “heroic policymaking” characterized by
policymakers experimenting on citizens. This article offers a more

scientific framework for modeling the effects of informational
nudges that can foster a less heroic but more realistic set of poli-
cies aimed at improving public health.
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The last four decades have seen landmark liberalization of  
U.S. regulatory policy, yet many promising reform ideas now languish 

and policymakers have backslid in some cases.
✒ BY PETER VAN DOREN AND THOMAS A. FIREY
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Regulation debuted in 1977, just as the 
U.S. government began easing some of 
its heavy controls over markets that had 
been in place for decades. The previous 
year, Congress passed the Railroad Revi-
talization and Regulatory Reform Act, 
    an initial, modest step toward railroad 

pricing deregulation. The year this magazine launched, Sen. 
Edward Kennedy opened Senate Judiciary Committee hear-
ings on motor carrier regulation, which would lead to major 
deregulation of that industry. The following year, Kennedy 
contributed to the landmark Airline Deregulation Act. 

Further reforms followed: the Staggers Rail Act and 
Motor Carrier Act in 1980; the AT&T consent decree, Garn-
St. Germain Depository Institutions Act, and Bus Regulatory 
Reform Act in 1982; the Ocean Carriers Act in 1984. Later 
years would bring major liberalizations in energy, banking 
and finance, insurance, health care, and telecommunications.

Many of the academics and policymakers who led those 
reforms used this magazine to share their ideas and research 
with each other, the media, and the public. The list of contrib-
utors to Regulation during this period is remarkable: Alfred 
Kahn, James Miller III, Antonin Scalia, Murray Weidenbaum, 
Robert Crandall, Charles Schultze, Bill Niskanen, Walter Oi, 
Robert Bork, Bruce Yandle, Richard Gordon, Peter Schuck, 
Gregg Easterbrook, Laurence Lasagna, Christopher DeMuth, 
Richard Epstein, Joseph Kalt, Kenneth Arrow, Paul Joskow, 
Robert Litan, Kip Viscusi, Thomas Gale Moore, Ronald Coase, 
George Stigler, and many other extraordinary scholars.

The policies that resulted from their work have led to lower 
prices, greater product diversity, and more market 
competition, to the benefit of American consumers. Most 
policymakers and politicians recognize the success of these 
deregulations. There is no movement to reinstitute the Civil 
Aeronautics Board or repeal branch banking. Even in the 
darkest days of last decade’s financial crisis, calls for restoring 
the repealed sections of the Glass-Steagall Act gained little 
traction.

Yet there is also little interest among many politicians and 
policymakers in future major liberalizations of the U.S. 
econ-omy (hazy Trump administration vows to repeal 75% of 
federal regulations and congressional efforts to reverse 
specific new rules notwithstanding), even in areas where 
analysts broadly agree the benefits would be exceptionally 
large. Beyond that, much of the public mistakenly believes 
that the deregulation era of the late 20th century benefited 
established corpora-tions by repealing environmental and 
consumer protections.  Economists, in contrast, believe that 
deregulation, through 

the removal of government-instituted market protections for 
those corporations, forced them to compete more vigorously. 

On this, Regulation’s 40th anniversary, we provide this over-
view of American regulation and its reform, and offer some 
thoughts on how further liberalizations could be achieved.

THE RISE OF FEDERAL REGULATION

The common view of regulation in the United States is that, 
for its first century or so, the country embraced laissez faire; 
there was little government intervention in the private deci-
sions of the free market. This is not quite true; state gov-
ernments were active regulators in some sectors, especially 
banking. However, it is generally correct to say that federal 
regulation was limited until the years following the Civil 
War, and it expanded greatly during and after the New Deal. 

Policymakers typically justify these interventions as neces-
sary to combat “market failures”—situations where, in their 
judgment, market interactions do not produce acceptably 

“efficient” outcomes. These failure include market power (a 
buyer or seller, or a collection of buyers or sellers, dominates a 
market and manipulates supply and prices; examples include 
monopolies and cartels), negative externalities (situations 
where some costs of a transaction are involuntarily borne 
by nonparticipants in the transaction; an example is pollu-
tion), information failures (one party in a transaction has an 
informational advantage over other parties that distorts the 
market), and public goods problems (a supplier is unable to 
exclude nonpayers, resulting in some consumers “free riding” 
on the payments of others and the good being under-provided 
as a result; examples include some aspects of fire and police 
services and national defense). Each of these cases results in 
fewer transactions than would occur in a market without such 
failures, which means inefficiency and a loss of welfare.

A number of federal regulations and related domestic 
policies early in the post–Civil War era involved railroads. 
Policymakers believed that the threat of future competition 
on specific routes would discourage railroading firms from 
making expensive capital investments necessary to serve 
less populated areas. They also worried that railroads would 
not be able to assemble sufficient rights-of-way for their 
rail networks. To help with the latter problem, lawmakers 
extended federal and state eminent domain powers to secure 
those land rights for the railroads’ use. Later, policymakers 
adopted rate regulation to prevent railroads from abusing 
their market power over specific low-density routes and also 
required federal approval for railroads to abandon lines in 
these areas that they no longer wanted to operate.

PETER VAN DOREN and THOMAS A. FIREY are, respectively, editor and managing editor of Regulation. They are Cato Institute senior fellows.
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The subsequent decades saw similar government inter-
ventions in other industries involving maturing technolo-
gies, including telephone, energy, broadcasting, trucking, 
and passenger aviation, as well as general efforts to combat 
market power (i.e., “trust-busting"). The New Deal era fea-
tured expanded federal involvement in labor markets and 
banking and finance. Finally, the late 1960s and early 1970s 
saw further federal interventions in retail prices, labor, and 
highway safety, and a broad push into health, safety, and 
environmental regulation.

THE ACADEMIC PUSH FOR DEREGULATION

In the mid-20th century, as policymakers continued to 
expand federal regulation, economists and legal scholars 
on university campuses and in Washington began to ques-
tion the traditional “market failure” justifications for these 
policies as well as the assumption that government interven-
tion altruistically benefits public welfare. Two developments 
propelled this movement: advancing computer technology 
and the increased availability of social science data allowed 
researchers to test claims about market failure and the 
results of government intervention, and public choice theory 
and the broader law & economics movement challenged 
traditional assumptions about policymakers’ motivations.

A new, economic theory of regulation emerged that 
posits that these policies are commodities supplied by poli-
cymakers who redistribute benefits from some consumers 
and suppliers to others in an effort to increase policymak-
ers’ political support. Unlike the traditional “public inter-
est” theory of regulation that holds that policymakers are 
altruistic actors who reliably improve public welfare, the 
economic theory posits that policies are crafted to increase 
elected policymakers’ political support, and bureaucratic 
policymakers’ agency budgets, job security, and prestige. 
This self-interested behavior is not the result of policy-
maker malevolence but of the incentives they face; those 
who behave in this manner tend to retain and expand their 
authority. They are inclined to continue regulating and 
adopting other domestic policy interventions until they 
can achieve no further net political gains.

With this arguably cynical view of government interven-
tion in mind, policy researchers reappraised the landmark 
regulations of the previous decades. Their findings were 
disillusioning.

Railroads / The regulation of railroads ultimately increased 
the prices for shipping manufactured products and redi-
rected the resulting revenue to subsidizing bulk commodity 
and agricultural shipments. That made Midwestern farmers 
and miners happy and protected railroads financially (at 
least for a time), but it harmed welfare overall by distorting 

the cost of manufactured goods, reducing consumers’ access 
to them. Because the beneficiaries recognized their gain 
while the general public was largely oblivious to their losses 
under the regulations, policymakers were rewarded on net 
for this intervention.

In addition, freight on high-density, long-haul routes 
between cities was priced above cost, with the revenue used 
to subsidize short-haul, low-density rural routes. Again, this 
made some special interests happy, but hurt welfare overall 
because the higher cost of transporting goods between urban 
centers distorted markets.

This arrangement was threatened by the rise of trucking in 
the Depression era. Policymakers responded not by deregulat-
ing railroads, but by placing similar regulations on trucking 
in 1935, creating another network of cross subsidies. Again, 
these policymakers were rewarded by the beneficiaries, while 
the costs were largely hidden from the public.

Airlines / Airline regulation similarly created a fare structure 
that de facto taxed high-density, long-haul routes in order 
to subsidize low-density, short-haul routes valued by special 
interests. Regulators justified this by claiming it was neces-
sary to provide safe, necessary air travel. But research on the 
intrastate air travel markets in Texas and California—which 
were large enough to be well developed but escaped federal 
regulation because they didn’t cross state lines—revealed 
much lower fares and efficient operation without sacrific-
ing flyer safety.

In the national market, in contrast, flights were much 
more expensive per passenger mile. But those higher fares 
provided little benefit to the airlines because they spent 
much of the resulting revenue on non-price competition in 
service: free drinks, roomy flights, helpful (and attractive) 
flight attendants, etc.

Telephone  / Telephone rate regulation restricted entry and 
created cross subsidies from long distance to local service. 

Before the development of microwave communications, 
long-distance service was provided over costly coaxial cable. 
As a result, that service was predominantly used by wealthier 
callers who paid rates far above marginal costs, providing 
revenue for the cross-subsidies. But as microwave service 
expanded and middle-class households became more mobile, 
both the cost and “progressive” justification for cross sub-
sidies grew increasingly untenable because of competitive 
entry into long-distance services. By 1981, interstate calls 
were 8% of total minutes, but were paying 27% of local phone 
costs. These distorted rates attracted competitors who, when 
blocked by regulations and AT&T, ultimately forced the 
Justice Department to bring an antitrust suit that ended the 
regulated AT&T/Bell System monopoly.
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Electricity / The evolution of the power industry in the first 
half of the 20th century resulted in monopoly providers with 
large generating facilities servicing small regions. Policymakers 
adopted rate regulation of these natural monopolies with the 
justification that it would reduce electricity rates and increase 
consumer access and consumption relative to laissez faire. 

Yet research found that rate regulation of power compa-
nies had not lowered rates. Instead, it had biased the power 
industry toward increasing generation to meet underpriced 
peak demand, making the system prone to excessive capi-
tal costs. Utilities overbuilt their power plants—especially 
nuclear-powered facilities—and passed the cost onto consum-
ers, with regulators’ approval.

Banking / Historically, banking regulation in the United 
States benefited government by providing it revenue, and 

benefited banks by protecting them from competition. In 
early U.S. history, states awarded banks market power over 
small geographic areas in exchange for assessing them heavy 
taxes and fees, which the banks then passed onto their cus-
tomers. States prohibited nationwide banking and severely 
limited statewide “branch” banking, even though branching 
and interstate banking would have been a great convenience 
to depositors and a boon to business and borrowers. Also, 
they would have protected banks from regional bank col-
lapses like the ones that occurred in the years prior to the 
Great Depression and the early years of the Depression itself.

Depression-era banking regulation (mandatory govern-
ment-managed deposit insurance and the separation of com-
mercial from investment banking) combated those collapses, 
but the policies mainly helped firms instead of consumers by 
shifting bank risk onto taxpayers. The landmark 1933 Bank-
ing Act was a classic logrolling compromise in which populist 
supporters of small, rural banks won federal deposit insur-
ance (over the objections of President Franklin Roosevelt, the 
Treasury, the Fed, and the American Bankers Association) in 
exchange for limiting the investment banking activities of 
commercial banks, which were at the time construed as the 
great villains of the Depression. The legacy of banking regu-

lation has been an immensely fragmented banking system 
whose costs are excessive.

Health and safety / People commonly believe that the wave 
of federal health and safety regulations that began in the 
1970s has made American workers safer. Prima facie support 
for this is given by accident data; since the 1970s, indus-
trial accidents of all kinds have declined. But that support 
erodes as the scope of the data is broadened: accident rates 
declined for decades ahead of the 1970s regulations. There 
was no further downward shift in accident rates following 
the creation of agencies like the Occupational Safety and 
Health Administration.

The long duration of steadily falling accident rates indi-
cates that “secular forces,” not regulation, have been the 
most important contributor to safety improvements over the 

past century. Safety is a normal 
good, and as people’s real income 
rises, they will consume more of 
it. So as American living stan-
dards rose in the 20th century, 
workers demanded safer work-
places, insisting on higher pay in 
return for taking risk. Employ-
ers responded by supplying more 
safety.

This underscored another 
revelation of researchers study-

ing market failures: the marketplace appears to be far less 
vulnerable to failure than what policymakers had assumed. 
The existence of a health risk, for instance, does not neces-
sarily imply the need for regulatory action. Through normal 
market forces, either workers receive wage compensation 
sufficient to make them willing to bear the risk, or employers 
reduce risk in order to reduce the wage premium. As a result, 
the health risk is internalized into the market decision.

Environment / Many people don’t know that in the spring of 
1970 the California State Senate, citing environmental con-
cerns, voted to ban the internal combustion engine by 1975. 
This utopian idea, which received seemingly improbable 
support from the United Auto Workers—ultimately did not 
come to fruition because of its impracticality, though some 
Golden State policymakers still support the idea.

The federal Clean Air Act reflects the same utopian think-
ing. For conventional pollutants, the U.S. Environmental 
Protection Agency must prepare a document every five years 
that “accurately reflects the latest scientific knowledge” on 
the health effects of exposure. It must then set a standard 
that is “requisite to protect the public health…, allowing an 
adequate margin of safety” to ensure “an absence of adverse 

The economic theory of regulation posits that policies  
are crafted to increase elected policymakers’ political  
support and bureaucratic policymakers’ agency budgets,  
job security, and prestige.
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effect on the health of a statistically related sample of per-
sons in sensitive groups.” The Supreme Court ruled in 2001 
in Whitman v. American Trucking Association that the Clean 
Air Act “unambiguously bars costs considerations from the 
[pollution limits]-setting process.”  Thus, EPA decisions on 
conventional pollutants are all about the benefits of emission 
reduction as ascertained by science—whatever the costs, even 
if they far dwarf the benefits—because that is exactly what the 
law instructs the EPA to do.

The Clean Air Act has not been amended since 1990.  In the 
absence of statutory change, the utopian "costs-don’t-matter" 
air quality standards will continue to be a serious issue.   

POLICYMAKERS EMBRACE  
DEREGULATION (SOMETIMES)

According to the economic theory of regulation, pol-
icy change occurs as a result of policymakers’ incentives. 
Research demonstrating that specific markets function well 
without regulation and that existing regulation harms pub-
lic welfare is not, by itself, sufficient incentive for deregula-
tion. The latter part of the 20th century provided more 
effective incentives for policy change—in some cases.

Beginning in the 1960s (if not earlier), the United States 
faced reinvigorated economic competition from countries 
that had rebuilt their industrial capabilities following the dev-
astation of World War II. At the same time, the U.S. economy 
was struggling under growing fiscal burdens from the Great 
Society programs and the Vietnam War, as well as rising infla-
tion from Federal Reserve efforts to stimulate the economy. 
Those struggles contributed to the “Stagflation” of the late 
1960s and 1970s as bouts of high unemployment and double-
digit inflation provoked political demands for policy change 
that would improve economic efficiency.

Initial moves toward liberalizing some markets were made 
as early as the John F. Kennedy administration and later in 
the Gerald Ford administration. But the deregulation move-
ment really took off in the latter half of the 1970s. As noted 
earlier, Sen. Ted Kennedy, with the help of committee counsel 
Stephen Breyer, seized upon economic research indicating 
that deregulating certain parts of the transportation sector 
would lower prices without sparking the grim consequences 
that regulators had long predicted. For lawmakers who were 
contending with Stagflation, the opportunity to lower prices 
and spur the economy by simply reducing government inter-
vention was appealing.

As the U.S. economy recovered and expanded in the 1980s 
and 1990s, the economic demand for deregulation seem-
ingly would have waned. Yet major liberalizations and other 
domestic policy reforms continued: the Base Realignment 
and Closure Act of 1990 (which technically was defense 
policy but really targeted domestic spending on labor and 

land), National Energy Policy Act in 1992, Federal Agriculture 
Improvement and Reform Act of 1996, and Gramm-Leach-
Bliley financial reform in 1999. Some of those initiatives were 
motivated by fiscal pressures; both Presidents George H.W. 
Bush and Bill Clinton worried about the budget deficit and 
saw market liberalization as a way to cut government spend-
ing and even generate new revenue. The development of infor-
mation technologies in this period may have contributed to 
further deregulation as long-established industries—banking, 
broadcasting, retailing, telecommunications—found novel 
ways to employ the new innovations.

The economic benefits from these deregulations were pro-
found. Not only did they reduce prices and improve offerings in 
their specific sectors, but they contributed to major economy-
wide innovations such as just-in-time delivery systems and 
online commerce.

THE 21ST CENTURY

The momentum for market liberalization reversed in the new 
century. No policy change in the last 16 years would seem 
to qualify as a major deregulation, while such initiatives as 
the 2001 USA PATRIOT Act, 2002 Sarbanes-Oxley corpo-
rate governance act, 2002 and subsequent farm bills, 2005 
Energy Policy Act, 2010 Patient Protection and Affordable 
Care Act, 2010 Dodd-Frank financial regulation act, and 
2015 Federal Communications Commission “net neutrality” 
regulations have expanded federal intervention in markets 
and added tens of thousands of pages to the U.S. Code of 
Federal Regulations.

Like the preceding deregulatory period, this new era can 
be attributed in part to external developments—that is, major 
news-making events. The 2001 al Qaeda terrorist attacks on 
New York and Washington and the accounting scandals of 
2001–2002 motivated the PATRIOT Act and Sarbanes-Oxley, 
respectively, while the financial crisis of 2007–2008 and ensu-
ing recession propelled Dodd-Frank.

This loss of deregulatory momentum is unfortunate as 
there are many public benefits to be gained from further 
liberalization—as regularly documented in the pages of Regula-
tion. Some of these forgone benefits have gained public and 
political attention in recent years—examples include land-use 
(e.g., relaxing zoning and building restrictions), health care 
(e.g., easing drug-approval requirements), and occupational 
licensing (e.g., ending or reducing training and license require-
ments)—yet reform continues to come slowly if at all.

TOWARD FUTURE REFORM

Can additional liberalizations be achieved in the near future? 
Reformers have suggested three strategies to spark further 
deregulation: electoral reform, process reform, and educa-
tion. We consider each of them below.
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Electoral reform? / Many deregulation advocates have argued 
that further reform can be achieved only through the polit-
ical system: elect more pro–free market policymakers to 
Washington and state capitals. 

The new, Republican-controlled Congress and Trump 
administration appear to exemplify this approach. Candidate 
Trump’s platform included the bold vow to roll back “75%” 
of federal regulations, and deregulation has been a standard 
Republican campaign promise for decades. President Trump 
has already ordered that the issuance of any new federal regula-
tion be accompanied by the repeal of two regulations, and that 
the cost of complying with federal regulations be frozen for 
the next year so that the incremental cost of new regulations 
be offset by regulatory cost reductions elsewhere. Meanwhile, 
Republicans in Congress have begun using the seldom-trig-
gered Congressional Review Act (CRA) to overturn regulations 
issued in the final months of the Obama administration. (See 

“Obama’s Record-Setting Midnight,” p. 5.)
But beyond CRA actions, it’s unclear what concrete steps 

the new administration and congressional lawmakers will 
take—or even what it means to repeal “75% of federal regula-
tion” or two old regulations for one new one. Though many 
good regulatory reform ideas have been suggested by D.C. 
think tanks, university-based policy researchers, and Capitol 
Hill committee staffers, none have yet been publicly embraced 
as major initiatives of Congress or the Trump White House, 
unlike the reforms of the 1970s–1990s. It’s fair to wonder 
whether the politicians’ vows of deregulation are more atmo-
spherics than actual policy goals.

Besides, it’s uncertain whether they would have true 
electoral backing for bold action. Voters may say they sup-
port “deregulation,” but their voting behavior suggests that 
they really are disinterested in regulation or they accept the 
old public interest hypothesis that government regulators 
invariably benefit the public. Moreover, they often reward 
politicians for tilting the marketplace in certain special 
interests’ advantage.

In too many cases, if a member of Congress were to disdain 
regulation and other economic favors across the board, she 
would likely succeed only in depriving special interests in 
her district of benefits from “gaming” the marketplace, and 
from “logrolling” opportunities to secure congressional col-
leagues’ support for policies important to her constituents. 
As a result, her constituents would bear heavier regulatory 
burdens and pay higher taxes and prices, while lawmakers in 
other districts bestow on their constituents the benefits of 
government programs and logrolling agreements. 

Any lawmaker who wants to be reelected (which is prac-
tically all of them) realizes that a principled stand against 
economic favoritism will cost her votes and financial support 
necessary for reelection. A legislator who promises to vote 

against economic favors and then does so cannot count on 
reelection unless her constituents are somehow obligated 
to reelect her if she sticks to that promise. Reform-minded 
legislators are trapped in a “prisoner’s dilemma” game: 
they are safe only as long as they stick together and hold 
an unchallenged majority position in the legislature. But if 
that majority breaks, the benefits go to the defectors while 
non-defectors will be punished. This realization sours many 
reform-minded politicians.

Some electoral reformers have suggested term-limiting 
officeholders to disrupt this game by reducing the pressures 
of reelection. But as long as a lawmaker has the opportunity 
to be reelected even once, or move on to another elected 
office, there will be temptation to abandon the pledge and 
pursue special interest support. Moreover, constituents who 
impose term limits on their elected officials put themselves 
at a disadvantage to neighboring districts that do not adopt 
limits. Again, these constituents would deprive themselves 
of economic favors but would still pay the taxes and higher 
prices that fund government favors that will flow elsewhere.

What if term limits were imposed constitutionally over an 
entire legislature? That would not eliminate the underlying 
problem of constituent self-interest. Instead of re-nominating 
the same politicians for reelection, party organizations would 
find candidates who would strive faithfully to continue 
delivering the economic favors pursued by their departing 
predecessors. Specific lawmakers might change, but the 
political and economic games would continue.

Process reform? / Members of Congress do understand that 
economic favoritism is a prisoner’s dilemma game. And 
when the stakes have been high enough, they have found 
ways to cooperate to avoid the costs. One example that is 
often propounded as a model for broad process reform is 
the Base Realignment and Closure (BRAC) system. 

Following the end of the Cold War, there was broad recog-
nition that the United States had a large and costly surplus 
of domestic military installations in light of the nation’s new 
defense needs. But it was politically difficult to close those 
bases because local congressmen would block legislation 
that jeopardized their districts. In essence, national defense 
had become a jobs program for civilian base employees and 
contractors, with little benefit and considerable cost to the 
broader American public.

To end this stalemate, Congress largely took base-closure 
decisions out of lawmakers’ hands. Under 1990 legislation, 
they delegated to a base-closure commission the politically 
difficult task of identifying military facilities that could be 
closed at little risk to military preparedness. Dozens of instal-
lations were subsequently closed as a result of four successive 
BRAC rounds.
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The apparent success of the BRAC process depended on 
two ingenious provisions of the authorizing statute. First, the 
base closure commission’s lists of facilities to be shuttered 
had to be accepted or rejected in toto by the White House and 
Congress; there was no opportunity for individual lawmakers 
to save “their” bases. The bad medicine had to be swallowed 
whole or not swallowed at all, in public view. Second, Con-
gress could reject the full list of proposed base closures only 
if it passed a resolution of disapproval within 45 days of the 
White House’s having approved the list. Because the BRAC 
commission strategically compiled and forwarded small lists 
of unnecessary bases, only a small minority of congressional 
districts would oppose each BRAC round, while the rest of 
Congress and the White House stood to benefit from the 
savings. As a result, Congress never rejected a BRAC list.

Unfortunately, the BRAC process does not appear to 
be adaptable to many other con-
gressional deliberations, includ-
ing regulation. In fact, it may be 
a one-of-a-kind success. There 
have been other attempts at such 
independent commissions, but 
Congress has never given any of 
them the power that it gave the 
BRAC commission. Under most 
circumstances, Congress will not 
cede such power because to do 
so would eliminate the stuff of 
congressional life: logrolling.

And even BRAC hasn’t been as successful as the above nar-
rative suggests. Though Congress has never rejected a BRAC 
list, it also hasn’t considered many lists. The system fell apart 
after the 1995 list because commission members wanted to 
turn their attention to the many bases in electoral vote–rich 
Texas and California. Clinton may have been a budget hawk 
who approved the 1995 closure list, but he didn’t want to 
jeopardize his reelection chances in those states. As a result, 
he invented ways to block his having to consider a subsequent 
list. Since then, Washington lawmakers have similarly avoided 
compiling lists that would significantly affect California and 
Texas, resulting in only one additional BRAC round, in 2005. 
Beyond that, advocates of keeping bases open began to shift 
their lobbying efforts from lawmakers to BRAC committee 
members, in essence reinstituting the game.

If economic favoritism can’t be averted, perhaps Congress 
could at least find a less costly way of distributing largesse 
to its intended beneficiaries. For instance, instead of regulat-
ing markets, government could give direct subsidies to the 
special interests currently favored by regulation, but in return 
economists would design the subsidies in a way that reduced 
the market distortions caused by regulation.

The 1996 farm bill, titled the Federal Agricultural 
Improvement and Reform Act, tried to do this for the mar-
ket-distorting system of price supports and acreage controls 
that had augmented farmers’ incomes for 60 years. The act 
replaced price supports and acreage controls with direct sub-
sidies, to be distributed on a fixed, five-year schedule. Farmers 
would get their money, but market forces would decide how 
much food was produced and at what price—a considerable 
improvement over previous policy.

Farmers were happy with the new program in 1996 and 
1997 because then-high farm product prices meant the new 
subsidies were larger than the price support payments they 
would have received under the old system. But when farm 
prices plummeted in 1998 and 1999, Congress reneged on 
the payment schedule and gave farmers about $6 billion 
in additional subsidies—evidence, if any were needed, that 

lawmakers cannot make long-term commitments to stop 
rewarding special interests out of taxpayers’ wallets.

The good news, in this case, is that Congress gave farmers 
their extra $6 billion as a lump-sum payment rather than 
revive price supports. The bad news is that, since then, Con-
gress further reneged and reinstituted agriculture subsidies 
that once again distort farmers’ crop-planting decisions.

A final process reform favored by many analysts is the 
creation of an independent agency staffed by economists 
that would issue reports about the costs and benefits of 
economic regulation. The thinking is that such analysis, 
currently performed mostly by think tanks and academics, 
might have more clout if it were an official independent part 
of the political process. Supposedly, policymakers would read 
these reports and voters would read of them in the press, and 
they would sour on government intervening in the market.

As policy analysts, we are sympathetic to this idea. We 
are also skeptical of its potential for success. History indi-
cates that such efforts, by themselves, have little effect on 
policymakers and the public. 

For instance, in the early 1960s the Kennedy administra-
tion installed innovative Ford Motor Company president 
Robert McNamara and RAND economist Alain C. Enthoven, 

Analysts can provide intellectual ammunition and “how-
to” for the executive in this regard, but their analysis  
does not drive the policymaking process. They can only 
wait and hope for promising opportunities to deregulate.



SPRING 2017 / Regulation / 37

along with McNamara’s cadre of Ford “Whiz Kids”—young 
management sciences experts and quantitative analysts—in 
the Pentagon. They institutionalized the role of economic 
analysis in the Defense Department as a clever way to say 

“no” to the demands of the services for more bases and equip-
ment. But this effort was effective only as long as it had White 
House support. The Systems Analysis Office was never more 
powerful than when Enthoven ran it in the 1960s. But when 
Richard Nixon became president and installed Melvin Laird 
as secretary of defense, the balance of power in program selec-
tion shifted back to the services. Never again would analysts 
dominate the services because no subsequent president has 
wanted it that way. Iconoclastic analysis of the sort provided 
by the Whiz Kids is effective only if the party in power wants 
it to be effective.

As Regulation has chronicled, similar efforts have been 
tried in both Washington and state capitals in recent decades. 

“Sunset” provisions on regulations, mandatory cost–benefit 
analysis, and other forms of regulatory review seem to have 
little effect on regulation—unless they have strong support 
from the president or governor. Yet even in those cases, it’s 
not really the analysis that drives deregulation; it’s the will of 
the chief executive. Analysts can provide intellectual ammuni-
tion and “how-to” for the executive in this regard, but their 
analysis does not drive the policymaking process. They can 
only wait and hope for promising opportunities to deregulate, 
like those that brought about the liberalizations of the late 
20th century.

Is education the only hope? / The education of future poli-
cymakers may lead to more rational regulation, if not less 
regulation. The legal profession supplies the judges who 
interpret laws and regulations, as well as a healthy fraction 
of legislators, regulators, and their staffs. As a result of the 
rise of the law & economics movement at the University 
of Chicago, the tenured faculties of all elite law schools 
now include economists. One cannot graduate from a top 
law school without having some training in how markets 
work, how robust their efficiency characteristics are, and how 
efforts to regulate them often have perverse results.

But the last, best hope for deregulation rests with future 
generations of voters. They get the legislators and laws they 
demand. It is easy for voters to demand regulation—or to 
acquiesce in it—because most voters do not understand its 
effects: higher prices, higher taxes, and less freedom. Today’s 
students are tomorrow’s voters, and we must nurture such 
understanding in them. The more that students are exposed 
to knowledge about the benefits of free markets and the costs 
of regulation, and the more they see these lessons play out in 
their daily lives (e.g., Uber, Airbnb, food trucks, microbrewing 
and microdistilling), the less likely they will be to vote for 

politicians who favor government intervention in markets—
or at least so we hope.

To be sure, such an educational effort conflicts with the 
public interest view of government and markets that has been 
popular on college campuses and in the public for at least 
100 years. Many believe this view cannot be reversed. But what 
other strategy offers more promise?

If a majority of citizens believes that it is both good and 
unproblematic to demand economic favors from government, 
then politicians will accommodate those demands. There are 
no institutional magic bullets that can stop them.

CONCLUSION

The public interest theory of regulation asserts that markets 
often do not work well. That is, markets supposedly are not 
efficient and consumers do not get a fair shake. Under this 
theory, regulatory intervention in markets by government, if 
intelligently designed, can make markets more efficient and fair. 

Yet when researchers began investigating real-world regula-
tions to measure these benefits, they were disillusioned. Few 
public benefits were found, but there were plenty of special 
interest benefits as well as gains for the policymakers—and 
plenty of deadweight loss. More encouraging, the researchers 
discovered that most regulated markets did not have market 
failures in the first place, and thus would be more efficient 
if regulations were removed. And for those markets that do 
have failures, regulation often has not improved efficiency. 

Instead of benefiting the public, regulatory intervention 
usually redistributes from some firms to others and from 
some consumers to others, and imposes net costs in the pro-
cess. Given the many economic challenges the United States 
faces in the 21st century, these redistributions will increasingly 
weigh on public welfare.
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The interactions of exchange, ideas, and individuals
can lead to further deregulation.

✒ BY DAVID R. HENDERSON

A MORE
OPTIMISTIC

VIEW
“If the whole world were to be covered with asphalt, one day a crack
would appear in that asphalt; and in that crack, grass would grow.”

—Ilya Ehrenburg

Peter Van Doren and Thomas Firey lay out
well the facts about the substantial reduc-
tion in regulation from the late 1970s to
the early 1980s and somewhat beyond.
They also express some pessimism about
the prospects for future deregulation. All
of their arguments hold water. But the pros-

pects for further liberalization aren’t as grim as they suggest.
They underestimate the powerful interactions between gains
from exchange, ideas, and individuals who seek change, which
can open the way to more economic freedom.

My thesis is as follows: Gains from exchange contain the
seeds of their own expansion. When economists and other

intellectuals provide evidence that deregulation increases
gains from exchange, either these intellectuals, bureaucrats,
or others often draw on this evidence to seek deregulation.
They don’t always succeed, but they do sometimes, and one
success can lead to others.

Van Doren and Firey’s story about one of the biggest suc-
cesses—the deregulation of airlines—illustrates the important
role of individuals and ideas. Nothing inherent dictated that
Stephen Breyer would latch onto airline deregulation as the
cause that he urged Ted Kennedy to pursue. Nothing inher-
ent dictated that two bureaucrats and an appointee at the
Civil Aeronautics Board (CAB) would become energized and
push internally for deregulation. Yet had they and Breyer not
done so, it might not have happened. There are similar sto-
ries about other successful deregulations both in the United
States and other countries.

In each case, it was not obvious that the political forces were

ANNIVERSARY
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arrayed in favor of market liberalization; they often favored
the status quo. But in each case, specific people grabbed the
issue and ran with it. Also, in some of the cases, those who
pushed for deregulation could draw on economists’ studies
that showed regulation’s harmful effects. That’s why the work
of Regulation, the Cato Institute, and other think tanks is so
important. Occasionally activists and even bureaucrats will
grab our ideas off the shelf and run with them.

In what follows, I show the important role of exchange, ideas,
andindividualswhoranwiththese ideas increatingsomeofthe
most successful deregulation outcomes we have had.

AIRLINE DEREGULATION

I remember sitting on a Hughes Air West flight from Los
Angeles to Palm Springs in 1974. The young couple beside
me was scrutinizing a map because they had thought, cor-
rectly, that Los Angeles was much closer to Las Vegas than to
San Francisco, and yet the fare to Las Vegas was much higher.
I explained to them that because L.A. and San Francisco are
both in California, that route was not subject to federal regu-
lation. Therefore, a solely intrastate airline, Pacific Southwest
Airline (PSA), had arisen to take advantage of this loophole
in the law. PSA was outside the airline cartel that the CAB
was enforcing, and PSA competed with the larger carriers by
cutting fares. The federally regulated carriers responded by
lowering their fares to compete with PSA.

Over the years, many people noticed the California anom-
aly and a similar one in Texas. Southwest Airlines was then
just a regional carrier with services between Dallas, Houston,
and San Antonio. Southwest, similarly, charged much lower
fares than were charged on comparable city pairs that crossed
state lines. Passengers in California and Texas noticed their
gains from such low fares and those revelations likely gener-
ated some of the public support for airline deregulation.

But deregulation would probably not have gotten nearly
as far were it not for the support of intellectuals—some law-
yers, but mainly economists—who systematically studied the
effects of airline regulation. In his 1964 presidential address
to the American Economics Association, George Stigler
pointed out that from the founding of economics as a dis-
cipline in the 18th century until the early 1960s, almost all
economists—although willing to advocate or oppose regula-
tion—avoided studying its effects. As only Stigler could put
it: “The economic role of the state has managed to hold the
attention of scholars for over two centuries without arousing
their curiosity…. Economists have refused to leave the prob-
lem alone or to work on it.” But there were a few exceptions in
the profession. And one of the areas in which many of these
exceptions worked was airline regulation.

Three early exceptions were Lucile Keyes, Richard Caves,
and Stigler’s student Sam Peltzman. As early as 1949, Keyes

had seen through the public-interest rationale for airline
regulation, pointing out that the CAB’s actions protected air-
lines from competition. In 1962, Caves, a Harvard economist,
wrote a scholarly, evidence-filled tome in which he argued
the CAB was suppressing competition. Such a restriction
on freedom to compete was difficult to reconcile with the
public interest. In 1963, Peltzman, a graduate economics
student at the University of Chicago and later an economics
professor there, wrote a piece in the New Individualist Review
that presented a concise, carefully reasoned, empirical case
against federal regulation of air fares and entry into the airline
industry. While we take for granted today that economists
will actually study the effects of government regulation, Keyes,
Caves, and Peltzman were pioneers in that research.

Another early exception was a lawyer named Michael
Levine, who had also been trained in economics. In 1965,
Levine wrote a study in the Yale Law Journal pointing out how
well the air passenger market worked—and how low air fares
were—in the unregulated California market.

With some customers informed about the high price they
werepayingforairlineregulation,andwithacoreofeconomists
and lawyers writing about the high cost of regulation, the stage
was set for deregulation. In their book, The Politics of Deregula-
tion, political scientists Martha Derthick and Paul Quirk tell
the fascinating story of how airlines (as well as trucking and
telecommunications) were deregulated in the late 1970s. The
important punch line is that John Maynard Keynes was approxi-
mately right when he wrote that what matters in the long run
is not special interests but the ideas of academic scribblers. The
early critics of regulation had such a large effect on the thinking
of the economics profession, and of other academics who paid
attention to regulation, that one deregulation advocate, Roger
Noll, testified to Senator Kennedy’s subcommittee:

The nice thing about being a student of industrial organi-
zation and regulation is that … you never have to run the
risk of being dead wrong [in] saying regulation has been
foolish in a particular sector. I know of no major industrial
scholarly work by an economist or political scientist or
lawyer in the past 10 years that reaches the conclusion that
a particular industry would operate less efficiently and less
equitably [without] than with regulation.

Because of the scholarly work critical of regulation and
because of the publicity much of this work was given, the
view that economic freedom in the airline industry was good
and regulation was bad became widespread among not only
academics but also policymakers in the Gerald Ford and
Jimmy Carter White Houses, in Congress, and even among
some regulators. A number of lawyers and economists joined
the cause, with Carter-appointed CAB chairman Alfred Kahn
being the most prominent, working both on Capitol Hill and
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in the regulatory agencies to achieve more economic freedom
in the industry.

Interestingly, although Kahn is now rightly considered the
father of airline deregulation, even he had many doubts about
the wisdom of deregulating quickly. Still, he felt compelled
by the prevailing intellectual climate to do so. In a Jan. 24,
1978 memo, Kahn wrote to one of his agency’s directors, Roy
Pulsifer, who had once been a strong advocate of regulation:

I do not myself know to what extent I declare a commit-
ment to gradualism insincerely, merely to reassure Con-
gress and the industry that I am not a madman, and that I
am solicitous of the financial fortunes of the industry, and
anxious not to impair them. I am sure I do so also because
I don’t believe in any economic prediction with more than,
say, 65% conviction. Undoubtedly an additional reason is
my lack of opportunity to have absorbed the work of oth-
ers who have studied this industry. (Italics in original.)

Parenthetically, Pulsifer’s story, told by Derthick and Quirk,
is also interesting. He was an assistant director of the CAB’s
Bureau of Operating Rights. He had become persuaded by
the economics literature of the promise of deregulation and
pushed internally for it. Derthick and Quirk write, “When
we interviewed him in his office in the CAB in 1980, he had
become a radical libertarian, with a picture of the famous free-
market economist, Milton Friedman, displayed on his desk.”

A member of the CAB staff, lawyer J. Michael Roach, came to
believe in deregulation through what he called a “Paul-on-the-
road-to-Damascus” experience that he recounted to Derthick
and Quirk. In 1969, he had been tasked to write the board’s
decision in a route case. He was given the name of the winning
airline and no other information, so he crafted the board’s

“reason” for its decision. Afterward, the board did not change
a word of what he wrote. This convinced him that the CAB’s
rationales for route awards were not the real reasons, but just
made-up justifications for decisions reached on other grounds.

Interestingly, the airline deregulation story illustrates that
the public choice view of regulatory agencies being captured
by the industry they regulate, though applicable, is not the
last word. It was precisely staffers and commissioners in the
CAB who pushed for deregulation.

Ironically, one of the main economists who believed that
regulatory agencies are captured by the regulated was Stigler.
Why is this ironic? Because he, more than any other single
economist, was responsible for the economics profession’s
shift to using empirical data to study the actual effects of
regulation. These studies helped convince some of the regula-
tors and thus helped pave the way for deregulation.

URUGUAYAN FINANCIAL DEREGULATION

Consider another example of gains from exchange, along

with ideas and a particular individual, leading to deregula-
tion. The setting was Uruguay in the 1970s, where a particu-
lar policymaker was at the right time and place. President
Juan María Bordaberry authorized finance minister Alejan-
dro Vegh Villegas to liberalize trade and currency exchange.
In a 1983 American Economic Review article, University of Cali-
fornia, Los Angeles economist Arnold Harberger explains:

Vegh’s most telling blow for deregulation and liberalization
consisted in allowing Uruguayans complete freedom to
undertake unlimited transactions in foreign currency, with-
out any need for permission or even personal identification.

To implement such a policy required getting rid of whatever
regulations might obstruct it. One obvious obstruction was
all direct regulations controlling foreign exchange. But that’s
not all. The Uruguayan government had imposed ceilings on
interest rates that, combined with Uruguay’s high inflation,
caused Uruguayan savers to earn a negative real interest rate
on their savings. Once the foreign exchange controls were gone,
Uruguayans had free access to the burgeoning and unregulated
Eurodollar market. Who would lend domestically at artificially
low interest rates when there were much larger gains from
exchange available in international markets? Therefore, interest
rate ceilings were dead. As Harberger writes:

It was as if, by pulling out a single critical card, Vegh
brought down a whole house of cards that had been built
up over years of accumulating regulations. One story goes
that Jose Gil Diaz, who was then Undersecretary of Finance
and later became Central Bank president, came to Vegh
with two armfuls of papers, saying these were the more
than 500 Central Bank circulars and regulations that had
been rendered null and void under the new policies!

THE CASE OF UBER

The emergence of Uber, the ride-sharing service, in the last
eight years is an interesting illustration of the power of gains
from exchange to cause deregulation or, at least, prevent
new regulation.

One of the most durable regulation-backed monopolies
of the 20th century was the taxicab monopoly. In city after
city, local governments granted monopoly rights to cab com-
panies and limited the number of permits, often in the form
of “taxi medallions,” that a cab operator needed to operate
legally. This led to high fares and, often, sporadic service.

A good measure of the monopoly rents created by the
taxicab monopoly is the price of a medallion. In New York
City before Uber and Lyft came along, medallions sold for as
much as $1 million. At an interest rate of 5%, that’s $50,000
in monopoly rents per year.

But in 2008, Travis Kalanick and Garrett Camp, frus-
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trated by their trouble hailing a cab in Paris, mused about an
information technology solution that would connect willing
drivers with those wanting rides. Thus was born Uber.

One’s natural reaction—certainly mine—is probably that
their product was illegal under the taxicab laws. But they
argued that because Uber would not own cars but would
simply connect drivers and passengers, it was not a cab service
any more than are classified ads or bulletin boards offering
ride-sharing. In most parts of the United States and in many
parts of the world, their argument has prevailed.

But why did Uber prevail? It wasn’t just the logic of its
argument. Logical arguments about what the law actually
says don’t always work against an angry, energized interest
group such as cab drivers and permit (medallion) owners.
What Uber had going for it, besides its argument, was a
less-concentrated, yet still energized interest group on its
side: Uber users and—to some extent—drivers. The users and
drivers had a benefit from Uber that further regulation, or
an uncharitable interpretation of existing regulation, would
keep them from getting. They saw gains from exchange and
insisted on keeping them.

The stories of airline deregulation, financial deregulation,
and Uber are anecdotes. Economists tend to look down their
noses at anecdotes and instead respect “hard data”—that is,
large aggregates of numbers—as the only and most important
evidence. But surely an anecdote about a huge change in an
important sector of an economy bears more weight than
an anecdote about how, say, your Uncle Fred responded to
price controls.

BIG DEREGULATION IN INDIA
AND THE SOVIET UNION

Belief in the value of economic freedom spreads in two ways.
One is by those who initially didn’t believe in freedom seeing
evidence of its value that is so striking that they change their
minds. The other is that they are persuaded on a more abstract
level by those who believe in freedom. Both are important.

And both are what happened in large parts of the world to
influential people in the last 30 to 40 years. Many stories I could
tell would end up repeating large parts of a tremendous book
by Daniel Yergin and Joseph Stanislaw, The Commanding Heights.
The subtitle carries much of the book’s message: “The Battle
between Government and the Marketplace that Is Remaking
the Modern World.” Still, I do want to discuss some of the
highlights from that book. They make the case for the spread
of the belief in freedom among influential people.

Consider Manmohan Singh, an Indian socialist who had
served as secretary of the South Commission, a commission
peopled by believers in state intervention. Singh earned his
undergraduate economics degree at Cambridge and his doc-
torate at Oxford, and made his living as a central planner. In

1987, he took a little trip to East Asia, which launched him on
an ever-bigger intellectual journey. Departing for South Korea,
he knew that as recently as 1960 India’s per-capita income
rivaled South Korea’s. But in just one generation, South
Korea’s per-capita income had reached 10 times that of India.

Singh noted two main factors behind this difference. First,
whereas East Asian governments supported business (an aside:
they would have done even better if they had been impartial,
as many of them learned in the 1998 East Asian crisis), India’s
government heavily regulated them. Second, the East Asian
governments had captured the benefits of trade, both on the
import and export side, in contrast to India’s almost sealing
off the border to trade. Clearly, this is an example of a person
who was convinced by seeing the results of (relative) freedom.

Singh went on to become finance minister under Prime
Minister Narasimha Rao and, together with commerce min-
ister Palanniapan Chidambaram, began to open the Indian
economy to trade and foreign investment. They also dis-
mantled the “Permit Raj,” India’s system of heavy regulation.
Within weeks, Rao’s government cut subsidies for domestic
products and exports, reduced tariffs and trade barriers,
eliminated licenses for 80% of industry, and eliminated the
requirement that large firms get permission to expand or
diversify. Invoking Mahatma Gandhi’s vision of self-reliance,
Singh stated, “Self-reliance means trade and not aid.”

Another convert to economic freedom was Russian econo-
mist Yegor Gaidar. Gaidar, grandson of Arkady Gaidar, one
of the heroes of the Communist Revolution, lived in Havana
during the first years of communism there. One of his fam-
ily’s frequent house guests was Che Guevara. But when his
family moved to Belgrade, he noticed that the Yugoslav
economy was somewhat more open than Russia’s, and that
Yugoslavians benefited as a result. He started to think that

“market socialism” was a better policy than state socialism.
That led him to explore other ideas. He went on to read the
works of Janos Kornai, the Hungarian economist who dem-
onstrated the destructiveness not only of central planning,
but also of “market socialism.” Gaidar was persuaded. Asked
later in life which Western writers most influenced him, he
replied, “Of course, [Friedrich] Hayek.”

In November 1991, Gaidar was made deputy prime min-
ister of the Soviet Union and minister for finance and the
economy. He and his team proceeded to end many price
controls, liberalize trade, cut military procurement, and slash
subsidies. It wasn’t enough, of course, as much of industry
still remained in the hands of the state. But privatization fol-
lowed, and without Gaidar’s relatively free-market proposals,
the expansion of freedom in the Soviet Union and—after that
country dissolved on the day after Christmas, 1991—Russia
would likely not have happened as fast.

Before going on, let’s stop and note an empirical regular-
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ity: people who see the horrible, inhumane consequences
of oppression are often led, by that fact alone, to question
whether there’s a better way. Once they ask the question, the
odds that they will conclude that there is a better way are
better than zero. This helps illustrate the point made in this
article’s opening quote by the Soviet-era author Ilya Ehren-
burg: oppression carries with it a basic instability.

POSTWAR DEREGULATION IN WEST GERMANY

Before June 20, 1948, the whole postwar German economy
was suffering from the huge cost of the previous war as well
as from the detailed price controls that Hitler had imposed
and that the Allied occupation authority continued to
enforce. Because the controlled prices were so far below what
would have been the free-market prices, virtually every good
was in short supply and people resorted to barter as a way of
feeding their families. It is estimated that one-third to one-
half of business-to-business exchanges in the zones occupied
by the British and Americans were also in the form of barter.

But on June 20, 1948, all that changed. On that day, Gen.
Lucius Clay, the military governor of the U.S. zone, instituted
a currency reform in which a small number of new Deutsche
marks were substituted for a larger number of Reichs marks,
with the result that the money stock contracted by 93%. Clay’s
chief economic adviser was Ludwig Erhard, a pro-freedom
German economist. Erhard, understanding the importance
of free-market prices, lobbied for authority to get rid of price
controls. Rather than repeal them gradually, he did it almost
overnight and the shops started filling with goods immedi-
ately. In fact, it was no coincidence that the Soviet blockade of
Berlin started on June 24 of that year, just four days later. The
Soviets saw quite clearly that the freed economy was recover-
ing quickly and they did their best to hobble the one part they
could: Berlin. Also, the occupying authority cut marginal
income tax rates for the median German from 85% to 18%.

The effect on the German economy was electric. In just
six months, industrial production grew by over 50% and
continued to grow in leaps and bounds. By 1958, industrial
production per capita was over three times as high as its level
in the first six months of 1948.

Now consider the important role of two individuals in West
Germany: Erhard and Konrad Adenauer. What would have
happened had Erhard not been the adviser to Clay? Clay may
well have listened instead to the Social Democratic Party’s main
economic spokesman, Lothar Kreyssig. In June 1948, Kreyssig,
arguing that decontrol of prices and currency reform would
be ineffective, advocated central government direction. In this
view, he was joined by labor union leaders, the British authori-
ties fresh from their own experience with detailed economic
controls, most German manufacturers who had gotten com-
fortable with Hitler’s regulations, and some of the American

authorities. Had Clay not listened to Erhard, the expansion of
West German economic freedom might never have happened.

How did Erhard emerge as an important player? Before
and during the war, he had refused to join the Nazi Party and
was, therefore, kept out of academia. In 1944, at the height of
the war, he created his own think tank, financed by German
industrialists, to plan a free-market direction for Germany
after the war on the assumption that Germany would lose.
His courage and independence brought him to the attention
of the occupying authorities, who were desperately seeking
Germans unsympathetic to Nazism. Now imagine that he
had succumbed and gone along, even if grudgingly, with
Nazism. He might not have come to Clay’s attention, and
even if he had, he might not have had the clarity that his
independent thinking gave him.

Moreover, Erhard required political cover: support from a
person esteemed by Germans and yet respected by the occupy-
ing authority. Such a person was Adenauer. He was removed as
mayor of Cologne in 1933 because he refused to fly Nazi flags
over the city hall when Hitler visited, and he was later impris-
oned for part of the war as an opponent of the Nazi regime.
After the war, he became chancellor of Germany and was one of
Erhard’s key political supporters. Had Adenauer not taken such
acourageousstandduringthe1930s,hispolitical staturewould
not have been as great and he might not have been chancellor,
which means that Erhard might not have been able to continue
keeping the German economy relatively free of regulation. Just
like Jimmy Stewart’s George Bailey in It’s a Wonderful Life, these
two men did make a positive difference in their community.

INDIVIDUALS AND IDEAS MATTER

One common interpretation of history is that whatever hap-
pens is inevitable; that because great historical forces are at
work, particular ideas and individuals do not matter for the
outcome. This Marxist-like view is one that, interestingly,
Stigler embraced. In fact, his statement of this viewpoint was
the main part of his 1978 presidential address to the Mont
Pelerin Society in Hong Kong.

StiglerarguedthatSocietymemberswhothoughttheir ideas
could change the world were mistaken because, he asserted,
policymakers were already making judgments rationally and
in their own self-interest. So, for example, there was no point
in explaining to politicians that their tariffs on steel hurt con-
sumers more than they helped the domestic steel industry. The
policymakers already knew that and wanted to help producers
at the expense of consumers. Therefore, there was nothing
important that a believer in freedom could tell a politician.

After his speech, I asked him if one could summarize his
message with the statement that you can’t tell people they
are making mistakes because they already know everything
they need to know. He said yes. Then why, I asked, did he
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bother giving the speech? Wasn’t his goal to persuade the
potential activists at the Mont Pelerin Society of something
they didn’t already believe?

What Stigler overlooked is that politicians, like the rest
of us, have imperfect information. That he failed to note the
import of this simple fact is shocking given his important
role in getting economists to start thinking seriously about
the economics of information. It’s also shocking given his
role in systematizing the economic analysis of regulation.

Politicians, like everyone else, have imperfect information
about the world and, specifically, about the effects of various
government policies. That’s just a simple fact. Further, the kind
of information they receive about the effects of government
policies will be systematically biased in a particular direction.

As Stigler and others before him (Anthony Downs and
Gordon Tullock, to name two) had pointed out, government
policies will tend to impose small per-capita costs on a large
number of people in order to generate large per-capita ben-
efits for a much smaller number of people. The beneficiaries
from government policy, because they each benefit so much,
will have a loud voice in emphasizing the benefits of the poli-
cies they favor. The losers from government policy, because
each of them loses only a little, will have a very quiet voice
in emphasizing the losses from government policy. So, for
example, when the issue of import quotas on sugar is debated
in the Senate and House of Representatives, the advocates
of sugar quotas—who each gain thousands (and in a few
cases, millions) of dollars annually from the quotas—will be
very active in the debate, pointing out to wavering congress-
men the gains in jobs created in the domestic sugar indus-
try. The few hundred million consumers of sugar, though,
each of whom loses between $10 and $50 a year, will not
even be informed about the debate. A politician who simply
pays attention to what he hears, therefore, will tend to favor
restricting imports, even though it can be shown that the
cost to consumers exceeds the gains to domestic producers.

In his book, The Culture of Spending, James L. Payne reports
that of a total of 1,060 people who testified before 14 House
and Senate committees in selected years in the mid-1980s,
1,014 of them, or 95.7%, were in favor of the government
programs. There were only seven opponents, or 0.7% of the
overall number of witnesses. In other words, proponents
outnumbered opponents 145 to 1. It was this finding that
led Payne to refer to congressional hearings as “rump hear-
ings”—that is, hearings with only one faction attending.

Because politicians hear mainly from the beneficiaries of
government policies, many of them can easily believe that most
government policies produce net gains for society. You need
to live in Washington or Ottawa or any capital city for only a
short time to see how insulated politicians usually are from
information about the negative consequences of their policies.

Adding to that insulation is the fact that one important group
of beneficiaries is the government bureaucracy. Payne found
that of the 1,060 congressional witnesses mentioned above,
673 were government officials (497 of them being federal
administrators), including 65 members of Congress. In other
words, 63.5% of those testifying were government officials.

The combination of imperfect and biased information
causes many politicians not to know—and possibly not even
to suspect—that their policies cause widespread harm. Thus,
what looks like a stable political equilibrium may in fact be
an unstable equilibrium that could change with enough
politicians acting on good information. Indeed, there are
probably knife-edge equilibria that could be upset if just a
few influential politicians change their ideas.

An observer and participant who knows far more than I of
efforts to implement economic freedom in Latin America is
UCLA’s Harberger, whom I cited above. He was one of the main
economics professors at the University of Chicago who taught
the “Chicago boys,” the economists from Chile and other
Latin American countries who returned home in the 1970s
and 1980s and implemented various pro-freedom reforms.
Harberger agrees that individuals matter. He referred to

my long-standing conviction that successful economic
policy in developing countries is very far from being the
product of pure forces of history—something that happens
when it happens because its time has come. Far from it, in
every case about which I have close knowledge, the policy
would in all probability have failed (or never got started)
but for the efforts of a key group of individuals, and within
that group, one or two outstanding leaders.

So take heart, readers of Regulation. Gains from exchange
will always be with us and people will always want more of
them. Ideas, which Regulation, the Cato Institute, the Hoover
Institution, and so many other free market groups are so good
at creating and publicizing, matter. And there will always be
some creative and entrepreneurial activists who draw on these
ideas to help deregulate further.
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A Regulatory Review Office could help Congress
determine if new rules are benefiting the public.

✒ BY ROBERT W. CRANDALL

RESTRAINING
THE REGULATORY

STATE

Forty years ago, Congress launched a sig-
nificant rollback of the regulatory state
that had been in place since the Great
Depression. Economic analyses of decades
of economic regulation by the Interstate
Commerce Commission, Civil Aeronautics
Board, and Federal Power Commission had

shown that those regulatory programs had reduced con-
sumer welfare substantially by reducing entry, increasing
prices, and restraining technological progress. By the mid-
1980s, Congress had abolished the Interstate Commerce
Commission and Civil Aeronautics Board and rolled back
the regulatory authority of several other agencies.

At the same time, however, Congress established or
expanded dramatically the scope of federal health, safety, and
environmental regulation. The Environmental Protection
Agency (EPA), Occupational Safety and Health Administra-
tion (OSHA), National Highway Traffic Safety Administration
(NHTSA), Consumer Product Safety Commission, and other
agencies began to issue far-reaching regulations in response

to continuing expansions of regulatory authority granted
by Congress. Thus, while the Gerald Ford and Jimmy Carter
administrations had succeeded in reining in traditional eco-
nomic regulation, they offset this success by launching a wave
of new regulations that has not crested to this day.

RESTRAINING THE NEW REGULATORS

Almost immediately, the Ford and Carter administrations
recognized the dangers of the unbridled regulatory author-
ity that Congress had granted to the new or expanded agen-
cies. Though both administrations accepted the agencies’
public missions, they worried that regulators would pursue
those missions to such a degree that public costs would
eclipse benefits. Both administrations began to search for
a mechanism that would assure the agencies would not be
excessively burdensome on private businesses and thereby
saddle consumers with unnecessarily high prices and reduc-
tions in product choices. As a result, the Council on Wage
and Price Stability (CWPS) was established in the White
House in 1974 to monitor regulation and suggest regulatory
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alternatives that were less burdensome to the economy. In
1981, Ronald Reagan’s administration renamed this agency
the Office of Information and Regulatory Affairs (OIRA)
and moved it to the Office of Management and Budget
(OMB), where it remains to this day.

The formal purpose of OIRA is to enforce a requirement
that regulatory agencies in the executive branch use cost–bene-
fit analysis to justify new regulations and make sure they reflect
the most efficient approach to achieving their purposes. From
the outset, this requirement was controversial and strongly
resisted by many regulatory agencies. Some regulators viewed
cost–benefit analysis as burdensome, difficult to execute, and
the source of unnecessary delay in the rulemaking process.
Often, analyses bogged down in disputes over how to value
improvements in human health or reductions in mortality.
In most proceedings, regulators had no independent data
on the likely cost of proposed rules and therefore relied on
estimates submitted by the regulated firms themselves, an obvi-
ous source of potential bias. And in each case, a cost–benefit
analysis would require assumptions about the evolution over
time of demand, costs, and technical change in the affected
industry or product market. Finally, some regulatory statutes
do not require that the prospective costs of regulations be
considered when promulgating rules.

It is hardly surprising that even after 35 years there is very
little evidence of the effects of requiring regulators to use
cost–benefit analysis. Even if such analyses are done well, it
is difficult to know how the regulations would have evolved
without such analyses. Retrospective studies of any individual
regulation may eventually reveal that the regulation was too
strict, too lenient, or perhaps irrelevant, but it would be dif-
ficult to conclude that the availability of better cost–benefit
analysis during the regulation’s development would have
led to a better result. Several government reports and private
studies of the effects of CWPS and OIRA regulatory oversight
have been published (see Readings), but none provides dis-
positive evidence of the success or failure of such oversight.

This is not to say that such oversight and the cost–benefit
analysis requirement are not useful and likely very valuable,
particularly for major regulations. Surely, no regulator should
proceed without carefully analyzing the prospective benefits
and costs of what he is about to do. Even if his final decision is
considerably removed from the best course of action because
of political pressures, it should be useful to know how much
this departure from rational regulation is costing society in
forgone benefits or excessive costs.

THE POLITICAL DIMENSION

For their entire history, regulatory review and its cost–benefit
requirements have been lodged in the Executive Office of the
President. The logic of placing them there is that the president

needs independent assessments of whether his cabinet regula-
tory agencies are carrying out his desired policies, which is the
role of the OMB in other policy arenas. Much of the impetus
for regulatory review came from the perception that regula-
tory agencies can engage in excessive regulation without the
knowledge of the White House because rules are often com-
plicated, difficult to understand, and leave no direct footprints
on the federal budget. Who in the White House can know, for
example, whether proposed New Source Performance Stan-
dards for facilities that emit nitrogen oxides are sensible and
efficient? The only evidence, absent a formal regulatory review,
would come from lobbyists offering their clients’ biased views
on such a matter, and even then who would pore over the
lengthy, complicated reports submitted by the lobbyists?

The notion that a regulatory review process at OMB would
reduce the burdens of rules and perhaps make them more
efficient rests heavily on the assumption that the president
or his designees will necessarily respond to harsh reviews by
reining in the regulators, preventing them from piling one
burdensome rule on another. But the heads of the OMB and
OIRA are appointed by the same White House that appoints
the administrators of the EPA, OSHA, and NHTSA. If the
stimulus for excessive regulation—or even for regulation
that is too lax—emanates from the president himself, OIRA
will simply be tilting at windmills if it attempts to do its job.

For example, if in 2015–2016 OIRA had used cost–benefit
analysis to show that the control of carbon emissions through
the EPA’s Clean Power Plan is so costly that it should be scaled
backsubstantially,wouldanyonehaveexpectedPresidentBarack
Obama to recommend that the EPA administrator weaken the
proposed rule? Alternatively, if the current OIRA’s cost–benefit
analysis were to demonstrate that the Clean Power Plan is justi-
fied because its benefits far exceed its costs, would anyone expect
President Trump to order the EPA to clamp down further on
emissions from, say, West Virginia and Kentucky? The politics
that drive the executive branch are likely to permeate all depart-
ments and agencies within that branch of government.

A BETTER “SOLUTION”

No one should expect government intervention in private
markets to be efficient, whether it is in the form of regulat-
ing prices or setting standards for health and safety. Forty
years ago, the recognition of this fact led to substantial
deregulation and even the elimination of regulatory agencies.
But no one supports the elimination of the EPA, OSHA, or
NHTSA. The only issue on the table is how to require those
agencies to make sure that the social benefits of their rules
exceed their costs. If some form of regulatory review based
on cost–benefit analysis is to serve as a check on unwise and
inefficient regulation, the review process and the authority
should reside outside the executive branch.



46 / Regulation / SPRING 2017

R E G U L A T O R Y R E F O R M

Comprehensive regulatory review cannot be left to the
judiciary because of the costs and time required to litigate
thousands of agency rules with all of the due process require-
ments as each challenged rule winds its way through the
federal courts—a phenomenon all too familiar. Thus, the best
solution to the problem of excesses in the agencies’ exercise
of delegated regulatory authority is to allow Congress to
undertake regulatory reviews and, where appropriate, undo
some of this delegation.

The statutory authority for Congress to review individual
regulations has been in place for more than 20 years. In 1996,
Congress passed the Congressional Review Act, which requires
that regulatory agencies submit new rules, with supporting
materials, to each chamber of Congress and the comptroller
general. If a majority of lawmakers in both houses disapprove
of a new rule, the Senate and House of Representatives have
60 days to pass a resolution of disapproval and forward it to
the president for his signature. Through 2016 only three such
resolutions had been passed by Congress, one in 2001 and two
in 2015, but the latter two were vetoed by President Obama,
whose vetoes were not overridden. Thus, congressional review,
while possible, has not been an effective constraint on agency
action—at least, not till now.

The effectiveness of congressional review depends on the
saliency of the regulatory issues. As long as potential congres-
sional debates over resolutions of disapproval of individual
regulations are not well understood by the press and the
public, there will be little public pressure on Congress and
the president, whose concurrence is necessary, to reverse an
agency rule. Congress needs an institution to provide reviews
of major regulations as they are being developed and to issue
reports on particularly ill-advised rules in a timely fashion,
providing the impetus and political cover for lawmakers to
act—and for the president to concur when the politics allow.
No such institution exists today.

Forty years ago, Congress established the Congressional
Budget Office (CBO) to serve as its source of analysis of govern-
mentspendingandtaxationthat is independentoftheexecutive
branch—i.e., separate from the OMB. The CBO has performed
admirably over this period, avoiding most of the ideological
polarization that has gripped Congress in recent years. Appar-
ently, legislators from both sides of the aisle value the indepen-
dent judgment of CBO analysts. This suggests that a Congres-
sional Regulatory Review Office, providing timely analysis and
public reports on major regulatory rules, could provide similar
value to Congress, helping lawmakers to exercise their power
to review and potentially repeal burdensome new regulations.

A Congressional Regulatory Review Office could fill
another major void in the current regulatory environment.
Most of the debate over regulation is usually focused on
prospective regulations to control the latest threat to human

well-being. In the last few years, the public’s attention has
been focused on such issues as the environmental effects of
new energy pipelines, fracking, and fossil fuel combustion;
the effect of new Dodd-Frank rules on bank lending; and the
appropriate regulation of overtime hours or contract work-
ers (for Uber, Lyft, etc.). There is very little discussion of how
decades of regulatory rules have actually worked in practice.

A new Regulatory Review Office could (and should) be
instructed to undertake such retrospective reviews, particularly
of very costly regulatory programs. How efficient and effective
hastheEPA’s regulationofabandoned(“brownfield”) industrial
sites been? Do NHTSA’s fuel-economy rules contribute posi-
tively to consumer welfare or would a gasoline tax or carbon tax
be more efficient and effective? Obviously, such reviews would
be costly and time-consuming, but their value could be sub-
stantial in directing future legislation and guiding regulators
as they continue to struggle with implementing current laws.

SEIZE THE MOMENT

As this issue goes to press, Congress is finally beginning to
use the Congressional Review Act to unwind some of the

“midnight” regulations promulgated in the waning months
of the Obama administration. This is happening because
the Republicans now control both houses of Congress and
the White House, and cannot be blocked by Democratic
opposition. But the Republicans are doing this without the
benefit of regulatory analysis that could have been prepared
over the last few years by a Congressional Regulatory Review
Office. Had such an organization been in place and issued
a variety of reports documenting the inefficiency or ineffec-
tiveness of the target rules, a stronger political case would
exist for Congress’s current actions, even in an environment
of divided political control in Washington.

Surely, such divided control will arise again, perhaps even
in the near future. In that environment, expert analysis from
a Regulatory Review Office could gain bipartisan support. As
the CBO has shown, the presence of a strong, independent
analytical institution that supports rational public policy could
be a major component in constraining excessive partisan zeal.
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Is There Value in Revisiting
the Lehman Collapse?
✒ REVIEW BY VERN MCKINLEY

The failure of Lehman Brothers and the ensuing fallout remain
hot topics of conversation in the world of finance nine years
after the investment bank came crashing down. The principals

who decided to allow Lehman to fail have issued their respective mem-
oirs, arguing their options were limited and awkwardly attempting to

V ER N MCK INLEY is a visiting scholar at the George
Washington University Law School and author of Financing
Failure: A Century of Bailouts (Independent Institute: 2012).

reconcile the decision on Lehman with their
choice to bail out Bear Stearns and AIG.

Apart from the principals, analysts fall
into two predominant camps on Lehman.
One argues that allowing failure was the
right call but the decision was part of
such a confused and inconsistent policy
approach that the subsequent decision to
bail out AIG and other institutions wiped
out any benefit derived from the Lehman
failure in combating moral hazard. The
other camp claims the government should
have propped up Lehman like it did so
many other large institutions, although
in truth most in this camp did not come
to that conclusion until after the key deci-
sions were made in mid-September 2008.

Into this thicket, Oonagh McDonald
enters to shed light on the failure, the fall-
out, and in particular the question of value
of the Lehman asset portfolio. McDonald
is a former member of the United King-
dom parliament and author of several
books, including most recently Fannie Mae
and Freddie Mac: Turning the American Dream
into a Nightmare. I got a preview of Lehman
Brothers: A Crisis of Value at a small gather-
ing just before its release, during which
she made herself available to discuss her
research and respond to questions.

She really folds two books into one
in Lehman Brothers. The initial chapters
focus on the buildup in size of Lehman
in the run-up to its ultimate failure, how
Bear Stearns and Lehman shadowed each

other operationally, the Securities and
Exchange Commission’s efforts at apply-
ing a supervisory framework to the invest-
ment banks, and finally what McDonald
calls the “Fateful Weekend” when Lehman
Brothers unraveled. The second half of
the book, with a few exceptions, focuses
on matters of valuation: the
so-called destruction of value
that bankruptcy spawned,
how Lehman internally val-
ued its own assets, and the
process of measuring and
monitoring value. As promo-
tional materials for Lehman
Brothers gravely summarize it:
“On September 12th, 2008,
Lehman Brothers was valued
at 639 billion US dollars. On
Monday 15th September, it
was worth nothing.”

To bail or not to bail / McDon-
ald accepts the narrative
that it was a big mistake to
let Lehman fail, claiming, “It
was the lack of understand-
ing of the linkages which led to the calam-
itous decision to allow Lehman Brothers
to fail.” She further notes:

The costs of “No bail-out” were far
greater than [U.S. Treasury Secretary
Henry] Paulson, [Federal Reserve Board
Chairman Ben] Bernanke and [New
York Federal Reserve Bank President
Tim] Geithner could ever have envis-
aged for a single moment. If they had

been aware, as they should have been,
of at least some of the possible effects,
then it is entirely possible that Lehman
Brothers would have been rescued.

This quote, combined with her favorable
quotation of a description of the after-
math of failure as “Armageddon,” makes
clear that she would have sided with those
who, mostly after the fact, argued that
intervention would have been better than
allowing Lehman to fail. McDonald does
not trace in detail her “linkages” argu-
ment.

She makes a clearer argument when she
enters the well-trodden ground of whether
or not the Federal Reserve had legal author-
ity to bail out Lehman. Bernanke, Paulson,
and Geithner all contended that the Fed
couldnot lendwithoutareasonableexpecta-
tion of payment, and in the case of Lehman

they could not reach that
relatively low bar. McDonald
favorably quotes Tom Russo,
general counsel for Lehman
Brothers, in this regard, “Any
court would have deferred
to the Federal Reserve on an
interpretation of its statu-
tory powers, especially given
the unprecedented circum-
stances.” She then concludes
that the argument on lack of
powers “appears to be a post
hoc view.” I would agree with
that conclusion.

She also judges rather
harshly Paulson’s zigging and
zagging on whether to lend to
AIG in comments made a few
days after the fall of Lehman:

“The rescue of AIG took place on 16 Sep-
tember, and made a nonsense of Paulson’s
stand on moral hazard and no more govern-
ment bailouts.” On point again.

McDonald dedicates quite a bit of ink to
the March 2008 failure of Bear Stearns, not-
ing that the expectations were that Lehman
Brothers would likely be the next domino to
fall as indicated by the 20% drop in its stock
the day after the bailout of Bear Stearns.
She is right that Bear Stearns should have

Lehman Brothers:
A Crisis of Value

By Oonagh McDonald

274 pp.; Manchester
University Press, 2016
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been a red flag for Lehman and the market
should not have been surprised by its fail-
ure. But she fails to point out that it was
the contrasting and perplexing way that
the financial authorities handled Bear and
Lehman that threw the market into tur-
moil, not the fact that Lehman was some
type of trigger in and of itself.

She makes a curious distinction at
points throughout the book on this
issue. She argues that Lehman Brothers
was not the “cause” of the crisis but it was
the “trigger.” This would have been more
convincing with some evidence of a knock-
on effect of Lehman Brothers’ failure in the
form of financial institutions that failed as
a result of its collapse, but McDonald does
not provide such evidence.

Trimont and Repo 105 / The valuation chap-
ters that take up much of the rest of the
book are a focal point primarily because of
the over-valuation of Lehman’s real estate–
related assets. These chapters are a difficult
read as McDonald goes into excruciating
detail to explain various appraisal and
valuation guidelines of the federal bank-
ing agencies and the Financial Accounting
Standards Board Fair Value Measurement
Standard. I admit that I had not previ-
ously given much thought to this aspect of
Lehman’s failure. McDonald traces much
of the problem with the valuation work to
Trimont, Lehman’s real estate adviser, and
their flawed methodology for determin-
ing the potential success of a project. The
methodology did not take into account
the overall deteriorating mortgage market.

McDonald also explains that the myste-
riously named “Repo 105” was a technique
that Lehman Brothers used to manipulate
the extent of leverage reported in its finan-
cial statements. Unfortunately, she does so
by jumping into the topic without much in
the way of background, such as the fact that
this method was specific to Lehman. I did
find useful her comparison of Lehman’s
calculated leverage as presented using Repo
105 and adjusted figures without. I should
note that there didn’t seem to be that much
difference. Unfortunately, she does not give
an example of how the Repo 105 technique

was used to dress up Lehman’s balance
sheet, background that would have been a
nice way to ease into the topic.

This is a problem throughout the book.
There are almost no explanatory tables or
charts, which would have been a nice way
to break up the unending recitation of the
issues. The only exception is an organo-
gram of Lehman’s corporate structure at
the very end of the book.

“Destruction of value” describes the
value that Lehman’s creditors saw vanish
because of the way the firm was unwound
in bankruptcy, what McDonald and oth-
ers have called a “disorderly” bankruptcy.
This loss is estimated to have been $150
billion as compared to what would have
been achieved in a more “orderly” bank-
ruptcy. “That’s $150 billion of value out of
pension funds and savings,” she writes. But
this conclusion is problematic given the
difficulty in picturing the perfect, orderly
bankruptcy proceeding. As reform mea-
sures go, McDonald places a lot of hope in
two Dodd-Frank provisions to improve the
chances of retaining value in future bank-
ruptcies of financial institutions, one on
orderly liquidation authority and another
on recovery and resolution plans.

Final thoughts / The last chapter of Lehman
Brothers is a curious diatribe on the efficient
market hypothesis, a chapter that seems
entirely out of place in the progression of
the book. McDonald relies on supporters
of heavy-handed government intervention
for this chapter. First, Joseph Stiglitz: “The
Chicago School bears the blame for provid-
ing a seeming intellectual foundation for
the idea that markets are self-adjusting and
the best role for government is to do noth-
ing.” Second, George Soros: “On a deeper
level, the demise of Lehman conclusively
falsifies the efficient market hypothesis.”

The book does not break much ground
in the way of original research that was not
available for other books that addressed
Lehman Brothers. McDonald relies most
heavily for her source material on Anton
Valukas, who was appointed by the Lehman
bankruptcy court to report on the causes
of filing. She cites his work dozens of times
throughout the book.

The approach that McDonald pursues
in blending the historical details on the
failure of Lehman with a separate focus
on valuation of assets was an ambitious
effort. Unfortunately, it was not always
executed very well.

Charting the Genesis of
Regulatory Excess
✒ REVIEW BY SAM BATKINS

Can we thank the disputed 1876 presidential election between
Rutherford B. Hayes and Samuel Tilden for the modern admin-
istrative state? Not directly, but in 1877, when the election and

the somewhat forgotten case of Munn v. Illinois were decided, both
proved pivotal to establishing Congress’s current power to regulate
commerce “affected with a public inter-
est.” Many argue the Progressive era or
NLRB v. Jones and Laughlin Steel (1937) gave
birth to the modern regulatory environ-
ment. However, the legal genesis might
trace back decades earlier.

SA M BATK INS is director of regulatory policy at the
American Action Forum.

In Limiting Federal Regulation, Paul Bal-
lonoff tracks the rise of congressional
power back to Munn, in which the U.S.
Supreme Court ruled that government
can regulate prices without infringing
on sellers’ property rights. Examining
the rise in federal power through the
lens of the patent clause, he blends a
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wealth of historical and some contem-
porary examples to argue that had the
Supreme Court ruled in favor of Munn
instead of the state, “we might today be
free of much of the regulatory burden of
modern government.” His arguments are
historical and legal in nature, and provide
an important understanding of when and
how government veered toward frequent
intervention.

Opening for Congress / As Ballonoff
notes, Munn dealt with state, not federal,
power—Illinois wanted to set a maximum
price on what agricultural storage and
transport firms could charge
for their services. It was
somewhat understood that
states had a general patent
power to promote science
and commerce through
copyright, but there was
plenty of dispute arising
from Congress’s general reg-
ulatory power. The decision
in Munn held that the opera-
tion of a grain elevator con-
stituted business “affected
with a public interest.” Thus,
states had general power to
regulate this activity. This
case gave rise to modern util-
ity regulation.

The book traces the deci-
sion in Munn to Congress usurping fed-
eral power without explicit constitutional
authority. Shortly after the decision,
Congress created the Interstate Com-
merce Commission via the 1887 Interstate
Commerce Act. Ballonoff concludes that
the lack of general patent power and the
limitations of the “general welfare” and
“necessary and proper” clauses preclude
much of Congress’s power to regulate
commerce and, by extension, the almost
countless regulatory agencies that sprung
up through congressional delegation.
Munn provided a way around that lack of
authority.

Although much of the book is a his-
torical and legal review of expansive federal
and state power, Ballonoff takes care to

incorporate some contemporary examples,
including the U.S. Environmental Protec-
tion Agency’s “Clean Power Plan” and the
Affordable Care Act. He views the former
as an unconstitutional usurpation because
“Congress can neither create rewards nor
immunities for the promotion of com-
merce and the manufacture of electricity.”
Likewise, he views state involvement in
health care and the 10th Amendment as
firm bars against increased federal regula-
tion of health care.

Compromise of 1877 / Libertarians and
conservatives who have studied constitu-

tional law might find little to
disagree with in this book.
Many make the argument
that much of the adminis-
trative state is unconstitu-
tional or at least should not
have been delegated in the
first instance.

These arguments aren’t
novel, but the historical
approach Ballonoff takes
does offer a new perspec-
tive on this debate. Nascent
constitutional scholars are
often taught about the
“Switch in Time that Saved
Nine,” when the Supreme
Court, under pressure from
President Franklin D. Roo-

sevelt’s court packing plan, succumbed
and began allowing New Deal legislation
to pass constitutional muster. However,
Ballonoff makes the point that the roots
of modern congressional power trace back
to the regulation of grain elevators in Illi-
nois, long before the New Deal, and to the
strange juxtaposition of the Hayes-Tilden
presidential battle.

Of the latter, Tilden, a Democrat from
New York, bested Hayes, a Republican
from Ohio, by 3% the popular vote, thanks
in part to Southern Democrats’ suppres-
sion of Republican voters. However, Hayes
appeared to have the upper hand in the
Electoral College. The so-called Compro-
mise of 1877, an unwritten agreement
between the two political parties, permit-

ted Hayes to take the Electoral College vic-
tory in return for the withdrawal of federal
troops from Florida, Louisiana, and South
Carolina, where they protected Republican
state governments and voters. The result
was a Hayes presidency in exchange for
the departure of white Republicans and
disenfranchisement of black Republicans
in the South.

Interestingly, Munn and the election
were intertwined. At the time, Supreme
Court Justice David Davis, viewed as a non-
ideological independent, was appointed
to a 15-member Electoral Commission to
settle the election. Shortly before, Davis
cast a vote in favor of state power in Munn.
As the commission pursued a compromise,
the Illinois legislature selected him to serve
in the U.S. Senate. The independent Davis
then resigned his Supreme Court commis-
sion and Republicans selected one of their
own to fill the seat, helping to pave the way
for the 1877 Compromise.

Learning from past mistakes / The new
Trump administration has vowed to
prune the U.S. regulatory state. The his-
tory Ballonoff outlines in this book and
the failed attempts at regulatory reform
should help to inform the current debate.

In general, never trust regulators to
implement reform aimed at curbing fed-
eral regulation. If regulatory moderniza-
tion is to succeed, there must be either
carrots or sticks to nudge the administra-
tive state toward “regulatory management”
over the bureaucratic status quo. Sticks
could take the form of heightened judicial
review of agency actions, or the diminu-
tion of pay for officials, or lower agency
budgets. Carrots, as Hoover Institution
scholar Adam White has outlined, could
grant agencies more deference for carrying
out regulatory reform proposals and no
deference for trying to avoid it.

Whatever the approach Congress and
the administration take, they will have
ample historical examples to guide them
toward a solution that could prove far
more durable than the patchwork mess
that continues to produce 80 major regula-
tions annually.

Limiting Federal
Regulation
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Tyler Cowen, Semi-
Persuasive Futurist
✒ REVIEW BY DAVID R. HENDERSON

Tyler Cowen, a prolific author and blogger and an economics
professor at George Mason University, has written yet another
book, The Complacent Class. In it, he argues that America has

become complacent and that complacency has good and bad effects.
He strongly believes that our complacency contains the seeds of its own
destruction. America, he argues, will face
tough challenges and our complacency
will make dealing with them difficult.

Cowen argues that our decisions,
although “economically and indeed
socially rational,” have “made us more
risk-averse and more set in our ways, more
segregated, and they have sapped us of
the pioneer spirit that made America the
world’s most productive and innovative
economy.” He makes a good point. But
many of the crucial decisions behind the
problem are ones made by government.
At times he recognizes that fact, but at
other times he downplays or omits it alto-
gether. Along the way, as is typical of most
of Cowen’s work, he has or reports inter-
esting insights: on the serious problems
caused by building restrictions, on income
mobility, on how U.S. governments have
slowly eroded free speech, and on why he
thinks that crime will increase. Sometimes,
though, he misfires: on income mobility,
on the effect of reduced geographic diver-
sity on mobility, on free trade, and on stan-
dards of living.

Gridlock / Consider two of the major prob-
lems that Americans now face daily: high
housing costs and slow traffic.

Cowen nails the causes and effects of
high housing costs. He points out that
restrictions on building have driven hous-
ing prices sky high in many major cities,

especially in coastal California and the
Northeast. Somewhat disappointingly,
although his claims are generally well-cited,
he doesn’t mention the path-breaking
work by Harvard economist
Edward Glaeser and Wharton
economist Joseph Gyourko,
which shows the high prices
are indeed due to a scarcity of
building permits rather than
a scarcity of land. (See “Zon-
ing’s Steep Price,” Regulation,
Fall 2002.)

However, Cowen goes
beyond that fact to make
another important point:
those high housing costs
have discouraged movement
by workers to those cities
and have kept them in lower-
productivity jobs elsewhere.
The overall negative effect
on productivity and out-
put is huge. He cites a 2015
National Bureau of Economic
Research paper by University of Chicago
economist Chang-Tai Hsieh and University
of California, Berkeley economist Enrico
Moretti, who find that lowering regulatory
constraints in those cities to the level of
regulation in the median-regulated city in
the United States “would expand [those
high-cost cities’] work force and increase
U.S. GDP by 9.5%.”

On traffic, Cowen writes, “Traffic gets
worse each year and plane travel is if any-
thing slower than before.” True. But why
does traffic get worse each year? One’s

knee-jerk response would be to say that
it’s because more people are driving. But
more people are going to Starbuck’s each
year, too; yet has the wait at Starbuck’s
increased? Not that I can see. What
accounts for slow traffic on roads but not
“slow traffic” at Starbucks? Starbucks is
private and for-profit, and it has the right
incentive to expand and manage traffic,
whereas roads are generally provided by
government and government has little
incentive to manage traffic well. That’s why
so few roads are toll roads with congestion
pricing. One little-known fact is that state
governments were starting to move in the
direction of toll roads in the 1940s and
early 1950s. But President Eisenhower put
a stop to it with his interstate highway sys-

tem, 90 percent of which was
funded by gasoline taxes. It’s
hard to compete with heav-
ily subsidized roads. Disap-
pointingly, in light of the
problems caused by lack of
tolls, Cowen cites the high-
way system as a big success.

Less successful are other
modes of transportation.
He laments the fact that the
number of bus routes has
decreased, that “America
has done little to build up
its train network,” and that
American cities “haven’t
built many new subway sys-
tems in the last thirty-five
years.” That last lament was
shocking because subways,
except in high-density cities

such as New York, are notoriously costly
and inefficient.

Cowen extensively discusses mobility,
both income mobility and physical mobil-
ity within the country. His discussion is a
mix of tight reasoning and some confu-
sion.

His strongest, best-argued point is that
“America’s income mobility is in reality
much higher than standard measures indi-
cate.” Why? He explains with an illustrative
example: members of a poor household
in Mexico might make only a few thou-
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sand dollars a year. If the family moves
to the United States, the household head
might make $22,000 a year at a “medio-
cre” job. He has moved way up the income
scale. Moreover, he probably sends a few
thousand dollars a year back to relatives
in Mexico, which doesn’t matter for U.S.
income mobility but does matter for world
income mobility.

When Cowen sticks with the more nar-
rowly defined measures of income mobil-
ity, though, he errs. He points out correctly
that traditionally measured U.S. income
mobility, which rose for a long time, has
leveled off in recent years. But, he says,
“that means Americans are more likely to
‘stay put’ in their educational, social, and
income classes than before.” No, it doesn’t.
If income mobility stays constant—that’s
what “leveled off” means—then Americans
are as likely to stay put as they were before.

Cowen claims that reduced Ameri-
can geographic diversity has reduced
geographic mobility. Each region of the
country “has its shopping malls, its hos-
pitals, and its schools in what is now a
nationally recognizable sameness.” There-
fore, he claims, people have less reason to
move from one region to another. But it
could just as easily go the other way. What
if the fact that one region is more similar
to another than it used to be makes people
more comfortable moving? Indeed, Cowen
himself seems to doubt his own conclusion
because just five pages later he argues that
a Mexican moving from Houston to Chi-
cago will find familiar foods, familiar faces,
and a support network, and these similari-
ties encourage Mexicans to move. That’s
my view, too, but it contradicts Cowen’s
earlier view.

Government constraints / One of the
areas in which I found Cowen depress-
ingly persuasive is on free speech. He
documents how over the last few decades
governments have used force to blunt
and marginalize protests. A major legal
change that helped cause this, he writes,
was the Supreme Court’s “public forum
doctrine.” For people to be free to speak
in a physical area, he writes, interpreting

the Supreme Court’s decisions, “that area
should be a properly designated forum
for speech.” Cowen notes that the famous
1963 March on Washington, at which
Martin Luther King Jr. gave his “I Have
a Dream” speech, “enjoyed a freedom of
movement that today would be very dif-
ficult to reproduce.”

Cowen also believes that crime, which
has fallen for a few decades, is on the rise
and will continue to grow. The form, he
says, will change, with more crime being
committed in cyberspace. He’s almost cer-
tainly correct. He also believes that “the
next crime wave is going to break the inter-
net, or at least significant parts of it.” He
doesn’t address the extent to which cyber-
crime is due to government regulation. We
know that the National Security Agency,
for example, has the ability to observe our
personal lives. Will cybercrime hackers fig-
ure out ways to get the data that the NSA
has on us?

One factor that could substantially pro-
tect us is encryption. Yet Federal Bureau of
Investigation director James Comey has
been hostile to encryption, and in 2016 two
U.S. senators, Democrat Diane Feinstein
and Republican Richard Burr, introduced
a bill to undercut encryption so that the
government could have access to people’s
documents and communication. That
would facilitate cybercrime but, disap-
pointingly, Cowen doesn’t mention these
hostile government attitudes.

Economists, caring as they do about
overall economic well-being, tend to
applaud free trade even when firms reduce
labor costs by outsourcing. But Cowen is
amazingly lukewarm on the gains from
outsourcing. Cost-cutting developments,
he writes, “build America’s productive
future less than coming up with neat and
new ways of doing things, such as har-
nessing electricity, developing antibiotics,
or inventing automobiles.” But whether
that’s true depends on the degree of cost
cutting. And what if American firms devel-
oped antibiotics by outsourcing to lower-
cost outfits in, say, India? He sees outsourc-
ing as “a way of keeping the status quo in
place—for some, that is—at lower cost to

owners of capital and privileged workers
who have kept their incumbent status.”
Actually, that’s not true. By definition,
outsourcing improves on the status quo.

Note, also, in the quote directly above,
Cowen’s use of the word “privileged.” This
is not his only use of that term in the book.
Elsewhere he discusses “the privileged
class,” whose members are “usually well
educated, often influential, and typically
stand among the country’s highest earn-
ers.” But what makes them privileged? He
never says. Cowen seems to use “privileged”
as a synonym for “wealthy.”

Cowen worries, quite rightly, about the
increasing percentage of the federal gov-
ernment’s budget that is likely to be spent
on three programs: Medicare, Medicaid,
and Social Security. One reason for his
worry, though, is that when a problem
arises somewhere in the world—for exam-
ple, “military crises in the Baltics and the
South China Sea at the same time”—the
American government “probably would
need more resources” to deal with it.
Nowhere in the book does he even hint
that maybe the U.S. government having
more resources helped lead to some of the
problems in the world. If the U.S. govern-
ment hadn’t had the slack to invade Iraq
in 2003, for example, that country would
almost certainly be in better shape than it’s
in, and the Islamic State would not even
exist. The Islamic State is an outgrowth of
al Qaeda in Iraq, which itself didn’t exist
until the Iraqi occupation had been going
on for a year and half. “Ultimately peace
and stability must be paid for,” he writes
(italics in original) “with real resources,
with tax revenue.” Something closer to
the opposite is the truth: war must be paid
for. So avoiding war and letting countries
around the world deal with their own con-
flicts rather than interfering in them is
more likely to create peace for us and is
certainly likely to allow deficit reductions
and even tax cuts. And maybe even a little
less domestic surveillance.

Related to his concern about too little
spending on the military is his concern
about Americans’ distrust of government.
He notes a recent Pew poll that “found that
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only about 19 percent of Americans feel
they can trust government always or most
of the time.” The data, he says, “are not so
cheery.” But he never considers whether
that distrust is justified. In the late 1950s,
he writes, 77% of respondents trusted the
government. He seems to think that’s
good. Remember that this is the govern-
ment whose FBI tried to persuade Martin
Luther King Jr. to commit suicide.

Why does Cowen think that trust in
government is good? Because, he writes,
among other things it led to Americans
supporting the moon program, the inter-
state highway system, and “even the Rea-

gan military buildup.” But were those good
things? Cowen doesn’t even make the case.
The one I’m most familiar with, the Rea-
gan military buildup, wasted hundreds of
billions of dollars.

The subtitle of The Complacent Class is
“The Self-Defeating Quest for the Ameri-
can Dream.” Maybe Cowen can argue that
the American dream is harder to achieve—
although in this era in which almost every-
one over 20 has a pocket computer, that’s
an uphill argument. But he can hardly
argue—and doesn’t even try to—that pur-
suing the American dream is self-defeating.
Which is fortunate.

Power to the Knowers!
✒ REVIEW BY PIERRE LEMIEUX

Therecentpresidentialelectioncampaignremindedusofanoften-
neglected fact: libertarianism has both a populist and an elitist
strand.Thepopulist strandwasrepresented(perhapswithaven-

geance) by those libertarians who supported populist Donald Trump.
A representative of the elitist wing would be H.L. Mencken, the early
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20th-century journalist and critic, who
denounced democracy as “the theory
that the common people know what they
want, and deserve to get it good and hard.”
No doubt, Mencken would see Trump as
an exemplum.

Jason Brennan’s Against Democracy
comes from the same perspective as
Mencken. It is a well-argued and challeng-
ing book.

Ruled by ignoramuses / The author, a lib-
ertarian philosopher and professor in
the McDonough School of Business at
Georgetown University, starts by analyz-
ing the irrationality of voters, in the tradi-
tion of Geoffrey Brennan, Loren Lomasky,
Ilya Somin, and Bryan Caplan. But Bren-
nan’s critique goes further.

It is quite obvious that some people
know more than others. And some know

that crime has decreased since the 1990s,
and knows virtually nothing about the
political parties’ platforms. Voters tend
to cast their ballots for the better-looking
candidates. More than a quarter of Ameri-
cans don’t know which foreign state the
colonists fought during the Revolutionary
War. These are just a few examples.

Brennan divides the electorate into
three categories. Most voters are “hob-
bits,” who know nothing about political
issues and social science. The rest—includ-
ing “many, perhaps most libertarians”—
are mostly “hooligans,” people who have
strong, irrational, and biased views. Finally,
“vulcans” are the small number of voters
who know the facts and theories and ana-
lyze policies rationally. Only vulcans “can
explain contrary points of view in a way
that people holding those views would find
satisfactory”—what Caplan has called “the
ideological Turing test.”

The mistakes that democratic electorates
make are systematic; they are not random
and don’t cancel each other. For example,
“the U.S. public as a whole makes systematic
mistakes about economics, including most
of the mistakes [Adam] Smith warned us
not to make back in 1776.”

The nature of democratic voting does
not encourage voters to learn. This is
because the individual voter will have an
actual influence on the result only if there
would otherwise have been a tie in the vote.

In any large group of elec-
tors, the probability of a tie
is infinitesimal. Depending
on the assumptions made,
this probability, and thus
the probability of a single
voter changing the result of
the vote, is at most equal to
the probability of winning
the lottery jackpot. Have you
ever met anyone who can say,
“Without my vote, the other
presidential candidate would
have been elected”?

Thus, most voters spend
little time gathering and ana-
lyzing information about the
issues or candidates. Since the

very little; they ignore simple, relevant facts
and do not understand the general theories
(in economics, political science, philosophy,
etc.) necessary to interpret those facts. Any-
body who reads this article must agree that
we—my readers and I—know things that
others do not know, and we
also admit that others know
things that we don’t. We have
to start from there. Against
Democracy helps.

Brennan cites much evi-
dence of ignorance, cogni-
tive biases, and groupthink
among the general electorate.
The typical American does
not know which party con-
trols Congress, has no idea of
the broad distribution of the
federal budget (for example,
people typically think that
foreign aid makes up 28% of
the federal budget, while it is
closer to 1%), doesn’t know

Against Democracy
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individual voter knows that his own vote
does not count, it is rational for him to
remain ignorant and to think irrationally.
He can indulge in his biases or follow his
political tribe. For the same reason, as evi-
dence shows, the voter who has an opinion
will not vote his interest but his opinion.
For example, he tends to be nationalist
because he mistakenly believes that this
will further the common good.

The consequence is that an ignorant
electorate elects ignoramuses to coercively
rule over us. Even the voters who vote for
what they think is the “common good” will
often harm those they want to help.

Despite its deification, democracy is not
the right to govern oneself, but the power
to rule others. And it is against justice to
be ruled by an incompetent government.

Here comes epistocracy / To solve this prob-
lem, Against Democracy argues for “epistoc-
racy,” that is, “the rule of the knowledge-
able” or, more exactly, the distribution of
political power, including the right to vote,
in their favor. (In ancient Greek, episteme
means knowledge.) Just as physicians must
demonstrate their knowledge and compe-
tence before they may practice medicine,
citizens who want to vote should have to
prove a minimum level of knowledge or
analytical competence.

A “license to vote”—or to cast multiple
votes—would be granted to citizens who
successfully pass an exam showing they are
sufficiently knowledgeable—for example,
the civics test portion of the U.S. citizen-
ship exam. Another means to this end
would be to create an “epistocratic coun-
cil” that would have the power to veto any
democratic decision. Whatever the means,
the principle is that there is no right to
vote, except for the informed voters.

Brennan emphasizes that his choice of
epistocracy over democracy is instrumental:
better political decisions would be made
this way. Individuals would get what they’d
really want if they understood the facts and
consequences of different policies.

The author of Against Democracy criti-
cizes the philosophers who believe that
democracy is necessary to symbolize and

implement the equal dignity of individu-
als. He writes:

Democracy does not empower individuals.
It disempowers individuals and instead
empowers the majority of the moment.
In a democracy, individual citizens are
nearly powerless. (emphasis in original)

He believes that individuals, includ-
ing minority individuals, would be bet-
ter treated in an epistocratic regime. For
example, “U.S. voters tend to be ignorant
of the effects of the drug war on minorities
… and how being ‘tough on crime’ tends
to cause disproportionate harm to minori-
ties.” Brennan also argues that democratic
politics appeals to people’s baser instincts,
“makes us worse,” and “tends to make us
hate each other.”

His proposed regime is not as radical
as it appears at first glance. It can be inter-
preted as democracy corrected by a knowl-
edge requirement. The current democratic
regime already includes epistocratic ele-
ments such as the courts. “Most epistocrats
also want the rule of the many,” he writes,
but of “the many-but-not-quite-everybody.”

He wants prudent, experimental, and
gradual moves toward (more) epistocracy.
He explains that if voters are incompetent
to choose policies, they may be competent
to establish general standards of political
competence. “Whether we should prefer
epistocracy to democracy is in part an
empirical question, which I am not fully
able to answer,” he writes in the last chap-
ter of Against Democracy.

Epistocratic problems / There are many
problems with epistocracy. I see three
main ones.

The first is hubris. Even if we grant the
easy point that “We the People,” taken in
a collective sense, don’t know what we’re
talking about, it does not follow that some
elites know what is good for the rest of us.
It may be true regarding some genuine
public goods, but it is certainly not true
with regard to most government interven-
tions. Regarding personal tastes (is dark
chocolate better than white chocolate?)
and most personal goals, the Latin dictum

espoused by economists applies: De gustibus
non est disputandum (“There is no disput-
ing about tastes”). This objection becomes
moot if epistocracy produces a minimum
state, but this is what remains to be proven.

Brennan claims that “the case for epis-
tocracy does not rest on the authority tenet;
it is based on something closer to an anti-
authority tenet” (emphasis in original). He
also argues that “as people … become more
informed, they favor overall less government
intervention and control of the economy.”
But we are not sure that this is how an epis-
tocratic system would actually develop.

The second problem is that epistocracy
would further promote a society where
the individual is trained to request per-
mits and licenses. “The unequal distribu-
tion of power on the basis of competence
seems elitist,” Brennan writes, “but it is not
inherently more elitist than the unequal
distribution of plumbing or hairdressing
licenses.” There probably are better rea-
sons to regulate the right to vote than the
right to, say, repair a leaky toilet, but any
license analogy plays into the hands of the
regulatory state. Proponents of parent-
ing licenses invoke the example of drivers’
licenses; indeed, raising children certainly
has more social consequences than driving
a clunker. We have to escape the licensing
logic, not give it another lease on life.

It is one thing to make the easy argu-
ment that some people know things that
others don’t. It is another to believe that, in
this Brave New World, everybody has to be
trained before he gains the right to do some-
thing. From this point of view, John Stuart
Mill’s idea of giving additional votes to citi-
zens with certain academic degrees is a more
attractive idea than setting a formal system
of state exams for political competence. But
even this form of epistocracy is risky.

A third problem is that we have tried
epistocracy and found it does not work as
in Brennan’s model. From the Progressive
era to our own days, academics, high-level
bureaucrats, and pundits—in brief, the
intelligentsia—have constituted an infor-
mal epistocracy, in cahoots with the state.
Imagine what would have happened to the
Second Amendment if the reigning intel-
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ligentsia had had still more power. Imagine
what would happen to the First Amend-
ment if the high priests of college political
correctness were to form the government’s
epistocratic council. Imagine the propo-
nents of the parenting license among the
top epistocrats of the future. If a mild level
of epistocracy has not worked, it is not clear
that more of the same is the solution.

Classical liberal solution / An alternative
solution, which is the classical liberal solu-
tion, is to limit the scope of state action.
If the state did little, the damage done
by political ignorance would be limited,
especially in a representative democracy,
and more to the point in a republic based
on the division of power. Brennan does
not disagree with this, but he believes that
more epistocracy would lead us to less gov-
ernment, which is a contentious claim.

Power to the knowers? No. But power to
the ignorant neither. Some mild epistocratic
elements could be added to the current
political system. State propaganda should
not actively encourage the ignorant to vote.
(An ignorant nonvoter is more respectable
than an ignorant voter.) If politically palat-
able, a poll tax would reduce the electoral
participation of those who vote only to fol-
low the crowd and entertain themselves.
(Brennan hints at a similar measure.) The
voting age could be raised.

Libertarian economist and political
philosopher James Buchanan’s way of
conceiving the foundations of classical
liberalism may be useful here: “Each man
counts for one, and that is that,” he wrote
in The Limits of Liberty (University of Chi-
cago Press, 1975). Is Brennan too quick to
discard the symbolic value of democracy?
What is the best form of government (if we
need any) to protect individual liberty? On
these deep issues, political philosophers
disagree after 2,500 years of analysis and
debate. This observation does not invali-
date the necessary pursuit of truth, but it
does cast further doubts on epistocracy.

Perhaps libertarians should be content
to dwell somewhere between wild populism
and undisguised epistocracy. This may be
the true lesson of Against Democracy.

WhoWill Nudge the Nudgers?
✒ REVIEW BY PHIL R. MURRAY

David Halpern heads the United Kingdom’s Behavioural Insights
Team, also known as the “Nudge Unit.” It was originally a part
of the UK government but now is a partly private entity. “This

book,” he writes of Inside the Nudge Unit, “is about the application of psy-
chology to the challenges we face in the world today.” He is dedicated
to applying behavioral psychology as a
“tool” of government. “Love it, or hate
it,” he declares, “nudging is here to stay.”

Richard Thaler, professor of economics
and behavioral science at the University of
Chicago, and Cass Sunstein, professor of
law at Harvard, introduced the idea of nudg-
ing to the public in their 2008 book Nudge.
(See “A Less Oppressive Paternalism,” Sum-
mer 2008.) Halpern explains, “A ‘nudge’
is essentially a means of encouraging or
guiding behaviour, but with-
out mandating or instructing,
and ideally without the need
for heavy financial incentives
or sanctions.” As such, nudg-
ing seems harmless.

Opposition arises, how-
ever, from those who see
nudges as too tame, as well
as those who see nudging “as
some kind of pernicious form
of meddling.” To illustrate the
former view, take the example
of an anti-litter campaign that
paints footsteps on a sidewalk
to show the way to a garbage
can. The nudge supposedly
encourages people to dispose
of litter properly; critics of
the effort would prefer a law
that prohibits littering and
a fine for those who disobey.
To illustrate the latter criticism, take the
“midata clause,” which “gave the Secretary
of State for Business [in the UK govern-
ment] the power to require firms to allow
their customers access to their own con-

sumption data in ‘machine-readable form.’”
This nudge supposedly helps consumers
make more informed decisions in the mar-
ketplace, for instance by showing them
which nearby supermarket sells selected
items at the lowest prices or with the least
carbon footprint. The secretary could not
unilaterally impose this regulation. “But,” as
thoughitwerea featureandnotabug,Halp-
ern writes, “this sword of Damocles had an
almost immediate impact, encouraging at

least some companies to com-
ply before they were pushed.”
Perhaps he chose his words
poorly, but he appears to be
saying that nudging worked
in this case because the nud-
gees, if you will, feared being
“pushed.” That undermines
his argument that nudging is
a noncoercive tool of govern-
ment and gives ammunition
to his opponents who fear
the “sinister” application of
nudging.

Government nudges / Most
of the book is about seem-
ingly uncontroversial nudg-
ing. Halpern begins with a
history of such policies. One
early example was Frederick
the Great, who wanted his

Prussian subjects to produce and con-
sume potatoes. Initial coercive efforts
failed. However, by growing potatoes for
his own consumption and feigning to pro-
tect his crop from theft, he successfully
generated covetousness in his subjects and
nudged them into producing and con-

PHIL R . MUR R AY is a professor of economics at Webber
International University.

Inside the Nudge Unit:
How Small Changes
Can Make a Big Dif-
ference

By David Halpern

383 pp.; W.H. Allen,
2015 & 2016
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suming spuds for themselves. Another
example, Halpern tells us, is the painted
lines on a road, which were an early nudge
to promote traffic safety; rumble strips are
a more recent nudge.

Turn now to policy nudges that relate
specifically to the work of the Nudge Unit.
The author is proud of nudging more peo-
ple to save. The Nudge Unit did this by
“changing the default.” Employers used
to invite their workers to participate in
payroll deduction savings plans, but the
default was no participation. Participa-
tion required a modest initiative to sign
up. The UK government passed legislation
that switched the default to participation.
Employers henceforth “automatically” put
their workers in savings plans. The workers
retained the right to “opt out,” but that
choice would now require the modest ini-
tiative. The effect, Halpern reports, is that
“more than 90 percent of eligible workers
chose not to opt out.” If these workers con-
tinue to save over the long run, they will be
in better financial shape when they retire.

“Still, just because changing the default
works,” he wonders, “is it what people
really want?” Indeed, people might say they
would like to save more but, when yoked
to do so, regret it. But this regret doesn’t
appear to be happening. Halpern quotes
Harvard economist David Laibson on
American attitudes to similar initiatives:

It is hugely popular. US survey data sug-
gests that 9 out of 10 workers who have
experienced the pension opt-out sup-
port the changes in 401k defaults. And
even among the small minority who do
opt out, more than 7 out of 10 of them
still think the opt-out is preferable to an
opt-in arrangement.

Halpern is also proud of nudging
delinquent taxpayers. To pull this off, the
Nudge Unit borrowed a principle of psy-
chology from Robert Cialdini, emeritus
professor of psychology and marketing at
Arizona State University. Halpern outlines
Cialdini’s principle: “Social norms, and the
inferred behavior of others, are powerful
influences on our behaviour.” This nudge
notified delinquent UK taxpayers that

“nine out of ten taxpayers paid on time.”
Implementing this nudge was complex,
based on a hallmark of the Nudge Unit’s
work: the randomized controlled trial.
Researchers mailed a standard letter to
over 8,000 delinquent taxpayers reminding
them to pay up. They mailed another let-
ter, “adding the single (truthful) line that
‘nine out of ten taxpayers pay on time,’” to
another group of about 8,000 delinquent
payers. Some 33.6% of the control group
paid up; 35.1% of the latter group paid
up. “This might not sound a lot,” Halpern
realizes, “but if you are in the business of
gathering hundreds of millions of pounds
or dollars, and the marginal cost of the
intervention is essentially zero, then this
is very valuable indeed.” This story contin-
ues. Researchers mailed three other types
of letters with alternative wording based
on social norm theory, and found that they
could coax even more late payers to pay up.

Nudges or markets? / Although Halpern
is proud of the Nudge Unit’s accomplish-
ments, he is not arrogant. He makes this
clear by eschewing “the God Complex: the
tendency we all have to believe that what
we think and do is right.” A better way
of thinking, which he encourages every-
one to adopt, is this: “I don’t know—but I
know how we can find out.’”

The way to find out is through the
aforementioned randomized controlled
trial (RCT). Consider the use of an RCT to
learn the most effective way of encouraging
more people to donate their organs. The
Nudge Unit was given the opportunity to
present British car owners—upon comple-
tion of their annual online registration—a
proposal to donate. Researchers “brain-
stormed” to compose a “control” webpage
that some car owners would see, plus
seven others “each based on one or more
behavioural effects” that were intended to
increase participation.

The beauty of the RCT is that they
didn’t have to guess which webpage would
induce most people to join the register;
testing would show that. The control page
stated, “Please join the Organ Donor Reg-
ister.” Of more than 100,000 British car

owners who saw that, 2.3% opted to sign
up. The biggest response came from those
who saw the control message plus this: “If
you needed an organ transplant would
you have one? If so please help others.” Of
the more than 100,000 who viewed that
page, 3.2% signed up. “This is equivalent,”
Halpern calculates, “to around 100,000
extra people joining the register a year
compared with the control.” The trial also
showed that those who viewed a webpage
with “a picture of happy, healthy people”
induced a smaller proportion to join than
the control webpage. This is humble pie for
“leading behavioural scientists and policy
experts” who predicted the picture would
prompt more people to donate.

What is missing from Halpern’s discus-
sion of nudging more people to donate
organs is the prospect of a market for
organs. We can be confident that a well-
informed policy analyst understands the
promise a market holds for reducing a
shortage of human organs. In the case of
e-cigarettes, we might expect him to give
the market process more of the credit it
deserves. “The battle over e-cigarettes,”
as Halpern sees it, “illustrates a classic
type of policy: deciding what the posi-
tion should be on whether to allow or
restrict an activity or product, ultimately
expressed through regulation and law.”
E-cigs caught the attention of behavioral
scientists because their research shows that
“it is much easier to break a habit, or shift
a behavior, by introducing a substitute
behavior rather than simply extinguish it.”
In other words, e-cigs offered a new way
to quit smoking by substituting them for
traditional cigarettes.

The Nudge Unit supported a market; the
role of government would be “to make sure
that e-cigs didn’t have other toxins, and that
theyhadenoughnicotine inthemtobeeffec-
tive.”Healthofficials, reluctant toallowindi-
viduals another way to obtain a nicotine fix,
and producers of nicotine patches and gum,
resentful of new competition, resisted. Faced
with resistance, the Nudge Unit examined
“quit rates of smokers.” Quit rates among
smokers using “nicotine replacement ther-
apy” (patches and gum) had been declining
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from the late 2000s through 2014. However,
the quit rate for users of e-cigs ramped up
fromabout5%in2011toabout30%in2014.
The quit-rate data helped convince UK offi-
cials to allow e-cigs on the market without
onerous regulation.

Permitting the market to operate is so
far a successful policy. “Depending on your
assumptions,” Halpern reports, “estimates
suggest that from 20,000 to 200,000 extra
smokers are quitting a year as a result of
the availability of e-cigs in the UK alone.”
On that basis, he broaches the possibility
of prohibiting traditional cigarettes. Per-
haps he attributes too much credit to the
success of e-cigs to “an argument based
on behavioural science principles” and not
enough to the market because the Nudge
Unit would not have had quit-rate data to
examine without a market. And if we are
to believe that nudgers respect the freedom
to choose, why flirt with a ban?

Why trust nudgers? / Behavioral science is
Halpern’s hammer, and real-world prob-
lems are the nails. The author sees applica-
tions everywhere. At the individual level,
behavioral principles imply that workers
looking for jobs should disregard “what
they had done last week” in order to focus
on “what they would do next week.” On a
macroeconomic level, they overcome the
pessimism that grips an economy dur-
ing recession and influence businesses
to adopt “government growth-related
schemes.” Halpern and colleagues even
managed to persuade UK officials to pro-
duce data on “subjective well-being” and
gear policy toward increasing it. If the
public embraces his enthusiasm for “a
well-being viewpoint,” we can expect poli-
ticians to start taking credit for increases
in the index of life satisfaction during
their tenure. At this point, one begs to
know, is nudging a panacea?

Fortunately, Halpern recognizes that
“there are real dangers in getting too car-
ried away with thinking that nudges are
the answer to everything.” He engages criti-
cism from three sources: “the right,” “the
left,” and “liberals and democrats.”

Right-wing critics view nudging as a

threat to freedom. He takes their challenge
seriously. He vows that the Nudge Unit
will tell the truth, deliberate in the public
eye, and submit to “checks and balances.”
For instance, “an academic advisory panel”
provides feedback and ethical advice.

Left-wing critics view nudging as insuf-
ficiently aggressive to achieve their pater-
nalistic goals. If my impression is correct, he
has little interest in this critique. Nudgers,
by nature, prefer subtle forms of persua-
sion over blunt mandates and prohibitions.
Nudges influence behavior at the margin,
he explains, and he describes how they may

work in both the short and long run.
On behalf of “liberals and democrats,”

the author asks, “Why should we trust the
nudger to know better?” and “Who nudges
the nudgers?” Not only liberals and demo-
crats want answers to those questions.

“Ultimately,” Halpern concludes, “you—
the public, the so-called ‘ordinary citizen’—
must decide what the objectives, and limits,
of nudging and empirical testing are.” This
is a tall order. We are already busy dealing
with government interventions in the mar-
ket; we now have the job of checking govern-
ment interventions into our minds.

Smarter to Be Lucky
✒ REVIEW BY GEORGE LEEF

In our increasingly competitive world, the greatest rewards don’t
necessarily go to those who are objectively the best, but often to
those who happen to be lucky. The documentary Virtuosity, which

I recently chanced to see, drove that point home.

GEORGE LEEF is director of research for the James G.
Martin Center for Academic Renewal.

The documentary is about the 2013
Cliburn International Piano Competi-
tion, named for the late Van Cliburn. The
Cliburn is one of the foremost musical
competitions in the world. Thirty superb
pianists entered and played for a jury con-
sisting of internationally renowned musi-
cians. After the first round, only 12 were
chosen to continue on. The second round
winnowed the field to six finalists.

Those six all played superbly, as you can
see and hear in Virtuosity, but prizes went
to only three: third to Sean Chen of the
United States, second to Beatrice Rana of
Italy, and first to Vadym Kholodenko of
Ukraine. For those three, and especially
Kholodenko, the awards boosted their
careers into orbit.

But were they really better than the oth-
ers? If a juror or two had felt just slightly
differently along the way, any of the 27 also-
rans might have taken one of the awards.
Kholodenko, Rana, and Chen, on the other
hand, might have gone back home to their

previous lives, hearing friends say, “Better
luck next time.”

Who happens to come away with life’s
big prizes, pianistic and otherwise, is the
subject of Robert Frank’s recent book, Suc-
cess and Luck. Frank, a professor of econom-
ics and management at Cornell University,
has spent decades thinking about the role
of luck in our society. More than 20 years
ago he co-authored the book The Winner-
Take-All Society, arguing that the developed
world’s markets are increasingly “winner-
take-all,” in which one person or company
rakes in almost all the rewards of success
with little left for the rest of the field. In
his latest book, Success and Luck, he returns
to this theme and explains why he finds it
problematic.

Small differences, big rewards / “In recent
years,” Frank writes, “social scientists have
discovered that chance events play a much
larger role in important life outcomes than
most people once imagined.” Despite the
American belief in meritocracy, he argues
that success and failure “often hinge deci-

R



58 / Regulation / SPRING 2017

I N R E V I E W

beyond a certain point, bigger houses
make people any happier. Once houses
reach a certain size, further increases in
square-footage merely shift the frame of
reference that defines adequate.

While the rich are engaged in a sort
of arms race to out-do each other, public
investment suffers, he claims. Channeling
John Kenneth Galbraith’s complaints in
The Affluent Society (1958), Frank sees an
America in which the wealthy are living
it up at the expense of a starving public
sector. He employs this analogy to make
his point: we are like a driver who has a
$300,000 Ferrari that bumps along on pot-
hole-ridden roads when we could instead
have a $150,000 Porsche that we drive on

perfectly smooth roads.
We suffer from a huge

infrastructure def icit of
some $3.6 trillion but, Frank
argues, the rich fail to under-
stand that they were just
lucky and therefore oppose
paying the higher taxes that
would lead to better roads for
all, better education for every-
one’s children, and so on. In
short, we’d all be better off—
even the rich—if they paid
more in taxes and stopped
their wasteful spending.

Several glaring problems
beset his argument.

First, all of that needless
(to Frank) spending by the
rich provides the income for

many people who are not rich. Consider the
outlandish Manhattan weddings that now
cost on average $76,000. Frank sees waste-
ful one-upsmanship, but to the companies
employed and their workers, that’s the
money that pays the bills. The de-escalation
of the arms race on weddings, houses, cars,
boats, etc., that Frank wants would inflict
serious pain on many Americans whose
livelihoods depend on rich people spending
money on their lifestyles.

Second, it isn’t true that the super-rich
have dug in their heels to oppose any and
all tax increases on them. A great many

sively on events completely beyond any
individual’s control.” The actor Bryan
Cranston, for example, is now enjoying a
booming career, his high demand a result
of his starring role as methamphetamine
kingpin Walter White in the TV series
Breaking Bad. Frank points out that Cran-
ston was only offered that role after John
Cusack and Matthew Broderick turned
it down. Yes, Cranston is a fine actor, but
without that lucky break he would have
been remembered for the respectable but
not landmark role of father Hal in the
comedy series Malcom in the Middle.

The business world, Frank contends,
is full of such good-luck stories. In the
market for tax preparation software, for
instance, numerous programs that were
perfectly capable once competed. But
owing to some favorable reviews, Intuit’s
Turbo Tax eventually came to dominate
the field. “Its developers profited enor-
mously, even as those whose programs
were almost as good were being forced out
of business,” Frank laments.

Of course, it has always been true that
a few lucky ones manage to reap great
rewards even though they were little if
any better than their rivals. But Frank
maintains that the march of technology
is magnifying the gap between winners and
losers in such varied fields as law, medicine,
sports, journalism, retailing, and even aca-
demia. In a revealingly egalitarian passage,
he writes:

It’s one thing to say that someone who
works 1 percent harder than others or is
1 percent more talented deserves 1 per-
cent more income. But the importance
of chance looms much larger when
such small performance differences
translate into thousand-fold differences
in earnings.

Much ado? / But is the “winner-takes-all”
trend really becoming more pronounced?
For all of his anecdotes, Frank’s claim that
it is rests on nothing more than his ipse
dixit. The same technological change that
allows some to get exceptionally wealthy
is also making markets open to far more
people than ever before: publishing, for

example. It also allows competitors to
erode the positions of the lucky win-
ners more rapidly than ever. This part of
Frank’s case, I would say, is doubtful.

The key questions remaining are why
this trend (assuming it exists) is harm-
ful and what the author proposes to do
about it.

One reason why the trend is harmful,
according to Frank, is that the quest for
great success “may encourage people to
compete where they have no realistic pros-
pects.” True enough, but hasn’t that always
been so? For the last century, vast numbers
of young Americans have, for example,
devoted a great deal of time and energy to
perfecting their jump-shots, fastballs, and
tackling even though the chance of mak-
ing it into one of the major
leagues (with a multi-million-
dollar contract) is vanishingly
small. Many others have tried
to “make it big” in music or
acting, even though the odds
of success are similarly micro-
scopic. And still more, lured
by the possibility of gigantic
profits, have tried to invent
things and market them, but
like the rivals to Turbo Tax,
failed. Frank focuses only on
the business failures, but even
when people don’t achieve
their dreams, they usually
gain from their efforts in
ways that make future suc-
cess more likely. As Thomas
Edison said of his many
unsuccessful experiments, “I didn’t fail,
but learned what didn’t work.”

But there is a far bigger problem accord-
ing to Frank: the few plutocratic winners
damage the nation with their prodigious
spending on mansions, hyper-expensive
cars, over-the-top weddings, and so on. All
of that conspicuous consumption really
doesn’t make them happier, he claims:

Wealthy Americans have been building
bigger mansions simply because they’ve
received most of the country’s recent
income gains. Yet there’s no evidence that,

Success and Luck:
Good Fortune and the
Myth of Meritocracy

By Robert H. Frank

187 pp.; Princeton
University Press, 2016
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of America’s billionaires are supporters
of leftist politicians who have pledged
to make the rich pay much higher taxes.
Something other than insatiable greed of
the 1 Percenters is necessary to explain
why the tax code lets them keep so much
of the money they’ve been lucky enough
to acquire.

Third, Frank’s proposed tax transfer of
much of the wealth of the lucky few to the
government would not produce the social
benefits he envisions. That is because he
assumes that if the federal treasury had bil-
lions more, the politicians and bureaucrats
would spend it wisely to give us smooth
roads, strong bridges, efficient passen-
ger rail, and above all, good schools for
everyone. That is to say, Frank exhibits the
standard “liberal” wishful thinking that
we can solve our problems by just spend-
ing enough on them. Could this eminent
economist be unfamiliar with the public
choice critique of government spending?
Is he unaware that many of the school dis-
tricts that spend the most per student have
consistently poor results? Apparently so.

Frank’s proposed solution to the alleged
problem that the lucky are “taking” too
much of society’s income and squandering
it is not to ramp up the highest income tax
brackets, as you might suppose. Rather, he
wants to replace the progressive income tax
with a progressive consumption tax. That
change would, he contends, reduce waste-
ful consumption spending (especially by
the super-rich) while encouraging saving
and investment.

Actually, there is much to be said for
shifting away from the income tax and
into a consumption tax. But the case for
that doesn’t have anything to do with luck
or the “expenditure cascades” of the rich.
Frank is prescribing a helpful medicine
based on an erroneous diagnosis of the
patient’s condition.

Success and Luck is not without its useful
insights. Foremost among them is Frank’s
point that the “college earnings premium”
that many educators site as proof that we
need to put more young people through
college is a mirage. That “premium” exists,
he notes, only because a small number of

college graduates have enjoyed spectacular
earnings. For most college grads, earnings
are modest and haven’t grown much. Com-
ing from a college professor, that’s quite a
rebuke to the crowd calling for the United
States to regain the world’s top spot with
regard to the percentage of the populace

with college degrees.
Nevertheless, the book’s big point is one

that gives aid and comfort to redistribution-
ists who will use almost any argument to
justify expansion of the state. “You just got
lucky” works just as well for them as another
recent claim: “You didn’t build that.”

DAV ID R . HENDER SON is a research fellow with the
Hoover Institution and professor of economics in the
Graduate School of Business and Public Policy at the Naval
Postgraduate School in Monterey, Calif. He is the editor of
The Concise Encyclopedia of Economics (Liberty Fund, 2008).

The Restless Judge
✒ REVIEW BY DAVID R. HENDERSON

Probably the best-known current federal judge who is not a
Supreme Court justice is Richard Posner, who has been a
judge on the 7th Circuit since 1981. Posner is known for his

judicial decisions, his crystal-clear writing style in those decisions,
and his prodigious output: over 40 books and hundreds of articles
in law reviews, economics journals, and
popular publications.

Given his importance in both academia
and the federal courts, we have been due for
a book that tells us more about the man.
In most of the important ways, William
Domnarski’s Richard Posner is that book.

Domnarski, a lawyer himself, shows
obvious respect for his subject, calling
Posner “the Wayne Gretzky of appellate
judges.” He spent three years researching
his subject and interviewed over 200 peo-
ple, including Posner. He studied Posner’s
early history. He also read all of Posner’s
thousands of decisions and much of his
correspondence. As a result, we get a good
idea about how Posner’s mind works and
his various attitudes.

Domnarski details the judge’s thinking
in dozens of his decisions, telling us Pos-
ner’s bottom line and, in many cases, how
he reached his conclusions. For example,
we get to see the strong role that economic
analysis and broader social science play in
his court decisions.

We see Posner call out various judges
for intellectual laziness. He tangles with
the late Supreme Court Justice and his for-

mer University of Chicago colleague, Anto-
nin Scalia. He acerbically dresses down
some police officers who have violated
a defendant’s Miranda rights. He confi-
dently reaches conclusions about public
policy based on his largely self-taught eco-
nomic understanding.

Unfortunately, we often don’t get to see
how Posner reaches his conclusions. As an
economist, I usually was able to fill in the
blanks, but many readers will not. Filling
in the missing arguments would probably
have added 20% to the book’s length and so
it’s understandable that Domnarski didn’t
do so. In the age of the Internet, though,
there’s an easy fix: put in links to a special
website that details Posner’s reasoning.

Beyond advocacy / In the opening chapter,
Domnarski describes Posner as a star stu-
dent from an early age: in public school,
then as an undergraduate literature major
at Yale, and finally as a law student at Har-
vard. Posner then took some fairly impor-
tant jobs in federal government agencies
in the 1960s. Before reaching age 28, while
at the Office of the Solicitor General under
President Lyndon Johnson, he had argued
six cases before the Supreme Court.

Posner, it turns out, “practiced his oral
arguments to his cat.” However, Domnar-
ski writes, those arguments “had as much
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ner’s reasoning on various court cases,
he generally does a good job. Take, for
example, Vande Zande v. State of Wisconsin
Department of Administration, a case under
the Americans with Disabilities Act involv-
ing a paraplegic employee. The act requires
an employer to “reasonably accommodate”
employees with disabilities. Posner pointed
out that reasonable care is not the same
thing as maximum care. Drawing on neg-
ligence law, in which the issue of reason-
ableness arises, Posner wrote that “similar
reasoning could be used to flesh out the
meaning of the word ‘reasonable’ in the
term ‘reasonable accommodations.’” If
there were no limitations, Posner argued,
employers could be faced with “potentially
unlimited financial obligations to 43 mil-
lion disabled persons.” This unlimited
obligation would impose “an indirect tax
potentially greater than the national debt.”
Posner concluded that there was no basis
in the law’s language or history for con-
cluding that Congress’s intention was “to
bring about such a radical result.”

Sharp critic, fawning worshipper / One
pleasurable (to me) part of the book con-
sists of portions of Posner’s letters to Uni-
versity of Chicago philosophy professor
Martha Nussbaum. Apparently, after she
had criticized “Chicago-style economics,”
Posner wrote in response, “Your acquain-
tance with economics seems so distinctly
second-hand.” After she had argued for
rent control, he wrote, “Not to seem too
impertinent, it seems to me that your views
of rent control stem from ignorance of a
large economic literature about it.” Indeed.
In response to her claim that Americans
feel inferior because they lack culture and
are familiar only with economics, movies,
and Wagner, Posner wrote, “Leave out eco-
nomics and Wagner, and it’s still wrong. I
don’t think you know what country and
century you’re living in.”

One fact that surprised me—because I
have not followed Posner closely—is that
he is an “uncritical, fawning worshipper”
(Posner’s own words) of Justice Oliver Wen-
dell Holmes. Posner edited and wrote a long
introduction to The Essential Holmes, a book

influence on the Justices as they had on
the cat.” Said Posner, “Whatever drove
Supreme Court decisions, it wasn’t the
lawyers’ advocacy.” That was one reason
he left his job with the solicitor general.

But then he got lucky—if luck is the
right word to apply to someone who works
very hard, thinks for himself,
and searches out interest-
ing intellectuals. In 1968
he joined the Stanford Law
School faculty and met Aaron
Director and George Stigler.
Director, the older brother
of Milton Friedman’s wife,
Rose, had moved to Stanford
in 1965. While at the Univer-
sity of Chicago Law School,
he had started the Journal of
Law & Economics and was one
of the founders of the field of
law & economics.

While you won’t find
Director’s name as an author
of many important works, he
is often in the acknowledge-
ments as the person who came up with the
idea that led to this or that path-breaking
article. One early such article was John S.
McGee’s “Predatory Pricing: The Case of
Standard Oil of New Jersey.” In it, McGee
found—as Director had suspected based on
a priori economic reasoning—that Standard
Oil had not engaged in predatory pricing.

Stigler, an economics professor at the
University of Chicago, spent part of every
winter at Stanford. (For some reason,
Domnarski never mentions that both
Director and Stigler worked at Stanford’s
Hoover Institution.) Stigler was arguably
the leading economist in industrial orga-
nization at the time. Posner used his time
with Director and Stigler well, soaking up
their insights. His conversations with them
profoundly affected his career.

He moved to the University of Chicago
Law School in 1969. There, he became
thoroughly familiar with the law & eco-
nomics literature and started making his
own contributions. And those contribu-
tions didn’t take long. In 1971 he started
the Journal of Legal Studies. By 1973 he had

published his first magnum opus, Economic
Analysis of Law. The book made a big splash
at the time, earning many reviews, and
established Posner as one of the leading
scholars in law & economics.

In 1981, President Ronald Reagan
appointed him to the 7th Circuit, based in

Chicago. From then on, what
made the biggest splashes
were Posner’s opinions in
many of his thousands of
decisions. And his promi-
nence and ability as a judge
led to opportunities to write
about policy issues, judicial
and otherwise.

In 1988, for example, Chief
Justice William Rehnquist
appointed him and 14 other
“judges, legislators, academ-
ics, and lawyers” to the Federal
Courts Study Committee. The
impetus for the committee
was the congestion and delay
in cases that federal courts
were experiencing. Posner and

Larry Kramer, future dean of Stanford’s Law
School, wrote their subcommittee’s report.
It included a number of recommendations
such as, in Domnarksi’s words, “establish-
ing a $10,000 minimum for federal tort
claims” and repealing the Jones Act, which
requires that all goods shipped between U.S.
ports be carried on U.S.-built ships staffed
with U.S. citizens and permanent residents.

Domnarski doesn’t explain why they
made those recommendations. As an
economist, I think I can fill in some of the
reasoning. The purpose for the $10,000
minimum would presumably be to “not
make a federal case,” to use an old expres-
sion, out of relatively small claims, thus
freeing up valuable court time. The Jones
Act is one of the laws that informed econ-
omists especially hate because it makes
shipping very expensive. Foreign ships
can’t deliver freight to two different U.S.
ports in one voyage. Instead they must
break bulk in one port and then use U.S.
ships to take the cargo to the other port.
The economic inefficiency is obvious.

When Domnarski does spell out Pos-

Richard Posner

By William Domnarski

289 pp.; Oxford
University Press, 2016
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Working Papers ✒ BY PETER VAN DOREN
A SUMMARY OF RECENT PAPERS THAT MAY BE OF INTEREST TO REGULATION’S READERS.

Air Pollution
“The Mortality and Medical Costs of Air Pollution: Evidence from

Changes in Wind Direction,” by Tatyana Deryugina, Garth Heutel,

Nolan H. Miller, David Molitor, and Julian Reif. November 2016. NBER

#22796.

Reducing exposure to fine particulate matter (PM 2.5)
accounts for 90% of the estimated benefits of conven-
tional federal air pollution regulations. This has raised

questions about the reliability of those benefit estimates; are they
too optimistic?

The estimates of the mortality benefits of PM 2.5 reduction
used by the U.S. Environmental Protection Agency come from
two studies, commonly referred to as the American Cancer Soci-
ety Study and the Harvard Six Cities Study. Both have been the
subject of much methodological criticism.

Economists have responded to the methodological weaknesses
of those studies by investigating the results of natural experiments
in which people are exposed to pollutants in a manner that is
plausibly random. One such research design involves random
changes in prevailing wind direction that briefly expose different
populations of people to pollutants. I described one such study in
my Winter 2015–2016 Working Papers column. Here is another.

The authors argue that changes in wind direction affect subse-
quent short-term morbidity and mortality only through exposure
to air pollution. They examine three-day mortality and morbidity
effects among Medicare patients at the county level from 1999 to
2011. A 1 microgram per cubic meter (μg/m3) increase in PM 2.5
for one day causes 0.61 additional deaths per million elderly dur-
ing the next three days, 2.7 life-years lost per million beneficiaries,
and 2.3 additional emergency room visits per million elderly, cost-
ing $15,000 per million elderly. At $100,000 per statistical life year,
they estimate that the mortality cost of a 1 μg/m3 increase in PM
2.5 is $270,000 per million elderly, an order of magnitude higherPETER VAN DOREN is editor of Regulation and a senior fellow at the Cato Institute.

of excerpts from Holmes’s decisions and
letters. What did Posner think of Holmes’s
majority opinion in the infamous Buck v. Bell
case, which upheld the constitutionality of
compulsory sterilization? On his assump-
tion that Carrie Buck was “feeble-minded,”
Holmes wrote his famous line, “Three gen-
erations of imbeciles are enough.” Although
Posner loved the rhetoric, he did criticize
“the reasoning and the result.”

He is a harsh critic of federal judges,
arguing that many of them are lazy and
that they should write their own decisions
rather than have their clerks write them.
Two famous judges whom he takes on are
current Chief Justice John Roberts and the
late Justice Antonin Scalia. In a 2012 article
in Slate, after Scalia had dissented from parts
of the majority opinion that invalidated
some provisions of an Arizona law on immi-
gration, Posner raked Scalia over the coals.
Scalia had written, “[Arizona’s] citizens feel
themselves under siege by large numbers of
illegal immigrants who invade their prop-
erty, strain their social services, and even
place their lives in jeopardy.” Wrote Posner,
“But the suggestion that illegal immigrants
in Arizona are invading Americans’ prop-
erty, straining their social services, and even

placing their lives in jeopardy is sufficiently
inflammatory to call for a citation to some
reputable source of such hyperbole. Justice
Scalia cites nothing to support it.” Aside
from his question-begging use of “hyper-
bole”—if it were hyperbole, one would be
hard put to find a “reputable source” to
support it—Posner made a good point.

In my view, Posner was at his finest in his
2014 United States v. Slaight opinion revers-
ing the conviction of Michael Slaight for
receipt and possession of child pornography.
The police had clearly denied Slaight his
Miranda warning, and Posner saw through
it. Dismissing the police argument that they
wanted to interview Slaight at the police
station rather than at his home because
his windows were covered with trash bags,
blocking the sunlight, he wrote sardoni-
cally that “the officers gave no reason why
an interview, unlike painting a landscape,
requires natural rather than artificial light.”
As to their argument that the house “had
a strong smell of cats,” Posner, who to his
credit is pro-cat throughout the book, wrote
that “police smell much worse things in
the line of duty.” The final two sentences of
his decision are terse and beautiful: “These
facts are incontrovertible and show that the

average person in Slaight’s position would
have thought himself in custody. Any other
conclusion would leave Miranda in tatters.”

Central planners / There is no mention in
the book of any basic insights from pub-
lic choice in Posner’s decisions or writings.
Indeed, there is no evidence that he under-
stands and applies such insights. At times
he comes across as someone who has much
more faith in government officials than
seems justified. Whether it’s his advocacy of
a domestic intelligence agency in Remaking
Domestic Intelligence or his support of Keynes-
ian economic policies in A Failure of Capital-
ism, Posner shows little inclination to think
through some of the perverse incentives that
government officials might have when carry-
ing out the programs he advocates.

Posner has shown that he can attribute
bad incentives to the police, but he doesn’t
worry enough, in my view, about the incen-
tives and motives of employees of intelli-
gence or fiscal agencies, among others. In
his mind, there is more than a little belief
in the benevolence—and competence—of
central planners. Still, Domnarski’s book
reminds me that I’m glad that Richard Pos-
ner is in this world. R
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than the cost of the additional emergency room visits.
From 1999 to 2011, average PM 2.5 concentrations declined by

3.65 μg/m3. According to the estimates of the paper, this reduction
would result in 150,000 extra life-years annually, which if valued at
$100,000 per life year would equal $15 billion in annual benefits.
The EPA estimates that the annual compliance costs of the 1990
Clean Air Act standards were $44 billion in 2010. This suggests
the PM 2.5 regulations do not pass a cost–benefit test.

Health Care Expenditures
“Do Certificate-of-Need Laws Limit Spending?” by Matthew D.

Mitchell. November 2016. SSRN #2871325.

From 1965 until the early 1980s, Medicare encouraged health
care capital expenditures because of its “cost-plus” reimburse-
ment framework, which guaranteed federal payments above

the marginal cost of a service. As a result, many providers were
accused of wastefully overinvesting in capital, at the public’s expense.

Rather than change the incentives in this reimbursement
framework, the federal government responded by mandating
that states enact Certificate of Need (CON) laws. The laws would
require health care providers to seek approval from state boards
before making major capital investments. The thinking was that
such oversight would reduce unnecessary capital expenditures.
CON critics, on the other hand, charged that the laws discour-
age both market innovation and competition, resulting in higher
prices and lower service quality.

Medicare changed its reimbursement practices in the mid-
1980s and repealed the CON requirements in 1987. But 35 states
and Washington, D.C. still have CON requirements. This paper
surveys the refereed literature on the effects of CON programs to
determine if they did, indeed, reduce wasteful expenditures and
health care costs. The papers overwhelmingly conclude that CON
programs increase per-unit costs and expenditures because they
restrict entry and reduce health care competition.

Payday Lending
“Much Ado about Nothing? Evidence Suggests No Adverse Effects

of Payday Lending on Military Members,” by Susan Payne Carter and

William Skimmyhorn. March 2015.

“Access to Short-term Credit and Consumption Smoothing within

the Paycycle,” by Mary Zaki. March 2016. SSRN #2741001.

Congress effectively banned payday lending to active mem-
bers of the military in 2007. Prior to 2007 some states
had payday lending bans while others did not. The ini-

tial assignment of soldiers to training bases at the start of their
military service is random; some were assigned to bases in states
that allowed payday lending, others were assigned to bases in

states that did not. These facts allow the authors of these papers
to conduct an assessment of how the end of payday lending for
those affected by the federal ban affected outcomes relative to
those soldiers who never had access to payday lending because
they served in a state with a preexisting ban.

The first paper found no differences in separation from service
or denial of security clearances because of bad credit among those
with and without access to payday lending.

The second paper examined commissary purchases. After the
ban, sales on paydays at bases were 21.74% higher than sales on
non paydays. Before the ban, sales on paydays at bases near payday
loan outlets were only 20.14% higher. There was a 1.6% smaller
gap between payday and nonpayday sales when troops had access
to payday loans. Payday loans allow members of the military to
smooth their consumption across the paycycle.

Airline Mergers
“Are Legacy Airline Mergers Pro- or Anti-Competitive? Evidence

from Recent U.S. Airline Mergers,” by Dennis Carlton, Mark Israel, Ian

MacSwain, and Eugene Orlov. October 2016. SSRN #2851954.

Arline mergers have reduced the number of legacy airlines
from six to three. Delta and Northwest have merged
under the Delta name, United and Continental under

the United name, and American and US Airways under Ameri-
can. Airlines are also now profitable for the first time in decades.
Many armchair antitrust observers have thus concluded that the
mergers were anticompetitive, harming consumers while pump-
ing up airline profits.

The authors of this paper attempt to determine if this is the
case. If the mergers had anticompetitive effects, routes on which
the merged airlines competed directly (overlap routes) should
see fare increases and output reductions (flight frequency and/or
passenger loadings) relative to non-overlap routes.

The authors confirm that fares and output on controls and
treatment routes were statistically similar pre-merger. On aver-
age across all three mergers, fares on overlapping routes decreased
6.2% post-merger relative to control routes. Passenger loadings
increased 12.4% and available seats increased 23.8%. Prices went
down and output went up. The mergers were not anticompetitive.

Energy Standards
“Energy Efficiency Standards Are More Regressive than Energy

Taxes: Theory and Evidence,” by Arik Levinson. December 2016.

NBER #22956.

Economists recommend that policymakers combat nega-
tive externalities like pollution by changing prices rather
than implementing “command-and-control” regulation.

A tax on harmful air emissions, for instance, would encourage
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polluters to find the most efficient ways to reduce their emissions,
whereas specific emissions control requirements—scrubbers, for
instance—would fail to distinguish more efficient means of pol-
lution control.

Unfortunately, legislatures almost always enact regulation
rather than taxation; politicians would prefer to be seen mandat-
ing “clean” technologies rather than adopting new taxes. But many
politicians claim that this policy choice is for a more high-minded
reason: taxes are regressive, while mandates are more even-handed.
Is this justification sound?

This paper examines the distributional effects of one specific
command-and-control regulation: Corporate Average Fuel Econ-
omy (CAFE) standards. These standards mandate that automakers’
model-year vehicles, as a group, meet a minimum fuel-efficiency
standard. The author, Arik Levinson, endeavors to determine if
CAFE standards are less regressive than a similarly effective fuel tax.

Levinson first points out that a discussion of the distributional
implications of taxes is incomplete without discussion of how the
resulting revenues are used. The most affluent households have 10
times the income of the least affluent, but use only four times more
gasoline, so a gasoline tax would be regressive in the sense that the
affluent would pay a lower percentage of their income. But if the
proceeds from that tax were rebated equally to all households, then
the overall tax-plus-rebate program would be progressive because

Our Abbey has been making caskets for over a century.

We simply wanted to sell our plain wooden caskets to pay for food,
health care and the education of our monks.

But the state board and funeral cartel tried to shut us down.

We fought for our right to economic liberty
and we won.

I am IJ.

www.IJ.org Institute for Justice
Economic liberty litigation

Abbot Justin Brown
Covington, Louisiana

low-income households would get back more money than they paid.
The author then demonstrates that efficiency standards are

equivalent to a tax on inefficient appliances. In the case of cars, a
direct tax on energy use is a tax on gallons of gasoline used while
the tax-equivalent of CAFE standards is a tax on gallons used per
mile. Thus Levinson says that for any given use of the revenue (or
imaginary revenue equivalent in the case of CAFE standards), the
question is whether the direct tax increases faster with income
than the “efficiency standard–equivalent tax.” Affluent households
use four times as much gasoline as poor households, but affluent
households use only three times the gasoline per mile as poor
households. Thus the gas tax goes up faster with respect to income
for affluent households than the tax-equivalent cost of efficiency
standards with respect to income.

Since 2011, efficiency standards for cars have varied with the
size of the “footprint” of the vehicle. Larger vehicles have more
lenient standards on gasoline use. More affluent people buy larger
vehicles. Levinson demonstrates that the net effect of the new
footprint CAFE standards is to make efficiency standards even
more regressive relative to a gas tax.

He concludes that on a revenue-neutral basis, a gasoline tax
would indeed be regressive. But the old CAFE standards were more
regressive than a gas tax would be, and the new footprint CAFE
standards are even more regressive. R



Having three people take on this task
may seem like overkill. But then, inventing
new procedures isn’t as easy as it sounds.
Refugees trying to settle in the United
States already go through a seven-step vet-
ting process that can take a couple years
and involves screening by—among others—
the Department of Homeland Security,
the Department of State, the Department
of Defense, the National Counterterror-
ism Center, and the Federal Bureau of
Investigation’s Terrorist Screening Cen-
ter. Beyond requiring the refugees to also
satisfy an El Al Airlines check-in coun-
ter attendant that they’re safe enough to
board a flight, I’m not sure what else can
be done.

Foreign nationals, it turns out, can be
murderous terrorists no matter where they
come from and what their religion. And
sometimes all the screening in the world
won’t be able to predict it. Worse, since
being a murderous terrorist has no citizen-
ship requirements, Americans themselves
are, sadly, perfectly capable of killing and
intimidating other Americans in the pur-
suit of a political aim. So it’s unclear how
this order will make the United States safer.

Ironically, as the Cato Institute’s David
Bier has pointed out, the order could make
the nation more vulnerable to attack. It will
strand would-be refugees in majority Mus-
lim countries, where they can be more
easily radicalized and/or extorted by the
Islamic State, instead of allowing them to
settle in the United States, where there’s a
greater chance they will adopt and spread

a moderate, liberal Islam (to the
extent they are religious at all).

Of course, to expect the United
States to solve all of the world’s
problems would be naive and
unrealistic. America is not Super-
man. But to expect the nation to
offer shelter to people being vio-
lently and brutally persecuted in
their home nations—to keep the
doors open to such people (albeit
with suitable screens) rather than
slamming them shut—well, that
doesn’t seem guileless. It seems like
the human thing to do.
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TrumpTakes ‘APause’
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writer, commentator, and policy analyst. P

H
O

T
O

:
IS

T
O

C
K

O
n January 27th, new Presi-
dent Donald Trump issued
an order to, as he put it, “pro-
tect the American people

from terrorist attacks by foreign nationals
admitted to the United States.” Foreign
nationals were behind the September 11,
2001 attacks on the United States, the
order reminded us, and so the president
was now banning—for 90 days—immigra-
tion from seven majority-Muslim coun-
tries, not to mention banning entry for
virtually all refugees for several months,
in order for the U.S. government to estab-
lish new “extreme vetting” procedures.

Somehow left unsaid—by the order;
commentators were all over it—was the
fact that not one of the 9/11 hijackers was
a refugee or came from one of the seven
countries singled out by the order. Most
of the terrorists came from Saudi Arabia.
The rest were from Egypt, Lebanon, or the
United Arab Emirates. All of them would
be just as free to enter the United States
today as they were before the order.

In fact, no radicalized Muslim from
any of the countries on the order’s list has
taken an American life after September
11, 2001, either. It’s almost as if the order
has been magically protecting Americans
for years before it was issued. Like a tremen-
dous time-traveling talisman!
Either that or what the United
States was already doing to screen
immigrants from those countries
was working fine. It’s hard to say.

Either way, I should probably
mention here that the countries
whose nationals the order banned
from entering the United States
were Iraq, Syria, Sudan, Iran,
Somalia, Libya, and Yemen. You
should thank me for this informa-
tion because it took a little detec-

tive work, a lot of chaos, and a fact sheet
from the U.S. Department of Homeland
Security before the countries in question
became clear. You see, the order didn’t
actually identify the countries, but instead
indicated they were countries subject to
Section 217(a)(12) of the Immigration and
Naturalization Act (INA). Perhaps Presi-
dent Trump did this purposely to inflict
on terrorists the peculiarly exquisite torture
of reading through pages of U.S. civil code.
Or maybe he just wanted to keep the fake
media guessing.

Whatever its motivation, the order has
had some problems.

It doesn’t go into details about what
kind of extra scrutiny people seeking asy-
lum in the United States should undergo.
(This is, of course, presuming that perse-
cuted people whose lives are in grave danger
in their homelands will actually be allowed
to enter the United States at some point in
the future, which may be optimistic.)

The order calls upon the secretary of
state, secretary of homeland security, and
the director of national intelligence to get
together and figure out “what additional
procedures should be taken to ensure that
those approved for refugee admission do
not pose a threat to the security and wel-
fare of the United States.”
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