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Two common el ements were
the search for a response to
supply shocks, and awareness
of regulatory costs.

Economic performance
seemed to suffer from
fundamental structural and
macr oeconomic problems.

Increasing costs of social and
economic regulation were
also blamed for poor
economic performance.

President, and the Executive Branch; and constitutional issues of
individual property rights versus collective rights. In most cases, reforms
have been linked to broader changes in policies and institutions.
Assessment of regulatory change must be done with caution and
appreciation for the complexity of the wider policy environment.

2. THE MACROECONOMIC CONTEXT FOR SECTORAL
REGULATORY REFORM

9. Reform of economic regulation in network industries that the
United States began in the 1970s is the most visible and studied
component of the larger regulatory reform programme. Rather than a
coherent reform strategy, reform was a case-by-case process that
proceeded at different speeds in response to specific problems. Political
coalitions and policy consensus varied by sector, though strong and
sustained political leadership was essential in every case. Economic
deregulation coincided with rapid increases in environmental, health, and
safety regulations, and even, in the late 1970s, with direct government
intervention in the energy sector and in setting wages and prices.

10. In retrospect, two common elements lent an underlying unity to
sectoral reforms: the search for an effective policy response to the supply
shocks of the 1970s, and increasing doubt among economists about the
rationale for economic regulation, both in general and in specific sectors.”

Regulatory reform was an ad hoc response to stagflation and the
productivity slowdown that followed the oil price shocks

11. Concerns that US economic performance suffered from
fundamental structural and macroeconomic problems were reinforced by

the painful aftermath of the oil price shocks of the 1970s. Performance
deteriorated both in relation to the “golden” era of the 1960s, and to the
performance of the United States’ competitors. Higher unemployment
and slower growth of per capita GDP (in PPP terms) showed the US
economy was already sluggish compared to Japan and Europe.

12. The low rate of growth in labour productivity was particularly
worrying? During the 1960s, US labour productivity grew at half the rate
of the war-damaged econonfig¢see Table 1.5 in Annex). In the 1970s,
productivity growth declined OECD-wide but fell even further in the
United States, from an average annual rate of 2.9 per cent in the 1960s to
less than one per cehtThe United States may have lagged in the earlier
period because other countries were catching up, but that did not explain
why the United States then slowed down even more than others did.

13. Along with labour cost pressures and changing demogrgphics
increasing costs of both social and economic regulation were blamed for
poor economic performance. Reflecting a growing body of research, the
1979 OECD Economic Survey commented:
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Table 1.1: Reform of sectoral economic regulationsin the United States (status by end-1998)

Industry Reasons for Key Legidativeor Changesin Price Changesin Regulation Remaining Mandated
Deregulation Regulatory Changes Regulation of Entry and Exit Regulationson Price Changesin
and Entry Industry
Structure
Evidence of 50% lower | Airline Deregulation Phased out fare regulation Phased out route None. None.
faresin unregulated Actin 1978 completely as of 1983. regulation completely as
Air intra-state markets; of 1981
Transport | low load factors; no
evidence of scale
economies.
Research showing Regulatory changes Curtailed price collusion Eliminated restrictionson | None (except for None
constant or decreasing | culminating in Motor by rate bureaux that had entry by territory, type of | household goods
Road returns to scale; Carrier Act of 1980. been permitted under an product, backhauls, and movers, who may still
Transport | potential for efficiency | Intra-state deregulated | anti-trust exemption. intermediate service agree on prices)
gainsand lower prices. | in1994. Complete price
deregulation.
Loss of profitable and Staggers Rail Act of Eliminated rate regulation Contracts by shippers Maximum guidelines | None
low rates of return; 1980. except for maximum tariffs | completely deregulated. | on tariffs for certain
deteriorating physical on ‘captive bulk Permitted abandonment | commodities.
Rail plant and low service commodities.” Maximum | of low density routes.
Freight quality; fear of tariffs have not been
bankruptcies. binding.
Expectations of higher
rates, higher profits
and greater investment.
Technology change Substantial regulation | Limited inclusion of Required public utilities | Individuals states may| Required
eliminated economies | by states. Reforms certain costs in rate base,| to purchase power at choose to opt in or out| separation of
of scale in generating;| affecting capital price caps, demand avoided cost from certair| of participation in transmission and
] presence of excess investment in 1980s. | management. generators. retail wheeling. supply.
Electric capacity; large price 1978 Public Utility Required non- Required public utilities | Requires recovery of | Establishment of
Power variance across Regulatory Policy Act | discriminatory open accesk to provide open stranded capital costs | independent

individual states;
expectation of lower
prices.

1992 Energy Policy
Act

FERC order 888, 1996
Deregulation under
respective state laws.

tariffs

Market price
determination, creation of
spot markets, pricing of
stranded costs..

wholesale transmission
access.

Open competition in
retail (end user) market.

based on revenues los|
imposed as a
transmission
surcharge.

[, system operator of
transmission grid..
Some forced
divestiture of
generating

capacity.
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creation of deeper and more complete markets, as a result of more
efficient pricing and lower transactions costs. Improved markets
have improved the allocation of resources and increased productivity.
Deregulation led to unbundling, so each service could be priced at
cost.

* Airlines used computer reservations systems and other
technology to offer multiple fare categories based on
relative price elasticities and the value of fare restrictions.”
This in turn has permitted economies in alocating such
resources as airport landing slots.

e Similarly unbundled prices, for such service features as
guaranteed delivery times, have appeared in road and rail
transport, natura gas, and electric power. Lower
transactions costs in these sectors are likely to have reduced
long-term costs and increased productivity in their customer
industries, by easing industry relocation and expanding
supplier networks, which created larger markets. In these
larger markets, there are greater opportunities to achieve
economies of scale, but also an increased number of
competitors and thus increased pressure to contain prices
through greater productivity.

 In natura gas, four separate markets have developed:
commodity gas (both spot and future), interstate
transportation, core distribution, and non-core distribution.
Deeper markets permit companies to use the future energy
prices revealed in commodity markets to choose the energy
intensity of investments in new technology.
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Table 1.2: Impactsof thereform of sectoral economic regulation in the United States

Industry Industry Structure & Industry Profits Output and Prices: Service Quality & Sectoral Labour: Wages, Efficiency: Productivity Innovations and Other
Competition Absolute & Relative Universal Service Employment & Costs Changes
Number of effective Profits have risen Pre-reform large cross- Safety performance improved | Initial loss of employment of | Increasein load factors, Constant innovation of
competitors declined and | slightly on average, but subsidies from long to after reform, for reasonsthat | about 7 per cent, larger especially on long-haul information technology
concentration increased have been highly short-haul routes. Total are unclear, perhaps because | amongst established carriers. | routes, from 55 per centto | in pricing and computer
Air after someinitial entry. cyclical and affected by price decline of 33 per safety regulations were not By 1996 total employment 70 per cent in 1996. reservation systems
Transport " excess investment/ cent, 20 per cent from reduced. Positive changes had increased by around 40 Accelerated network applied to maximising
Competition per route capacity and Slow deregulation. Larger included increased flight per cent over initial levelsas | efficiencies through hub loads and revenues.
mcreased_ thmugh 1990, adjustment to optimal declinesin prices of long- frequency. output soared in response to and spoke. TFP increases Innovation of peak-load
then declined dlightly. fleet mix of planes. haul high volume cities; _ _ lower fares. (CONFIRM) of 15 per cent in early pricing, pricing related
Net increasein effective | | g6 |0sses and some 80 per cent of fares now Negative changes included No effect on earnings of years. to embedded option
competition of 70% in bankruptcies lower. Sources of declines | @ increased number of mechanics. Flight attendants value. Discount fares
long-di stance, 2%in immediately after split 60/40 between greater connections, |ncreased‘ earnings were lower by 39 now available on
short-distance. deregulation and again competition, and efficiency | Connectionandtravel times, | ner cont or more by 1992. Internet.
in early 1990s. gains. Annua savings of more fare restrictions, more Depending on seniority,
$30 billion (1996). difficulty getting seats on pilots earnings are 22 per
desired flights. cent lower.
Tenfold declinein Profitability has been TL and LTL prices fell by | Innovation of negotiated Drop in overall wage level of Initial drop in costs of 2 Constant innovation in
number of large “less cyclical, many firms 25 and 11 per cent through contracts, binding estimates| 1-4.5 per cent per cent. By 1996 application of
than truck load” (LTL) with unfunded pensions| 1982, 75 and 35 per cent| guaranteed delivery times. | (counterfactual), 10 per cent] operating costs fell by 35 | information technology
trucking firms. Increased forced into bankruptcy. | by 1995. Large reductions Improvements in service timg for union workers. per cent (LTL) and 75 pef to maximise routing
competition from UPS, | Overall profitability has | for high volumes and for | and reliability. Employment declined in LTY cent (TL). Increased efficiency, track
Road Federal Express. declined, especially in | larger shippers. 30 per and rose in TL, net gain of | customised service costs | shipments, and analyse
Transport o ) LTL. cent decline in intrastate 16 per cent through 1990. partly offset productivity shipper distribution
175% increasen rates. Annual savings of Increase in flexible of work | gains in volume service. | patterns; development o
number (_)f truck load $18 billion (1996). rules. Evidence of higher capital| third part freight analysts
(TL) carriers, but productivity. and brokers.
greater concentration in
largest firms.
Continued mergers have Rate of return on equity | Initial price declines Steady improvement in Large additional decline of | Consolidation and Same as road transport.
left four large Class | rose from under 3 around 7 per cent, 39 per | service quality. More 41% in employment abandonment of low Innovation of
firms. Substantial entry | percent to over 8 per cent by 1990 and 50 per | frequent departures on high| Significant initial wage gains| density uneconomic routes, intermodal, double
of small firms creating | cent. Market share of | cent by 1995. Greater volume routes. Volume above pre-existing rents of| decline of about 1/3. stacked cars. Pricing
small systems on freight shipments price drops for high value,| discounts and increase in 6-40% maintained until late | Increase in intensity of more closely based on
) . abandoned track. recovered from 33 to 38| non-bulk than bulk shipper specific rates: 1980s and then substantially track usage by 54 per cent distance, number of
Rail Freight | Evidence of intense per cent. Substantial commodities. Permitted | tailored to cost, service and | eroded with declining labour| by 1990. Annual labour | switching,
duopoly competition and increase in high volume,| railroads to compete in demand conditions. demand. Adjustments productivity growth
competition from road | container and trailer these areas. Relative occurred gradually over a doubled and TFP gains
freight. traffic up 133 per cent. | increase in prices on low- number of years. tripled in 1980s. Total
density routes. Annual drop in costs of 60 per
savings of $12 billion cent, about 2/3 due to
(1996). deregulation.
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Table 1.2. Theimpact of regulatory reform in the United States (continued)
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Industry Industry Structure Industry Profits Output and Prices: Service Quality & Sectoral Labour: Wages, Efficiency: Productivity Innovations and Other
& Competition Absolute & Relative Universal Service Employment & Costs Changes
AT&T's market share of| [NO EVIDENCE] Long distance rates fell, | Service has improved: Loss of jobs in components | Equipment costs declined| More rapid introduction
long distance fell from but were partially offset by| universality of service rose, | of AT&T offset by growth in | by two-thirds after of fiber optic and
68 per centin 1984 to higher cost of local servicd. percentage of calls completednew entrants. Overall divestiture. digitalized networks.
under 50 per cent in Urban and business increased. sectoral employment fell by Increase in R&D
1997, with Sprint and customers continue to nearly 10 per cent through expenditures and
Telecom- MCI accounting for subsidise residential and 1992-93 recession, has manpower of 50 per cen
munications | most of the rest of the rural rates; long distance rebounded to pre- (Noam 1992).
market. The seven subsidises shorter deregulation levels. Automation and
RBOCs, GTE and other distances. Evidence of small declines i computerisation of
local exchange wages (Hendricks 1994, operator and directory
companies control Winston 1993). services accelerated.
virtually 100 per cent of
local services in their
regions. .
Direct market [NO EVIDENCE] Drop of 31 per cent in Service quality and system | Decline in employment of 13 Drop of 35 per cent real Innovations in
transactions between transmission and reliability have improved. per cent by 1994. (not dollars in operating and automation and
Natural Gas | suppliers and users distribution margins counterfactual) maintenance. Labour information technology
Transmis- replaced merchants. 50 between 1984-93. Increase productivity increases of | in meter-reading, billing,
sion and gas spot markets. 1400 in natural gas demand of 24 per cent. (not route planning and
Distribution | distributors hold rights 30 per cent. (not counterfactual) scheduling. New
on 21 major pipelines. counterfactual) technologies in boring
Nearly complete and extension. (not
unification of prices in counterfactual)
national market four
years after deregulation
Steady consolidation of | Rates of return declined Improved service quality,
industry in 1980-97, net| in the 1980s with higher some questions during 1990~
Financial decline of 30-40 per costs from paying 94 if decline in lending to
Services cent in number of firms | interest on deposits and small businesses was

and increased asset
concentration. (top 100
from %2 to % of total
assets). 40% foreign-
owned. .

higher capital
requirements.

permanent.
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For the great majority of
consumers, prices declined
substantially, but others saw
few benefits or even price
increases.
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» The significance of trendsin airlines has been hotly debated. Overal,
competition has increased under reform, especially on major routes,
and prices have dropped dramatically. Morrison and Winston (1998)
note that 90 per cent of the realignment of relative prices of different
routes reflects differences in underlying costs of serving those routes.
But there has been significant retrenchment on smaller routes and
around hubs where there is a dominant carrier.® In these cases,
monopolistic pricing has raised prices by an estimated 2 to 27 per cent
(Grimm and Windle (1998)), sometimes substantially reversing the
initial price declines (Borenstein 1990).

e Competition in natural gas transmission and the development of
commodity markets have all but eliminated arbitrage possibilities from
wellhead to final user.

Changes in profits have been mixed across sectors but have been
generally small.

32. The expected impact of reform on profits is uncertain. To the
extent that regulated industries face little competition and exploit market
power, profits should fall after reform. But if regulation prevented firms
from optimising inputs, profits could rise after reform. Cyclical factors
make measuring the net effects of reform difficult, but it does not seem
that overall profits changed much. Profits rose dightly in airlines and
banking and declined dlightly in road transport. Profits of natural gas
pipelines and railroads rebounded substantially as firms left unprofitable
routes and re-negotiated contracts. Rate of return on equity for railroads
rose from 3 per cent before reform to over 8 per cent after. Developments
in banking are difficult to analyse but interest rate deregulation and
interstate branching probably contributed to the decline in profits
experienced during the 1980s. Rates of return for AT& T and the regional
Bell companies have exceeded those of the S& P 500.

Benefits of sectoral reform are not evenly distributed across society
because relative prices of services changed substantially...

33. Regulatory reform produced mostly winners, but some losers.
The distribution of benefits across society varied as the relative prices of
different types of service changed. Cross-subsidies between different
types of service in many sectors declined or disappeared as rates aligned
with costs. For the great majority of consumers, prices declined
substantialy, but others saw few benefits or even price increases.

34. These impacts are clear in airlines: 80 per cent of passengers
benefit from lower prices, especially on long-haul high volume routes
where prices dropped 25 to 50 per cent, but for 20 per cent of passengers
real prices have not declined or have increased.” In natural gas, prices to
industrial users fell substantially, but prices to commercial and residentia
consumers have been fairly constant as competition in retail delivery is
just beginning to emerge (Costello and Graniere, 1997).
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Sectoral performance
improved most when reform
was deepest.

Restructuring after reform
led to high output growth,
and low employment growth,
and productivity soared in
the reformed sectors.

Gainsin reformed sectors
spilled over to other sectors.

Reform also improved the
dynamic allocation of
resources and investment.

Regulatory reformincreased
the efficiency of investment,
important in the United
Sates where investment
levels are low.
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39. US productivity and efficiency performance, relative to other
countries, varies substantially across sectors. In telecommunications, US
performance is average, but the retail distribution, air and rail transport
sectors are productivity leaders, and electricity isin between. This pattern
roughly corresponds to the extent of reform.®

40. Performance in terms of growth in sectoral output was clearly
affected by deregulation. Output growth was relatively high in al sectors
in the 1980s, and, combined with relatively low employment growth in
labour productivity soared. In the 1990s output growth decelerated in
sectors where reform occurred early but accelerated in sectors undergoing
reform. Thusin air transport, the US ranking among the G7 in terms of
sectoral output growth fell from first to fifth, and electricity and rail
transport followed a similar pattern, athough the relative movements
were smaller. The one sector where US ranking and output rose in the
1990s was tel ecommunications; as deregulation there became broader and

deeper.

3.3 M acr o-economic impacts of regulatory reform

Sectoral innovations and productivity gains boosted economy-wide
productivity in the 1980s.

41. Gains in reformed sectors spilled over to other sectors, either
through demonstration effects or because reformed sectors supplied
important inputs.  Improved, unbundled, and customised service
permitted customers to improve productivity. Guaranteed delivery times
facilitated more efficient supplier-producer relationships such as
just-in-time inventories. Development and application of sophisticated
pricing, routing and logistical software in formerly regulated sectors had
important demonstration effects in other sectors. And their pioneering
reduced the costs and improved the quality of new technologies,
facilitating their adoption in other industries. Deeper and broader
markets, such as the spot and futures markets that developed in natural
gas and are emerging in electricity, have allowed energy consumers to set
their own output prices with lower risk (see Chapter 5).

42, Regulatory reform aso improved the dynamic allocation of
resources and investment, possibly leading to long-term gains in
productivity. While this effect is difficult to measure, deeper markets and
more efficient pricing are likely to have generated long-term benefits to
productivity growth.

43. Regulatory reform improved the functioning of capital markets,
increasing the efficiency of investment. Reforms in banking and other
financial markets have been important to facilitating the flow of credit for
new investments. Most striking have been reforms that let pension funds
invest directly in venture capital. Venture capital is a maor source of
funding for businesses that generate jobs and new technology.™
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Soillover effects and efficient
application of capital helped
maintain high productivity
and standards of living,
despite lower savings.

Regulatory reform has helped
restore US competitivenessin
manufacturing.

Lower prices and greater
price flexibility helped to
reduce inflation while
avoiding anincreasein
unemployment.

Innovative forms of funding are particularly important in the US
economy, where investment levels overall are relatively low. Capital
market reform had another benefit for economic growth. Effective
overhaul of bank and savings and loan supervision—effective regulatory
reform, not deregulation—meant that the US credit crunch was shorter
than in other countries that suffered from asset price bubbles.

44, Spillover effects, efficient application of capital, efficient use of
infrastructure, and better dynamic allocation of investment helped the
United States maintain its high productivity and standard of living despite
lower rates of savings and investm&ntVhile the United States had the
slowest capital stock growth in the OECD, it also had the lowest capital-
output ratio in the G7, indicating the efficiency with which capital is
employed (see Table 1.3).

45, The combined size of reformed sectors is relatively small—five
per cent of GDP— but the benefits of productivity growth in those sectors
may have contributed to improvements in productivity performance in the
economy as a whole. Correlations must be drawn cautiously, but
productivity growth during the 1982-87 recovery, following major
reform, was much stronger than during the 1975-79 recovery (see Figure
1.1). Labour productivity growth in the business sector did not decelerate
in the 1980s and 1990s as it did in other G7 countries. In the 1990s,
labour productivity in manufacturing has risen faster than in other G7
countries, permitting the United States to retain its lead in produciivity.

46. Explicit links between regulatory reform in largely non-traded
sectors and external performance are difficult to make. Nonetheless,
through its effects on productivity growth, regulatory reform has helped
restore US competitiveness in manufacturing. Growth in US export
volumes has outpaced competitors so that US exporters have gained
market share in manufacturing exports relative to the rest of the G7.

The macroeconomic effects of reform include lower inflation and a
better tradeoff between price and quantity adjustment.

47. Lower prices in sectors under reform lowered costs in other
sectors, reducing their prices or raising their value added. Price levels in
US manufacturing are the lowest in the OECD by over ten percent
compared to the next best country, and price levels in services are among
the five best-performing countries. Studieshow that the United States

has the highest levels of relative price flexibility of any OECD country.

48. Lower prices and greater pricing flexibility have translated into

better inflation performance. Despite strong growth and unemployment
well below most estimates of the NAIRU inflation has declined and is

now close to the range consistent with price stability. The G7 countries
experienced low inflation in the 1990s, and the United States was at the
higher end of the range among this group; though probably largely due to
more flexible labour markets, regulatory reform helped the United States
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CHAPTER 2

Government capacity to assure high quality regulation in the United States

Social regulations impose
direct costs 3 to 4 times
higher than costs of economic
regulations, and deliver more
benefits.

Improving their quality has
proven to be a difficult and
long-term task.

The balance of federal action
has shifted from “regulatory
relief” under Reagan to the
Clinton philosophy of
“regulatory quality”.

The potential benefits of
federal regulation,
considered in the aggregate,
areincreasing.

60. With the introduction of competition into most previously
regulated sectors of the economy, a key challenge for regulatory reformin

the United States is improving the cost-effectiveness of social regulations

so that they deliver the optimal level of regulatory protections with the

best possible use of the country’s resources. This requires not only more
attention to regulations and primary laws, but development of more
flexible and market-oriented instruments in a wide range of policy areas.
Reduced economic intervention could, in fact, lead to pressures for more
social regulation to protect public interests in new markets, emphasising
the importance of this dimension of reform.

The United States places more emphasis on the cost-effectiveness of
social regulationsthan do most countries.

61. Today, the United States is rare among OECD countries in
focusing on improving the quality of social regulations as the main
objective of regulatory reform. This is rational, since estimates of
regulatory costs and benefits suggest that social regulations impose direct
costs 3 to 4 times higher than costs of economic regulations, and that
social regulations, if well designed and targeted, can deliver substantially
more benefits to citizens (OMB, 1998).

62. Improving the quality of social regulations has proven to be a
difficult and long-term task. Attempts to impose quality controls on the
use of delegated regulatory powers in social policy areas began in the
1970s "in reaction to the explosive growth of new regulatory programs"
of the 1960s and 1970's.By the mid 1970s, over 100 federal agencies
were issuing economic and social regulations in areas such as health,
safety, housing, agriculture, labour contracts and working conditions,
environment, trade, and consumer protection.

63. Each President since the early 1970s has attempted to control
the costs of the expanding federal regulatory state and to carry out
policies more cost-effectively, while at the same time supporting the
establishment of major new regulatory programmes. The baance of
action has shifted from “regulatory relief” under Reagan to the Clinton
philosophy of “regulatory quality” (Clinton, 1993).

Social regulations can yield large net benefits, but only if they are high
quality, that is, produce net benefits at lowest cost over time.

64. The ultimate measure of the worth of a country’s regulatory
system is whether it increases or reduces the quality of life. If net social
benefits increase over time, the regulatory system can be said to be
increasing in quality. Measured in that way, the quality of federal
regulation, considered in the aggregate, is probably improving.
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Direct costs of federal
regulation appear to be
around 10 percent of GDP...

...and social regulations may,
in aggregate, produce more
benefits than costs...

...while economic controls
reduce social welfare.

These estimates miss the
indirect and dynamic effects
of regulation, which are
potentially large for both
costs and benefits...

...but the shift from economic
to sacial regulation has
improved the potential social

benefits of federal regulation.

65. Some studies suggest that federal socia regulation costs several
hundred billion dollars annually, but produces even greater benefits. The
total direct costs of regulation and paperwork appear to be on the order of
10 percent of GDP, with considerable uncertainty on either side.
Recently, the office of the President reported to Congress that:

* Federal regulations related to the environment, safety, and health and
other social policies impose direct costs of between $170 billion to
$224 hillion per year, and produce between $258 billion to $3.55
trillion in annual benefits (the huge range in benefits estimates is due
to considerable uncertainty about the impacts of the 1990 Clean Air
Act) (OMB, 1998).

» Asnoted in Chapter 1, economic controls on entry and prices cost $70
billion each year, and probably reduce socia welfare.

» Other sources estimate the annual costs of federal paperwork for
citizens and businesses at around $230 billion (Hopkins, 1996 and
1995). Federa data suggest that compliance with federa paperwork
requires the full-time equivalent of 3 million private-sector employees.

66. Such benefit and cost estimates are uncertain due to what OMB

calls “enormous data gaps” and “a variety of estimation probléms”
(Hahn, 1998), and more complete data could reverse these conclusions.
For example, indirect beneficial effects that result from better health and
longer lives are not included, but may be large. Also, estimates of direct
costs understate the full costs of regulations, because they miss impacts
on productivity and welfare, and dynamic effects such as lost
opportunities to create wealth. These effects can be very important for
macroeconomic performance.  Social regulations appear to have
substantial impact on investment levels and innovation in industrial
processey modest adverse impacts on productiVitut little effect on
overall economic competitiveness.

67. Despite their weaknesses, these estimates suggest that the shift
since the 1970s from economic regulation to social regulation, together
with the investments in quality control of social regulation, has greatly
improved the potential benefits of the regulatory system as a whole, since
social regulations are, in aggregate, more likely to produce net benefits.

68. The United States is the only country to have seriously
examined the aggregate costs and benefits of regulations. Though flawed,
these aggregate estimates are a large advance in understanding the costs
and benefits of regulatory activities, and work is underway in OMB and
elsewhere to improve them.
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Re-targeting safety and
health regulations could
avoid 60,000 deaths each
year without increasing
regulatory costs.

Complex, detailed, and
inflexible federal regulations
under mine the results and
raise the cost of policies.

Aviciouscycleis seen:
disappointment with
regulatory performance
produces demands to

“tighten up” standards,
which further worsen the
problems of complexity and
rigidity.

The regulatory process itself
has become so encumbered
and burdensome that
regulatory problems are
difficult to fix.

* A recent study found that if existing regulations were re-targeted at
those health and safety risks where lives could be saved at lowest cost,
some 60,000 more deaths could be avoided each year without
increasing regulatory costs® (Teng and Graham, 1997). Hahn (1996)
concluded that: “[T]he differences in cost-effectiveness across
regulations suggest that there is significant potential for achieving
much greater risk reduction at a lower cost to society.”

Legalistic and adversarial styles have produced more complex, detailed
and inflexible regulations than those in many other countries

70. One reason why much US regulation is not cost-effective is that
legalistic and adversarial administrative styles produce more complex,
detailed, and inflexible regulations than those in other OECD countries.
This undermines the results and raises the cost of poficiEsonomists

have noted that “many of the laws Congress has passed call for highly
prescriptive and often excessively costly regulation” (Cranealll,

1997). Regulations that mandate specific technologies, rather than set
standards and allow industry to develop least cost methods of achieving
them, are common. Superfund regulations on cleaning up toxic waste
sites and corporate average fuel economy standards for cars are often
cited as regulations whose costs vastly exceed benefits. Problems have
been identified with coherence and consistency, both horizontally across
the US government and vertically in federal/state relations.

71. A study of nursing home regulation found that the United States

has adopted over 500 federal standards, supplemented by state standards.
Australia has adopted 31 broad results-oriented standards. Yet the
Australian standards produce the best results and best compliance, and by
avery wide margin. Pursuit of reliability in US regulations produced so
much complexity and detail that policy performance declined. A vicious
cycle appeared: disappointment with regulatory performance produced
demands to “tighten up” standards, which further worsened the problem
of complexity and rigidity (Braithwaite, 1993).

72. The regulatory process itself has become so encumbered and
adversarial that even commonly-recognised regulatory problems are hard
to fix. A presidential inquiry found that a federal agency needed an 18-

foot chart, with 373 boxes, to explain the rulemaking process, and “this

process was not unusually complex” (Gore, 1993). Producing new

regulations or revising old ones often requires several years. Judicial
review is routine for important regulations, increasing uncertainties and

delays and encouraging risk-avoidance in the administration.

The US government has tackled some of these problems by steadily
improving its capacities to produce high quality social regulations.



DAFFE/CLP(99)6

A major programme of 73. Within the constraints of the federal policy process, the
regulatory quality control capacities of the federal government for improving the quality of social
has steadily increased regulation are among the best in OECD countries (see Figure 2.1) and
attention to these problem, establish a sound framework for further progress. In fact, an important
and is good framework for measure of success is that, unlike in many countries, regulatory problems
further progress. are sufficiently transparent and well-defined to support specific remedies.

Critical regulatory quality controlsin place are summarised in Box 2.2.

Onelessonto belearnedis 74, An impressive element of reform is the steady effort over 20
the value of persistence, years to improve analytical capacities and acceptance of the benefit-cost
policy stability, and political ~ principle within regulatory agencies. The lesson to be learned is the value
support over the long term. of persistence, policy stability, and political support over the long term in

embedding new ways of thinking into bureaucracies.

Figure2.1: Indicatorsof strengths and weaknessesin the USregulatory system
(These synthetic indicators measur e US scores against the OECD aver age, measur ed as 100)

250

—— OECD average score

200 +
150 +
100 + I
50 1
04 : : : | | | L

Use of Extent of useof Forward  Transparency Communication Policy and Simplifying
Regulatory public planning of of regulatory organisational business
Impact Analysis consultation regulatory requirements commitment licencesand

activities per mits

Explanation: These indicators measure the formal aspects of national regulatory reform policies. They do not directly measure the
intensity and effectiveness of application of those policies, and hence may not be agood proxy for results.
Source: Public Management Service, OECD, based on information from OECD countries, March 1998.

A key strength is a high level of transparency. Consultation is open and
inclusive, some problems merit attention.

"Notice and comment" 75. Transparency of regulation is essential to an environment that
procedures increase the promotes competition, trade, and investment. The primary mechanism
quality of policy by reducing  for transparency in the United States is a standardised system of public
therisk that special interests  consultation as regulations are developed and revised. The
will have undue influence. Administrative Procedure Act of 1946 establishes alegal right for citizens
to be consulted, and mandates minimum procedures. These "notice and
comment" procedures create open channels for public discussion, and
increase the quality and legitimacy of policy by reducing the risk that
special interests have undue influence. The procedure is simplein theory:
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responsiveness in social
regulation impose a hidden
drag on economic
performance.

DAFFE/CLP(99)6

Despite efforts to spur innovation, the federal regulatory system lags
behind in flexible and market-oriented regulatory approaches.

85. Many countries are expanding use of innovative policy
instruments that are flexible and market-oriented. These approaches spur,

rather than block, innovation and adjustment in the economy. One of the
anomalies in American regulation is that positive social views toward
competition have not led to a greater use of market-based approaches to
problem-solving. Market approaches have been recommended for years,

most recently by the Vice President’'s National Performance Review.
However, US regulation is less innovative than that in other OECD
countries. Only one national system of marketable permits for air
emissions exists, though the benefits of the approach are well-
documented. Other countries use taxes to restructure incentives to a
much greater extent than does the United States, suggesting missed
opportunities for cost-effective action. Voluntary approaches have been
hampered by inflexible statutes.
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Perversely, thereisless
attention to quality of laws
than to decisions authorised
by the laws.

Members of Congress should
become consumer s of
information on the
downstream consequences of
legislative decisions.

The most important
determinant of the scope and
pace of further reformisthe
attitude of the Congress.

too many directions and permit managers too little discretion to make
wise decisions," concluded a recent report of the National Academy of
Public Administration.

88. More so than in other OECD countries, the United States has
found it extremely difficult to improve legislative quality and coherence.
Thisis partly structural, arising from the constitutional balance of powers
between the executive and the legidative. And, unlike parliamentary
systems, hills originate from many sources. The result isthat thereisless
attention to quality of laws than to decisions authorised by the laws.

89. Recent reforms, such as the lega requirement that the
Congressional Budget Office estimate the costs of proposed legislation

and “unfunded mandates” on state and local governments, are positive.
But if it is to have value, the Congress will have to integrate such
information in its deliberations. Current proposals to establish a new
congressional agency to study the costs and benefits of regulations could
improve the attention of the Congress to the downstream consequences of
its legislative decisions.

90. In the end, it will be the management of a more results-oriented
relationship between the executive and the legislative that will determine
the scope and pace of regulatory reform in the United States. Without
genuine progress at the legislative level in placing accountability on
results and in encouraging risk-taking and policy innovation, it is doubtful
that the executive branch can make substantial additional progress in
improving the quality of delegated regulations, or can even preserve the
progress that has been made. Yet Congressional incentives to relinquish
control over how policies are carried out in return for more accountability
for policy results are not strong.
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e Transparency and openness of decision making. Foreign firms, individuals, and investors seeking access to a
market must have adequate information on new or revised regulations so they can base decisions on accurate
assessments of potential costs, risks, and market opportunities.

e Non-discrimination. Non-discrimination means equality of competitive opportunities between like products and
services irrespective of country of origin.

e Avoidance of unnecessary trade restrictiveness. Governments should use regulations that are not more trade
restrictive than necessary to fulfill legitimate objectives. Performance-based rather than design standards should
be used as the basis of technical regulation; taxes or tradable permits should be used in lieu of regulations.

e Use of internationally harmonised measures. Compliance with different standards and regulations for like
products can burden firms engaged in international trade with significant costs. When appropriate and feasible,
internationally harmonised measures should be used as the basis of domestic regulations.

* Recognition of equivalence of other countries’ regulatory measuredVhen internationally harmonised
measures are not possible, necessary or desirable, the negative trade effects of cross-country disparities in
regulation and duplicative conformity assessment systems can be reduced by recognising the equivalence of
trading partners’ regulatory measures or the results of conformity assessment performed in other countries.

e Application of competition principles. Market access can be reduced by regulatory action condoning
anticompetitive conduct or by failure to correct anticompetitive private actions. Competition institutiony should
enable domestic and foreign firms affected by anti-competitive practices to present their positions.

The United States is ahead of the OECD average with respect to four
out of six efficient regulation principles.

The principles seemto be 121. The United States is well ahead of the OECD average with
given ample expression in respect to all but two of the efficient regulation principles (see Figure
practice, particularly 4.1). While not al of the principles are codified in US administrative and
transparency and opennessof  regulatory procedures, they seem to be given ample expression in
decision-making. practice. Thisis most clearly the case for transparency and openness of

decision-making, which help to mitigate the complexity and high
procedural costs of the US regulatory system (see Chapters 2 and 3).

Market openness could be 122. At the same time, US market openness could be further
further enhanced by firmly enhanced by finding ways to embed respect for the efficient regulation
embedding respect for the principles across al levels of government. Further efforts should be made
principlesacrossall levelsof  with respect to non-discrimination, avoidance of unnecessary trade
government. restrictiveness, recognition of equivalence of other countries’ regulations

and conformity assessment systems, and reliance on internationally
harmonised standards as the basis of domestic regulations.
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Figure4.1: Thetradefriendly index of the USregulatory system
(These synthetic indicators measure US scores against the OECD aver age, measur ed as 100)
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Explanation: These indicators measure the formal aspects of national regulatory reform policies. They do not directly measure the
intensity and effectiveness of application of those policies, and hence may not be agood proxy for results.
Source: Trade Directorate, OECD, based on information from OECD countries, March 1998

Domestic mechanisms for transparency and public consultation set a
high standard for opennessto foreign parties as well.

Foreign tradersand investors  123. The mechanisms on which regulatory transparency is based in

are well-positioned to the United States are described in Box 2.2 in Chapter 2. The “notice and
participate actively at comment” procedure sets a high standard of transparency and opportunity
various stages of federal for comment by interested parties — national or non-national. Foreign
rulemaking processes... traders and investors are well-positioned to participate actively at various

stages of rulemaking processes. Other procedures to improve the quality
of domestic regulations -- such as forward planning for future regulations,
and publication of regulatory impact analyses -- give foreign competitors
opportunities to act as informed and potentially influential participants in
the regulatory process. Extensive use by the US government of the
Internet across a wide range of agencies and departments could prove a
powerful tool in further enhancing regulatory transparency world-wide.

..but respect for transparency 124. Nonetheless, federal procedures are only part of the story. The
at state and local levels complexity and reach of subfederal regulation underscores the need to
should be encouraged. encourage respect for transparency at state and local levels. Co-

ordination of federal regulatory reform with efforts at state and local
levels will be increasingly relevant to international market openness.
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CHAPTERS

Regulatory Reform in the Electricity Industry

The principal aim of reform
isto stimulate competition in
power generation and deliver
the benefits to consumers.
But many other aims are
pursued in the regulatory
regime.

Reformis limited by the
federal structure, and
emphasis on individual rights
and private property.

A complex institutional
setting increases the difficulty
and risk of comprehensive
reform.

Open public discussion
stimulated arguments over
regulatory design, reduced
the threat of capture by
special interests, and
improved the outcome.

136. In the United States, as in most OECD countries, regulatory
reform in the power sector lagged behind that of other sectors, but is
beginning to catch up. The complexity of regulatory reform in the federal
structure in the United States, the benefits and risks of further competition
and consumer choice, and the need to balance multiple economic and
social policy goals within a comprehensive programme of reform are
illustrated in dramatic reforms now underway in the sector.

Reform must balance the diversity of interests and powers among many
different actors.

137. The principa aim of reform in the electricity sector is to
stimulate competition in power generation and supply and deliver the
benefits of competition to consumers. But many other aims are pursued
in the regulatory regime. The federa government desires lower
government spending and increased reliability. Its social goals include
cleaner generation, increased energy efficiency, and reduced greenhouse
gas emissions, along with protection of consumers and adequate service
to the poor. State-level environmental goals include reducing emissions
in fossil-fuel based states and maintaining wildlife populations in
hydropower-based states.

138. Structural and legal constraints also determine the reform path:
the federal structure of the country, the diversity of starting points among
different states, the emphasis on individual rights and private property
even in this sector which in other countriesis often government-owned.

139. The complex institutional setting increases the difficulty and
risk of comprehensive reform. The industry is dominated by severa
hundred vertically-integrated, investor-owned companies, which typically
operate local franchise monopolies. These are regulated by the Federa
Energy Regulatory Commission (FERC) and by utility commissions in
every state. Several large federal power projects sell power wholesale.
Many government-owned state and local utilities deal directly with end-
users. Private, independent producers sell power to distribution systems.
Voluntary organisations of private and public utilities ensure system co-
ordination and reliability. Specialised regulators oversee nuclear power,
financial markets, and environmental protection.

140. The openness of US regulatory processes led to a
characteristically high level of public debate about reform. Federa and
state reforms have been discussed by utilities, academics, regulators and
other officials, at conferences and public meetings and in the newspapers,
trade press and academic literature. Public discussion has stimulated
arguments over the design of mechanisms and ingtitutions, reducing the
threat of capture by specia interests and in principle improving the
outcome generally. The open process helped to co-ordinate the interests
of diverse jurisdictions and interests.
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Soot markets both facilitate
competition and dampen
volatility.

But pricing for transmission
services does not yet provide
incentives for efficient
investments in transmission
and generation capacity.

The independent systems
operator is the new watchdog
to ensure fair accessto the
grid, and safe and reliable
operation.
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their generation capacity. Already, a significant amount of the fossil-fuel
generating capacity in California and in New England has been divested
to new owners from outside these areas.

...and by creating trading institutions such as spot and future marketsto
improve price transparency and deepen markets.

143. Spot markets have been established in more liberalised
jurisdictions such as California  As Chapter 1 noted, spot markets
facilitate competition by improving liquidity and price transparency, and
reducing transactions costs. Buyers can more easily compare and switch
among competing generators. As spot markets develop, they will help
dampen volatility. A well-publicised episode of price spikes in the
Midwest in 1998 prompted establishment of a centralised spot market to
reduce the risk of arepetition. In addition, an open market for electricity
futures has operated for several years. Initialy based on two nominal
locations in the West, futures contracts are now spreading across the
country. Options contracts have been introduced, too. Buyers can turn to
these other instruments, as well as financial instruments based on natural
gas, to reduce their exposure to electricity spot market risk.

144. Pricing for transmission services still does not reflect market
incentives well.  Some regions have already experimented with
aternatives to traditional methods, such as varying prices in different
delivery zones or even at particular locations (termed “nodal” pricing),
corresponding to differences in costs and demand. These experiments
may help discover a workable pricing method that better reflects
transmission costs, and thus provides incentives for efficient investments
in transmission and generation capacity.

Expanding the role of markets has required new institutions to
safeguard competition.

145. An important means to prevent anti-competitive discrimination
in new electricity markets is the “independent system operator” (ISO).
ISOs are a new institution designed to ensure non-discriminatory access
to the transmission grid even while it is owned by vertically integrated
utilities, and to ensure system reliability. Four ISOs were approved, as of
July 1998, in various states and regions. 1SOs are managerially and
operationally independent of the vertically integrated utilities. FERC
rules require only “functional” separation, but FERC encourages
formation of regional ISOs to achieve deeper “operational” separation.

146. The effectiveness of this form of separation will depend on
assuring the 1SO’s real independence, from generators, transmission
owners, and users, while maintaining access to the vertically integrated
firms’ technical competence in order to ensure safe and reliable operation.
Different systems have adopted different governance structures to deal
with these concerns. In California, a board of political appointees
oversees both the 1ISO and the spot market operator; in New England, the
ISO is monitored by the state regulators.
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Regional regulatory regimes have been slow to develop, but should be
the next major push for reform...

Under market conditions, 158. The reliability regime, which has worked well over the past
voluntary compliance with three decades, will necessarily change as economic regulation of the
reliability standardsis eectricity sector changes. Voluntary compliance with reliability
expected to decline, and standards is expected to decline. The system will probably move toward
institutional changes may mandatory self-regulation, overseen by the independent regulators of the
foreshadow regional three North American countries. These ingtitutional changes may
regulatory structures. foreshadow regional regulatory structures.

Some predict eventual 159. It is not clear whether efficient long distance transmission
consolidation of reliability investments will be made under a system of state-by-state as well as

oversight and regulation into  federal regulation. It is not clear how the introduction of 1SOs will

three |SO-controlled systems  transform the reliability regime, still based primarily on utilities. Some

for the entire country. ISOs are limited to a single state, while others control multi-state areas.
The reliability regime now divides the country into ten regions for co-
ordination and control. Some predict eventual consolidation into perhaps
three 1SO-controlled systems for the entire country. Adapting state and
federal regulatory regimes to these new functions and structures will take
time and experimentation.

Box 5.3. Experiment and conflict: variations among state and federal reform programs

Since circumstances and powers vary among fifty jurisdictions, reform proposals and programs also differ. Some
differences are beneficial demonstration projects and experiments from which others can learn. But other differences
represent conflicts over fundamental issues. California has moved to open access, while other states in the region are
unsure, concerned about prices increasing as California bids supplies away.

Priorities about environmental goals. Some states want to reduce their own emissions to reduce local pollution,
some want emissions reduced in other states to reduce the effects of acid rain, and still others, with large hydro-power
establishments, are concerned about protecting or restoring wildlife habitats.

Environmental issues. Maine requires 30 percent “green” power, but includes hydro-power in that total (bec
Maine has many dams); Massachusetts, in the same region, requires less, but excludes hydro-power
requires that imported power meet its own environmental standards.

SO organisation and governance: In New England and the mid-Atlantic—Pennsylvania, New Jersey, Mary
Delaware and Washington, D.C.—the I1SOs are under a two-tiered system, with independent governing boa
members are not affiliated with market participants) advised by committees of stakeholders. In California
and the operator of the spot market are both overseen by a board of political appointees.

I SO responsibilities: The mid-Atlantic ISO has the broadest responsibilities, for centralised dispatching, maif
system stability and reliability, managing the open access transmission tariff, facilitating the spot mai
accounting for energy and ancillary services. The New England ISO has similar responsibilities, ex
accounting functions. By contrast, in California, the 1ISO controls the transmission grid, but does not
dispatch, although it can revise the merit order in the spot market to manage the transmission grid efficiently

Transmission pricing: Zonal pricing is used in California, and nodal pricing in the mid-Atlantic (after a disappq
experiment with zonal pricing).
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The shift from regulated
monopoly to market supply
means consumers face new
rights and risks. Some states
have responded with
initiatives to inform
consumers about new rights.

Controlling unfair marketing
practices will require new
regulations in some cases.

As choice expands, more consumer protection is needed.

160. Consumer protection issues and remedies are similar to those
for other goods and services, and, as in other newly liberalised sectors,
thereisatransition role for enhanced consumer education. The shift from
regulated monopoly to market supply means consumers face new rights
and risks. In some reforming states, utilities have sent consumers
brochures to tell them about the reform and its implications. California
spent $89 million, mandated by the public utility commission, to inform
consumers about their new right to switch electric energy suppliers.
Confusion about the costs and benefits of the new system can be met by
requiring disclosure of separate charges, terms, and characteristics such as
fuel mix and emissions, to help consumers make comparisons and
evaluate the benefits of switching suppliers.

161. Experience from telecommunications deregulation has been
applied in electric power to control an unfair marketing practice.
“Slamming” is switching a consumer’s account to a new supplier without
the consumer’s consent. California law requires third party verification
that the consumer wants to switch, and provides a three day period for a
small consumer to cancel a change without cost. California also requires
sellers, marketers and aggregators to register, providing some protection
that consumers will not be cheated by “fly-by-night” operators. Another
concern is false advertising about “green” generation. The Federal Trade
Commission has guides about environmental marketing claims, which
explain legal requirements that such claims be truthful and substantiated.

Potential effects of reform on universal service are unclear, but some
states are acting to protect low-income consumersin new markets.

162. Reforms in some states are designed not to endanger existing
social protections to retail customers, which in the US regulatory system
are primarily issues of state, not federal, concern. In California and
Massachusetts subsidies to low-income consumers will continue to be
paid, out of a fee assessed on all end-users. Most systems incorporating
retail supply competition provide for a “retail supplier of last resort,” so
that consumers are not cut-off from electricity supply. “Red-lining,” or
refusal to supply areas where service is less lucrative, is being countered
in California with the requirement that utilities continue to supply areas
they were assigned before open access became effective.
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Box 6.5. Reformsto universal service

1) Introduction of transparent and explicit support for universal service. All carriers satisfying specific conditions can
obtain support from the federal Universal Service Fund regardless of the technology used. All carriers, including
wireless carriers, are required to make contributions to the universal service fund based on end-user revenues. To
qualify for access to the fund, a carrier must be able to offer (and advertise) service throughout a geographic region
known asa“service area.” The size of these service areas is left to the discretion of state regulators.

2) Revision and extension of subsidies for hook-up costs and the cost of monthly phone bills to qualifying low
customers (Lifeline and Link-Up America);

income

3) Introduction of a specific fund for the needs of schools, libraries and rural health care centers. Discount$ to assist
schools, libraries and rural health care centers to connect to the ‘Information Superhighway’ were designed to cut

between 20 and 90 percent off the monthly charges of connecting to the network, and in some cases, s¢
internal wiring costs. The discounts attracted applications from more than 40,000 schools and libraries.

me of the

4) Restructuring of the Subscriber Line Charge and the Common Carrier Line Charge, to partially transfer Universal

Service Fund support costs to subscribers and interexchange carriers; increased subscriber line charges

for second

residential lines and multiline business customers; gradual phasing out of the existing traffic sensitive Common

Carrier Line charge with a flat-rate Presubscribed Interexchange Carrier charge.

Application of benefit-cost analysis to telecommunications regulation
should be strengthened.

Telecommunications 189. As an independent commission the FCC is, in general, not
regulations are not subject to  covered by presidentia orders on regulatory quality (see chapter 2). This
the quality controls isrooted in historical relations between the independent commissions and
applicable to federal social the President, but means that telecommunications regulations are not
regulations. subject to the quality controls applicable to federal social regulations.

190. The 1996 Act provides two mechanisms for systematic review

of FCC regulations. First, the Act provides for a “Biennial Regulatory

Review.” The FCC is required to review all regulations applicable to

providers of telecommunications service in every even numbered

year

beginning in 1998, to determine whether the regulations are no longer in
the public interest due to meaningful economic competition between
providers of the service and whether regulations should be appealed or

modified.

The 1996 Act provides 191. The 1996 Act aso provides “forbearance” procedures to
“forbearance” procedures to eliminate regulations that are no longer necessary given current market
eliminate regulations that are conditions? Carriers can request initiation of the review procedure.
no longer necessary given  While enactment of these provisions is an important step, they do not

current market conditions.  include an explicit recognition of the costs that regulation imposes,

important provisions of the 1996 Act are exempteddditional benefits
are possible from a more systematic review process.

Regulatory reform is far from finished. Innovation in the sector will
require continual review and adjustment.
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Continued review and reform
of the regulatory regimein
this sector will be critical to
encourage and permit new
technol ogies to be brought
into the market as quickly as
possible.
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192. Continued review and reform of the regulatory regime will be
critical to encourage and permit new technologies to be brought into the
market as quickly as possible. For example, despite the lack of local
competition, technological change will continue to improve the prospects
for entry in the next few years. As effective competitive safeguards are
implemented in telecommunications industries and market forces
introduced, the need for sector-specific economic regulation declines. As
dominant positions of formerly regulated monopolists erode, reliance on
market forces subject to economy-wide competition policy rules becomes
amore effective means of promoting economic efficiency in the industry.
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action.
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196. Attention to consumer protection is important in parallel with
economic deregulation. As US consumers have struggled with expanding
choice in areas such as health care, telecommunications, and financial
services, regulators and competitive markets have tried to respond with
better information, new standards for quality, and new definitions of
consumer rights. The balance is still evolving, but earlier attention to
consumer issues in new markets at federal and state levels would have
been beneficial in maximising the consumer benefits of reform.

Dynamic effects were more important than expected. Regulatory
reform proved to be a valuable supply-side tool that boosted demand,
and improved the efficiency and flexibility of the national economy.

197. In most sectors, gains from innovation were more important
than static efficiency gains. Reform unleashed a level of innovation in
products, services, production methods, and corporate organisation that is
responsible for most of the economic gains. The ripple effects across
sectors as new technologies and business practices had upstream or
downstream impacts were unexpected, but accounted for many of the
most important gains. The innovation effects of regulatory reform are
long-term and are still evolving with the industries themsel ves.

198. Sectoral reforms boosted demand in many sectors. They helped
increase flexibility in the labour market and elsewhere. These effects
amplified consumers gains, and produced new high-growth industries.
They aso alowed the US economy to adapt more quickly to changes in
technology and to external shocks, improved trade-offs between inflation,
growth, and unemployment, and boosted the US lead in productivity.

A well-balanced reform programme includes both deregulation and
quality regulation.

199. These reforms show that there is a close and supportive
relationship between quality regulation, competition, and market
openness that amplifies their value as a common framework for
regulatory action. Regulatory reform will be more sustainable and will
produce greater benefits in terms of economic and policy performance if
these three dimensions are integrated. In particular, US experience shows
that market performance and protection of social values can be pursued
simultaneously by combining economic deregulation and market
openness with application of quality and efficiency standards to effective
socia regulation.

A comprehensive approach produces more benefits, since regulatory
reform is more effective when integrated with flexibility in factor
markets, when competition is vigorous in upstream and downstream
sectors, and when the macroeconomic environment is geared to growth.
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reaching, long-term, and
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economic behavior that were
not predictable in advance.

Reform promoted good job
growth and boosted
standards of living, but there
were indirect effects on
labour bargaining strength
and uncertain effects on
distribution of wealth.

Technological change and
globalisation will
increasingly reward dynamic
regulatory efficiency.

DAFFE/CLP(99)6

Evaluation of costs and benefits of regulatory reform must be long-term
and multi-dimensional to identify the real trade-offs.

203. US experience shows that many benefits of reform are long term
and require sustained commitment to reform. In network industries
characterised by high levels of capital intensity, readjustment of capital
stock and producing efficiency benefits takes time. Often, reform had
far-reaching, long-term, and multi-sectoral effects on economic behaviour
that were not predictable in advance. Some effects were positive -- such
as innovation -- while others were negative -- such as consumer abuses
and weakening of labour bargaining strength that contributed to an
unknown degree to income inequity. More systematic monitoring and
evaluation in the aftermath of reform would probably have helped the
United States adjust to unexpected impacts more quickly, though in any
case responsiveness would be hampered by sluggish regulatory process.

204. Evaluation of the costs and benefits of regulatory reform must
aso be multi-dimensional to identify the real trade-offs. Reform
promoted good job growth and boosted standards of living, but there were
indirect effects on labour bargaining strength and uncertain effects on
distribution of wealth. In the United States, slower productivity growth
and widening of income distribution are related to high employment
growth; high levels of human and physical capital imply lower growth of
total factor productivity.

Regulatory flexibility and adaptation over time seems to be as valuable
asregulatory cost-effectiveness.

205. The US experience suggests that regulation that adapts over
time to changing conditions may contribute more to economic and policy
performance than does regulation that is optimally efficient at a point in
time. Technological change and globalisation will increasingly reward
dynamic regulatory efficiency. Hence, flexibility and capacity for
regulatory adaptation are important in today’s regulatory regimes.

Timely regulatory reformis
more likely to be launched
and sustained if regulatory
policies are contestable.

206. The implications are far-reaching, since regulatory rigidities are
common. A question often asked in OECD countries is how regulatory
reform can be initiated and sustained against powerful special interests
who benefit from existing regulatory practices. US experience suggests
that one element of the capacity for change is contestability of regulatory
policies. In the United States, contestability is driven by open processes,
multiple actors in the federal system, and administrative, political, and
judicial channels for challenge. These characteristics are key assets for
the American regulatory system, even though they might lead to static
regulatory costs and inefficiencies. A frequent element of economic
reform of network industries in the United States was that some firms in
each sector believed reform would benefit them, but this produced change
only because they had channels to pursue their interests.
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» Operational guidance should be developed for ministries and support
experimentation on a wider range of co-operative methods. A good
practice that should be considered government-wide, and by other
countries, isto build responsibility for innovation into the bureaucracy
through processes such as the 1998 ECOS-EPA Agreement, which
creates a transparent channel for new ideas from states and regions to
be considered at the federal level.

* Use the Government Performance and Results Act to focus on the
performance of regulators in delivering net benefits. Innovation has
been discouraged by traditionally weak accountability mechanisms for
the performance of regulatory programmes, which have emphasised
inputs such as inspections and rules, rather than outcomes in terms of
results and costs. Increased attention to results-oriented management
in public sector can help break through legalistic and procedural
bottlenecks to regulatory innovation.

e In the eectricity industry, subsidies for public purposes should be
supported by non-bypassable and transparent fees. The regulatory
system to promote “green” generation should provide incentives for
such generation to be provided at least-cost. Provision should be
made for consumers to be allowed voluntarily to buy “green”
generated electricity beyond that required.

The policy responsiveness of the US regulatory system should be further
improved by streamlining cumbersome and sluggish processes.

Sluggishness, delay, and 211. Sluggishness, delay, and inefficiencies in regulatory processes

inefficiencies in regulatory  will increasingly penalise the United States as the pace of globalisation

processes will increasingly and innovation steps up. New regulations that are socialy beneficia

penalise the United States asshould be issued faster, and existing regulations should be updated

the pace of globalisation and regularly. The cost and length of time needed for regulatory change has

innovation steps up. imposed large hidden costs on the quality of the regulations. Regulators
are less willing to implement new regulatory quality procedures when it
aready takes so long to get regulations through the pipeline. Beneficial
modifications to old regulations are less likely to be carried out.
Regulators are less likely to innovate and take risks, since a setback can
cost several years of effort.

« Continue to seek means to streamline regulatory processes through the
National Performance Review proces$he 1993 NPR noted that a
layering of procedural requirements has “made the rulemaking process
increasingly burdensome and rigfd.”Since 1993, the situation has
worsened.

« Srengthen quality management in executive and legidative branches
as a substitute for some aspects of judicial review. There is little doubt
that litigation rights, whatever their benefits, increase costs and slow
innovation in regulation. The 1996 Small Business Regulatory
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Where mandatory divestiture
is not feasible, “operational
separation” should be
required and divestiture
encouraged.

Locational pricing could .
improve efficiency in the
power sector.

In the electricity industry, to achieve effective competition in
generation and non-discriminatory access to the transmission grid and
system operation, divestiture of generation from transmission should
be required. Where mandatory divestiture is not feasible,
“operational separation” should be required and divestiture
encouraged.  Connections for new generation to the existing
transmission grid should be provided on non-discriminatory terms. To
achieve effective competition in supply, entry into supply should not be
economically restricted and non-discriminatory access to distribution
should be ensured. To provide greater incentives for efficiency in the
sector, direct access by all end-users to electricity markets (“retail
competition”) should be granted as soon as possible and within
technical feasibility. The governance of entities such as independent
system operators, power exchanges and reliability councils should be
structured in such a way as to avoid discrimination.

Also in the electricity sector, further experimentation in locational
pricing of electric power should be undertakebecisions about grid
pricing schemes should take into account not only the economic
efficiency losses from imposing the price constraints implicit in those
schemes, but also implementation costs. Based on these results,
consideration should be given to the widespread application of
locational pricing. Multi-part transmission tariffs might provide
appropriate incentives for grid investment.

Likewise, the scope and enforcement of competition policy should be
reviewed and some weaknesses corrected.

The risk of inconsistency and «
gaps in competition law
coverage should be
corrected.

Competition authorities .
should intensify their
oversight of the electricity
sector as reform proceeds.

Eliminate from the competition law the remaining exemptions and
sector-specific jurisdictional provisiond-he risk of inconsistency and

gaps in coverage should be corrected by eliminating unnecessary
exemptions and clearly assigning responsibility to the genera
competition law rather than a sectoral regulator. Sector-specific
authority concerning mergers and other competition issues in energy

and telecommunications should also be eliminated in the course of
deregulation.

In the electricity industry, the antitrust authorities should continue
their advocacy of competition at both federal and state levalerder

to ensure adequate enforcement of the competition law, competition
authorities should refine the methodology for reviewing mergers in
this sector, should closely oversee the spot market surveillance by the
independent system operators, and be responsible for investigating and
remedying anticompetitive behavior detected through this
surveillance.

More coordination and review are needed to improve the efficiency and
coherence of regulations at the federal and state interface.
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New ideas for permits and
licenses used in other

Encourage entrepreneurialism by streamlining permits and licenses at
the federal level, by co-ordinating with the states on review and

countries could be useful in
the United Sates.

streamlining of permits and licenses, and by building more complete
information systems for enterprises. Ex ante permits and licenses can
inhibit business start-ups and are costly to administer. Efforts in the
United States place too little focus on ensuring that such requirements

are the minimum necessary to achieve policy objectives, probably due

to the fact that most such requirements are state and local. New ideas

-- such as the move to a “supply model” in Germany that offers
choices to investors depending on the degree of risk they wish to
accept -- are being developed and implemented in OECD countries,
and could be useful in the United States.

More attention is needed to * In the electricity sector, to reduce overlapping or duplicative
creating efficient regional regulatory responsibilities, and to promote clearer, simpler and more
electricity markets. practical regulation, a framework for the establishment of regional
pacts among states for electricity regulation should be established,
and the respective roles of federal and state regulators should be
clarified. Lost efficiencies stem from regional markets having to
operate under multiple regulatory regimes, and there are increased
compliance costs from utilities operating in multiple regimes.
Regional pacts regarding the regulation of the sector, where the
regions are coincident with electricity markets, could reduce some of
these costs, while retaining the flexibility and heterogeneity to allow

Larger independent system
operatorswould, for
example, reduce reliability
costs.

If states continue to erect
barriersto entryin
telecommunications, Federal
authority to regulate the
sector should be expanded.

regulatory innovation.

In the electricity industry, consideration should be given to granting to
the Federal Energy Regulatory Commission siting authority for
transmission.

To reduce the cost of reliability in electricity grids, larger independent
system operators should be promoted; where independent system
operators are sufficiently large, they should be given some
responsibility for reliability. To adapt the reliability regime to the
development of markets for electricity, the Federal Energy Regulatory
Commission should be given oversight of reliability councils, and their
recommendations should become mandatory.

In the telecommunications sector, competition in intra-LATA markets
should be promoted by federal initiative as a necessary step to
promote rebalancing of rates to reflect economic costs and thus to
promote entry into local markets. If current initiatives fail to
eliminate state actions that have the effect of raising barriers to entry,
consideration should be given to vesting exclusive authority in the
federal government asis donein Australia and Canada.
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Continued reformwill
proceed faster and more
deeply if reformers take
concrete steps to demonstrate
that protection has been
maintained and good
regulations are well

enforced.

» Intensify efforts to use existing international standards and to
participate more actively in the development of internationally
harmonised standards as the basis of domestic regulations. A useful
step would be to systematically assess the extent to which regulators
currently rely on international standards and to explore rationales for
departures from this practice.

* In the electricity industry, the United States should consider whether
the objectives of the reciprocity requirement in the federal open access
regulation could be met in a less trade restrictive manner.

MANAGING REGULATORY REFORM

215. While the US public debate over regulatory reform is among the
most well-informed and transparent in OECD countries, there is still too
little information on the results of reform strategies, including their
effects on programme effectiveness, costs, economic performance, and
distribution of gains and losses. Such information is critical if reform is
to enjoy support from citizens who place high value on safety, hedlth,
environmental quality, and other values promoted by regulation. At this
juncture, it seems that fears about the effects of reform on levels of
protection have not been borne out, but continued reform will proceed
faster and more deeply if reformers take concrete steps to demonstrate
that protection has been maintained and good regulations are well
enforced. Evaluation of the impacts of reform and communication with
the public and mgor stakeholders will be increasingly important to
further progress.
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NOTES

10.

11.

12.

13.

14.

A summary of these estimates is given in US Office of Information and Regulatory Affairs, Office of
Management and Budget (1998) Draft Report to Congress on the Costs and Benefits of Federa
Regulations, 17 August.

US Office of Information and Regulatory Affairs, OMB (1994), Report to the President on Executive Order
No. 12866, 1 May.

US Office of Information and Regulatory Affairs, Office of Management and Budget (1997) Report to
Congress on the Costs and Benefits of Federal Regulations, September 30, p. 44.

Katzen, Saly (1999), Statement made at the Global Forum on Reinventing Government, 14-15 January,
Washington, D.C.

Many of the economists who were responsible for reform moved from agency to agency, leading to
continuity of personnel aswell as of ideas.

This was reinforced by the decline of the dollar after the collapse of the Smithsonian Agreements which
tried to re-establish a new stable fixed exchange rate system.

Labour productivity for France, Germany, Japan and the United Kingdom grew at an annual rate of 5.3 per
cent between 1961 and 1973, versus 2.4 per cent in the United States. The UK growth rate was 3.6 per cent.

In the non-US G7, it fell 5.4 per cent to 3.2 per cent. The decline in percentage points of 1.9 per cent was
lower than that of Japan and Italy, which fell from very high levels, but it was as large or larger than the
other G7 countries. Cross-country comparisons of labour productivity growth must be done with caution;
productivity growth in many countries may be considered as “too high” if it results from labour shedding
and closing productive capacity rather than improvement in underlying productive performance.

See the OECD Survey (1977), pp. 23-24 and the references cited therein; and the OECD Survey (1979),
p. 47.

Demographics and regulation were estimated as accounting for about 0.3 percentage points each of the
1.1 per cent decline in productivity growth. Other factors listed in the Survey included a decline in R&D
expenditures, slower rates of investment leading to a decline in the growth of the capital/labour ratio, and
the smaller share of high productivity sectors in the economy, such as agriculture (p. 22-23).

The OECD Economic Survey (1980) noted on p. 44, “[I]t is uncertain how much economic slack must be
created in order to reduce inflation to acceptable levels, and how long any given degree of slack must be
maintained. ... Another serious shortcoming in relying mainly on prolonged demand restraint is that price
shocks can overwhelm any gradual policy-induced deceleration.”

See OECD Economic Survey (1980), pp. 31-35.

“... there is no reason why ... demand restraint should not be complemented by other measures ... capable
of exerting an independent influence on inflationary expectations and pressures.”

This eventually led to the Federal bailout of the Chrysler Motor Corporation in 1981.
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