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Executive Summary:
Regulatory Reform in the United States

0.1. Regulatory reforms in the United States helped launch a global reform movement that is till
underway. Significant regulatory problems still exist in the United States, but far-reaching economic
deregulation combined with efforts to improve the quality of socia regulation have contributed to the
construction of one of the most innovative, flexible, and open economies in the OECD, while maintaining
health, safety, and environmental standards at relatively high levels.

0.2. This has not been achieved by indiscriminate deregulation. The United States is not, on the
whole, less regulated than other OECD countries. The United States is, however, often differently
regulated, even where policy objectives are substantially similar. US regulation tends to be based on two
fundamental regulatory styles that support economic dynamism and market adjustment:

» The pro-competition policy stance of federal regulatory regimes, supported by strong competition
institutions, has meant that regulators tend to prefer policy instruments such as social regulation and
market-driven approaches that are competition neutral over public ownership and economic regulations
that impede competition. In post-war years, regulation has usually been used to establish conditions
for competition rather than to replace competition.

» The openness and contestability of regulatory processes weakens information monopolies and the
powers of special interests, while encouraging entrepreneurialism, market entry, consumer confidence,
and the continual search for better regulatory solutions.

0.3. Yet social regulation that is competition-neutral and transparent can be inefficient and costly if
policies are misguided or outdated, or regulation is badly designed or applied. Enterprises and citizensin
the United States suffer from rigid, complex and highly detailed socia regulations and government
formalities that impose unnecessarily high costs in many policy areas. The quality of regulations varies
widely. Regulators are sometimes hampered by poor and out-dated laws, and are mired in lengthy
procedures and excessively adversarial approaches that impede good regulatory practices. Overlapping
federal/state jurisdictions compound the problem. These tendencies reduce innovation and responsiveness
in the federal regulatory system, eroding the benefits of pro-competitive reforms and regulatory
transparency.

0.4. Chapter 1: Regulatory reform produces important static and dynamic benefits, and potential
gains from further reform are still large. An expanding economic deregulation movement has, over 20
years, removed amost al entry and exit restrictions, with some exceptions. These deregulation efforts are
still working their way through the economy, but in almost every sector the results for consumers in terms
of prices, service quality, and choice are positive. Reform has probably also improved macro-economic
performance, with long-term benefits to productivity growth, and the dynamic effects of regulatory reform
help position the US to benefit from a global economy. While regulatory reform promoted good job
growth and boosted standards of living, there were indirect effects on labour bargaining strength and
uncertain effects on distribution of wealth. Concerns that reform would reduce safety and consumer
protection are not borne out, though vigilance is needed. These effects illustrate the dualistic and
complementary nature of “less economic regulation/better social regulation.”
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0.5. Chapter 2: A key challenge for regulatory quality in the United Sates is improving the cost-
effectiveness of social regulation, which has rapidly increased in quantity and cost. Many different
approaches have been tried, and progress has been made over two decades, in part due to the role of the
Office of Management and Budget. The use of regulatory impact analysis as an input to decisionsis more
widespread and rigorous than in other OECD countries. Consultation under notice and comment
procedures is open and inclusive, involving a wide range of interests. Yet the quality of individual social
regulations still varies widely, and there is great potential for better social outcomes without increasing
regulatory costs. Primary laws in particular are often low quality, and impede efforts to improve
regulatory cost-effectiveness. A US regulatory style -- adversarial legalism -- has produced complexity,
rigidity and sluggish response to changing conditions. Coordination of reform efforts in the federa -state
system is difficult and often unsatisfactory.

0.6 Chapter 3: Competition principles are integrated into the national regulatory system and
provide a consistent policy framework supporting regulatory reform. Competition policy principles are
embedded in regulatory mandates in many policy areas. Effective institutions and strong legal tools
implement these broad principles. The far-reaching powers of the courts over regulatory policy,
competition enforcement, and the unusually important rights of private action have been effective dliesin
supporting competition principles. Yet common law traditions and pluralistic policy processes resulted in
a large number of special industry rules, sectoral regulators and exemptions, which together constrain
application of the basic competition laws. Here, too, the federal system poses difficulties, since the “state
action” doctrine can undermine larger-scale pro-competitive reform.

0.7 Chapter 4: The US experience demonstrates the close and supportive relationship between

quality regulation, competition, and market openness. Traditions of openness in the American domestic
regulatory system create one of the post-war's most open national markets for global trade and
investment. The pro-competition policy stance results in regulation that is, on balance, trade and
investment neutral. Moreover, competition and market openness in the US promotes good regulation
elsewhere through international competition, example, and persuasion. Despite the general openness of
the national regulatory system, however, its complexity, the interplay of federal, state and local regulation,
and heavy regulation in some areas have restrictive effects particularly felt by foreign firms. Foreign
competitors face a number of sectoral restrictions on foreign investment, and sometimes are affiected by
facto discrimination arising regulatory designed or implementation. US experience shows that concerns
about sovereignty and the effect of international rules on domestic policies can be resolved by adopting
regulations that meet domestic policy objectives cost-effectively and transparently.

0.8 Chapter 5: In the electricity sector, the United States is relying more on markets to attain

economic and social policy abjectives, but the move to market has required new institutions and parallel

policies that are till in transition. Reforms aim to encourage competition in power generation by
diminishing the threat of discrimination in grid access, by divestiture of some generation assets, and by
creating trading institutions such as spot markets. Retail-level competition is being promoted at state
levels. Environmental goals for the sector are increasingly met through market-based mechanisms, such
as trading of SQemissions permits, while efficiency in the generation of “green” electricity is encouraged

by using market mechanisms to determine the choice of technology, generator, and price. Expanding the
role of markets has required new institutions -- the independent system operators -- to safeguard
competition, and policies avoiding “stranded costs” to resolve disputes about private property rights. The
diversity of state structures has promoted faster innovation and learning in regulatory regimes, and has
promoted reform by benchmarking good performance. Yet the federal structure also complicates reform,
because the scope of efficient regulation, like the scope of many electricity markets, extends beyond state
borders. Regional regulatory regimes have been slow to develop. As choice expands, consumer
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protection is needed, and some states have responded with initiatives to inform consumers about new
rights.

09 Chapter 6: In telecommunications, rapid evolution of technologies, combined with strong
competition policies and regulatory reforms, opened long distance markets to competition. The
regulatory challenges in this dynamic field today are to extend competition into local markets and to
design regulatory regimes consistent with the convergence of telecommunications and broadcasting.
Regulatory reform and competition law enforcement facilitated an extraordinary level of innovation which
has transformed the industry, stimulated new products, and increased consumer choice, with significant
positive effects throughout the economy. The recent WTO Agreement builds on these successes in the
international context and demonstrates the link between domestic liberalisation and international market
openness.  But extending competition into local markets has proven difficult. The 1996
Telecommunications Act set out three entry routes for new competitors -- resale, unbundling and separate
facilities -- but litigation has delayed implementation, and competition has not developed quickly. The
dual federal-state roles produce both costs and benefits. Pursuit of different policy initiatives can promote
innovation, but jurisdictional overlaps generate costs and uncertainties. Promotion of “universal service”,
a central US policy goal, appears to be supported by competition, since the number of households with
telephones has significantly increased over the reform period.

0.10 Conclusions and Policy Options. The major lessons that can be learned from regulatory reform
in the United States are:

« If concrete benefits are to be realised, sustained and consistent reform efforts are needed over many
years, supported by strong political leadership.

» The results for consumers of sectoral economic reformin terms of prices, service quality, and choice
are solidly positive, but only with sufficient attention to building pro-competitive regulatory regimes
and to maintaining consumer protection. Very substantial gains are also possible from efforts to
upgrade the cost-effectiveness and flexibility of social regulations.

» Therefore, a well-balanced reform programme aims at both economic deregulation and quality
regulation.

* 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.

* 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. A policy
environment supporting entrepreneurialism and business adjustment multiplies the size of the benefits,
and the speed at which changes are felt. Strong competition oversight is needed in reformed sectors
(airlines, telecommunications) still  adjusting. The US experience supports the OECD
recommendation for broad-based reform.

e Evaluation of costs and benefits of regulatory reform must be long-term and multi-dimensional to
identify the real trade-offs.
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Regulatory flexibility and adaptation over time seems to be as valuable as regulatory cost-
effectiveness.

0.11 Based on international experience with good regulatory practices, severa reforms (further
detailed in Chapter 7) are likely to be beneficial to improving regulation in the United States:

Use of flexible and market-oriented policy instruments should be expanded. By failing to use more
flexible and market-oriented policy instrumentsin social policy areas, the United States is missing the
opportunity to exploit one of the world’s great innovative cultures in the pursuit of important social
objectives.

The policy responsiveness of the US regulatory system should be further improved by streamlining
cumbersome and sluggish processes. Sluggishness, delay, and inefficiencies in regulatory processes
will increasingly penalise the United States as the pace of globalisation and innovation steps up.

Regulations should be reviewed systematically to ensure that they continue to meet their intended
objectives efficiently and effectively. The current system is very weak with respect to systematic
review of the vast body of existing laws and other regulations. The quality of laws merits special
attention, since in many areas, poor laws have negative effects on the quality of policy implementation
and policy outcomes. Faster updating is important in sectors characterised by fast technological
change (telecommunications, electricity).

In the electricity sector, further reform of economic regulations would stimulate competition. Large
gains are projected from competition in supply, but they will be maximised only if distortions to
competition are reduced.

The scope and enforcement of competition policy should be reviewed and some weaknesses corrected.
In particular the remaining exemptions and sector-specific jurisdictional provisions should be
eliminated.

More coordination and review are needed to improve the efficiency and coherence of regulations at

the federal and state interface. The role of states as innovators and testing grounds for new ideas is a
national asset that can speed up change and regulatory responsiveness. Yet a federal country must
work harder to establish quality regulation and maintain it over time. Static losses from
uncoordinated state actions can be large and durable.

Important gaps in regulatory quality controls should be closed to improve attention to market

openness impacts, and to bring economic regulation under benefit-cost requirements. In particular
assessments of the effects of proposed rules on inward trade and investment should be carried out as
part of regulatory impact analysis, and coverage of mandatory quality controls should be expanded to
economic regulation.

Continued integration of market openness and regulatory policies will produce benefits both in the

United Sates and in other countries. Mutual recognition of regulations and conformity assessment
procedures, increased use of industry-developed standards in lieu of national regulatory measures, and
other approaches to intergovernmental regulatory co-operation offer promising avenues for lowering
regulatory barriers to trade and investment. Informal business-driven processes such as TABD have
proven valuable catalysts for market-opening regulatory reform across a range of particular sectors
and horizontal issues.
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CHAPTER 1

Regulatory reform in the United States

1 INTRODUCTION

L The United States has been a world leader in regulatory reform
for a quarter century. Itsreforms and their results helped launch a global
reform movement that has brought benefits to many millions of people,
and is still underway. Its mistakes have improved understanding of the
risks and costs of reform. Significant regulatory problems still exist in
the United States, but far-reaching economic deregulation combined with
efforts to improve the quality of social regulation have contributed to the
construction of one of the most innovative, flexible, and open economies
in the OECD, while maintaining health, safety, and environmental
standards at relatively high levels.

2. This has not been achieved by indiscriminate deregulation. The
United States is not, on the whole, less regulated than other OECD
countries. As have other countries, the United States has constructed an
enormous and complex regulatory state to provide citizens with a wide
range of services and protections ranging from improving the functioning
of the market to safer food and cleaner air. More than 140,000 pages of
federal rules -- many extremely detailed -- are now in effect, and credible
estimates of their direct costs as well as the value of their benefits for
citizens and enterprises range from 4 to 10 percent of GDP.' Regulations
at state and local levels must be added to these totals, though their costs
are unknown. Today, “federal regulations now affect virtually all
individuals, businesses, State, local and tribal governments, and other
organisations in virtually every aspect of their lives or operatiéns.”

3. The United States is, however, oftdifferently regulated than
most OECD countries, even where policy objectives are substantially
similar. US regulation tends to be based on two fundamental regulatory
styles that support economic dynamism and market adjustment:

The pro-competition policy stance of federal regulatory regimes, based

on historical values of economic liberty and supported by strong
competition institutions, has meant that regulators tend to prefer policy
instruments such as social regulation and market-driven approaches
that are competition neutral over public ownership and economic
regulations that impede competition. In post-war years, regulation has
usually been used to establish conditions for competition rather than to
replace competition.

e« The openness and contestability of regulatory processes weakens
information monopolies and the powers of special interests, while
encouraging entrepreneurialism, market entry, consumer confidence,
and the continual search for better regulatory solutions.
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In the United Sates, 4, More than in other OECD countries, regulations in the United

competition controls and States are based on an implicit but strong policy framework of

public ownership arerarely ~ competition principles. Evidence for this can be seen in the US aversion

used asinstruments of social  to competition controls as an instrument of socia policy, and the ad hoc

policy. but ailmost complete removal of entry controls in most sectors over the
past 20 years. Problems, such as the monopoly characteristics of
networks, that other countries traditionally addressed through public
ownership are addressed in the United States through less interventionist
economic regulation. Problems, such as service quality and distributional
issues, that other countries address through economic regulation are
usually handled in the United States through competition-neutral social
regulation, other social policies, or the market, supported by competition
and consumer policies.

Box 1.1. What isregulation and regulatory reform?

There is no generally accepted definition of regulation applicable to the very different regulatory systems in OECD
countries. In the OECD work, regulation refers to the diverse set of instruments by which governments set
requirements on enterprises and citizens. Regulations include laws, formal and informal orders and subordinate rules
issued by all levels of government, and rules issued by non-governmental or self-regulatory bodies to whom
governments have delegated regulatory powers. Regulationsfall into three categories:

« Economic regulations intervene directly in market decisions such as pricing, competition, market entry, or exit.
Reform aims to increase economic efficiency by reducing barriers to competition and innovation, often through
deregulation and use of efficiency-promoting regulation, and by improving regulatory frameworks for market
functioning and prudential oversight.

« Social regulations protect public interests such as health, safety, the environment, and social cohesion. The
economic effects of social regulations may be secondary concerns or even unexpected, but can be substantial.
Reform aims to verify that regulation is needed, and to design regulatory and other instruments, such as market
incentives and goal-based approaches, that are more flexible, simpler, and more effective at lower cost.

» Administrative regulations are paperwork and administrative formalities -- so-called "red tape" -- through which
governments collect information and intervene in individual economic decisions. They can have substantia
impacts on private sector performance. Reform aims at eliminating those no longer needed, streamlining and
simplifying those that are needed, and improving the transparency of application.

Regulatory reform is used in the OECD work to refer to changes that improve regulatory quality, that is, enhance the
performance, cost-effectiveness, or legal quality of regulations and related government formalities. Reform can mean
revision of a single regulation, the scrapping and rebuilding of an entire regulatory regime and its institutions, or
improvement of processes for making regulations and managing reform. Deregulation is a subset of regulatory reform
and refersto complete or partial elimination of regulation in a sector to improve economic performance.
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USregulationillustratesthe 5. This pro-competitive regulatory style has proven to be a
conclusion that “...public valuable national asset in aworld economy characterised by globalisation,
policies...are better served byresponsiveness, and rapid technological progress. US regulatory practices
using competition-neutral illustrate well the conclusion in the OECD Report on Regulatory Reform:

instruments, such as well-
targeted social regulations
and market incentives...”

“...economic regulations have often proven to be extremely costly and
ineffective means of achieving public interest goals...In general, public
policies...are better served by using competition-neutral instruments, such
as well-targeted social regulations and market incentives, to change

Regulatory transparency
supports market entry and
risk-taking.

Yet, in many policy areas,
economic actors in the
United States suffer from
rigid, complex and highly
detailed regulations that
impose unnecessarily high
costs.

The roots of regulatory
reformdo not liein any

behaviour in competitive markets.”

Differences between the United States and other countries are narrowing,
however, as countries shift policy instruments toward market-based
approaches through regulatory reforms.

6. In transparency, too, US regulatory practices show important
differences. The administrative and legal culture shaping regulation in
the United States is the converse of that found in corporatist countries,
where decisions are often consensual and the administration has wide
discretion in application, often sharing powers with organised market
interests. Administrative action in the United States is taken within a
legalistic and adversarial environment based on open and transparent
decision-making, on strict separation between public and private actions,

and on competitive neutrality between market actors. These
characteristics support market entry and private risk-taking.
7. Y et social regulation that is competition-neutral and transparent

can il be inefficient and costly if policies are misguided or outdated, or
regulation is badly designed or applied. Enterprises and citizens in the
United States suffer from rigid, complex and highly detailed socia
regulations and government formalities that impose unnecessarily high
costs in many policy areas. The quality of social regulations varies
widely. Regulators are sometimes hampered by poor and out-dated laws,
and are mired in lengthy procedures and excessively adversaria
approaches that impede good regulatory practices.  Overlapping
federa/state jurisdictions compound the problem. These tendencies
reduce innovation and responsiveness in the federal regulatory system,
eroding the benefits of pro-competitive reforms and regulatory
transparency. They are the most important challenges to reformers today.
As a former head of the regulatory reform office says, “The question is
not how much regulation, but how good.”

8. Regulatory reform connects many threads in American society,
and has not been a product of any coherent “deregulation” theory.

coherent “deregulation”
theory in the United States.

Rather, debate ranges widely owvdeological issues of the role of the
state in society; pragmatic issues of the quality and cost of public
services and protections;economic ideas of regulatory and market
failures; federalist issues of the balance between federal powers and state
rights; institutional struggles between the powers of the Congress, the
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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:

10



Aggregate demand
management had to be
supplemented by policies to
address the supply side
directly.

Interest in regulatory reform
was reinforced by increasing
concern over budget deficits
and sectoral crises.

Replacing regulation by
market competition should
reduce prices, research
suggested.
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Productivity growth has probably been Slowed somewhat due to
increased government regulations concerning industrial safety, health

and environmental protection—the sustained falls in mining productivity
appear to be a case in point—as well as government regulation of specific
industries(p. 23).”

14. A view emerged that the US economy faced a problem of
aggregate supply for which traditional aggregate demand techniques were
inadequate. The “sacrifice ratio” between lower inflation and temporarily
higher unemployment was perceived to be too high -- contraction would
impose heavy costs on the real economy without reducing inflation
much:* There was debate over whether monetary policy and instruments
could be effective. The implication was that demand management had
to be supplemented by policies to directly address the supply side.

15. Interest in regulatory reform was reinforced by concern over
budget deficits and grave sectoral crises. The US budget saw substantial
deficits in 1975, 1976, and again in 1979 (Figure 1.3). Meanwhile, failure
of a major bank (Franklin National) and railroad (Penn Central) and
weakness in key manufacturing sectors such as autonibbiles
foreshadowed demands for federal bailouts or, for railroads,
nationalisation. Regulation was partly responsible for low profits in
banking and railroads, and it was hoped that reform would return them to
profitability and avoid the need for direct government assistance.

Empirical research undermined long-standing justifications for
economic regulations that block competition.

16. Economic research cast doubt on traditional justifications for
regulation, and suggested that replacing regulation by market competition
would in some cases reduce prices. In airlines, comparison between fares
on regulated national routes and on unregulated intra-state routes showed
that regulated fares were up to 50 per cent higher. In electric power and
other sectors operating under rate-of-return regulations, evidence of
over-investment and excess capacity suggested that costs were too high.
In trucking, entry restrictions were tied to operating inefficiencies, and
fragmentation of the network and inability to optimise routing led to
higher costs and tariff8. Yet there was little evidence of excess profits,
except for the telecommunications giant AT&T. Potential excess profits
were either absorbed by competition in service quality (air transport), by
inefficiency (electric power), or by rents paid to labour, which were
believed to be widespread.

17. In some regulated sectors, the major problem was that profits

were too low. Railroads, barred from abandoning unprofitable routes,

were losing market share to road transport. Natural gas producers, facing
an increasingly complicated maze of price regulations, channelled

investment into supplying less-regulated intra-state markets. The surge in
energy prices after 1979, combined with partial deregulation of some gas
supplies, led many pipeline buyers to enter long-term contracts, only to

suffer losses when market prices fell after liberalisation in 1982-83.

11
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Regulatory reform was seen
as a more effective anti-
inflationary instrument than
price controls.

18. In some sectors there was evidence that lack of competition
resulted in rents being earned by labour. In trucking, wages were
estimated to be up to 35-40 per cent above those of comparable workers.
Communications workers at AT&T were paid premiums of 17-20 per
cent above other manufacturing, after adjusting for labour quality.

19. In financial services, too, the impact of regulations distorted
competition and depressed profits. At first, deregulation in this sector

was motivated by a desire to “level the playing field® among different
kinds of financial institutions. Commercial banks and savings and loan
companies were losing market share in the 1970s. As market interest
rates rose with inflation, financial institutions that were subject to
restrictions on interest rates or to constraints on portfolio choices could
not compete against institutions that were free from these restrictions or
against foreign banks with access to financing in Eurocurrency markets.
Later, declining profitability, evidenced by a rise in bank and savings and
loan failures during the 1980-82 recession and subsequent disinflation,
reinforced interest in deregulation. Research suggested that
Depression-era prohibitions on interstate branching and on combining
commercial banking with other financial activities had inhibited
diversification of risk across regions and product lines, and thus probably
contributed to these failures.

Supply-side strategies were based on reform of economic and social
regulations.

20. Policies to affect aggregate supply had been tried befare

the Carter Administration (1976-80) first made major use of “supply-
side” economics. Regulatory reform was part of an overall strategy to
restrain inflation by lowering prices and inflationary expectations and by
increasing efficiency and overall competitiveness. Price controls in
regulated sectors were ineffective and increasingly difficult to administer,
particularly for the energy sectors and major energy consumérhe
Carter Administration’s anti-inflation programme supplemented demand
management policies with supply-side meas@iresluding deregulation

of road transport, airlines, and oil prices (see Table 1.1 bélow).

21. The Reagan Administration came into office facing worsening
stagflation, and embraced supply side econoffic#ts intent was to
strengthen the market by reducing the size of government, and to
stimulate work effort and investment by cutting tax rates on labour and
capital income. Under a theme of “regulatory relief,” a programme of
deregulation and regulatory reform was launched. The Reagan
Administration adopted the first explicit benefit-cost test for new social
regulations, created a Task Force on Regulatory Reform in the White
House, and strengthened oversight by the Office of Management and
Budget (see Chapter 2).

12



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.

13
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Industry Reasons for Key Legislative or Changesin Price Changesin Regulation Remaining Mandated
Deregulation Regulatory Changes Regulation of Entry and Exit Regulationson Price Changesin
and Entry Industry
Structure
Evidence of monopoly | 1982 AT&T Equipment and long- Open entry inlong Local serviceremains Divestiture by
profitsby AT&T. divestiture decision, distance prices de facto distance and business regulated; Regional AT&T of regional
Potential savings implemented in 1984 deregulated. services and data Bells (RBOCs) are telephone
(60 per cent) on long- Various changesin Introduction at state level transmission. Legal prohibited from operators (Baby
Telephone | distancetoll charges, state regul ation. of various alternatives to barriersto entry into entering long distance | Bells) and of
large cross-subsidy of Telecommunications rate of return regulation: local markets removed. unlessit can be shown | equipment
local, residential calls. | Act of 1996. revenue sharing, price Requires open inter- that significant manufacture
caps. connection to competition has (Western Electric).
transmission network, developed in their
unbundling of accessto market.
local loops, resale of any
retail services.
Existing regulation had | FERC ruling Changefrom LT contracts | Created open access to Mandatory
created aregionalised for uninterruptible and interconnected grid by separation of
Natural and monopoalistic interruptible gasto brokers, distributors and pipeline
Gas industry structure. reservation charges on recently end users.. transmission from
Distributi transmission capacity and marketing
on unit charges for gas subsidiaries.
shipped.
Disintermediation of Depository Institutions | Interest payments on Permitted interstate bank | Banks are prohibited
bank deposits caused Deregulation & deposits were effectively branching. from ownership or
by high interest rates. Monetary Control Act | phased-out by 1982. Permitted commercial offering of insurance
Continuing loss of (11980), updated 1982. bank ownership of services and ownership
Financial b_ank market share of Interstate branching at sepa_ra?ely ca_\pi talised of non-banks.
Services flnar_10|al as_se;s state level (198_2-1990) subsdmnes in
Possible efficiency Federal regulations investment banking and
gains from creation of permitting some cross- securities brokerage.
financial superstores. holding in financial Full interstate branching,
services. limits national and state
Riegle-Neil Act (1994) concentration.
Federal regulations Increased financia
increasing cross- integration, including in
holding in financial insurance.
services.
Bus Regulatory
Other Reform Act of 1982.
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3. ECONOMIC IMPACTS OF SECTORAL REGULATORY

REFORM?®
Removal of restrictions on 22. Benefits from the initial round of reform began to appear once
pricing, entry, and exit led growth resumed after 1982. The removal of most restrictions on pricing,
directly to increased entry, and exit in network industries led directly to increased productivity

productivity and lower costs. and lower costs in the reformed sectors. More vigorous competition
stimulated industry restructuring and innovation and benefited consumers
through better service and lower prices (see Table 1.2 below).

Performance across the 23. Performance across the economy improved as the effects of
economy improved as the sectoral deregulation rippled outward. Cheaper, more efficient
effects of sectoral reform infrastructure and transportation services let downstream industries
rippled outward. reduce prices, while stimulating growth in complementary services.

The economy was able to 24, Dynamic effects were more important than anticipated, though
adapt more quickly to harder to document. An extraordinary surge in innovation and faster
changesin technology and to  introduction of new technologies, services, and business practices
external shocks. multiplied benefits for consumers and produced new high-growth

industries. Direct and indirect effects of sectoral reform helped increase
flexibility in the labour market and elsewhere. These effects allowed the
US economy to adapt more quickly to changes in technology and to
externa shocks, improved the trade-offs between inflation, growth, and
unemployment, and boosted the US lead in productivity.

Box 1.2. Estimating the economic impact of regulatory reform

Regulatory reform can affect both sectoral and macroeconomic performance. Analysis of sectoral impacts draws on
the large body of academic research that has developed since the 1970s. Microeconomic effects include benefits to
consumers in terms of prices and service, impact on labour markets, changes in industry structure, competition and
profits, and changes in costs and productivity, especially from innovations. Where possible, numerical estimates of
sectoral effects are based on comparing what actually happened with an estimate of what would have happened
without reform; where that is not possible, the observed changeis reported. Quantitative measures for features such as
service quality and innovation are generally not available, so key changes or anecdotal information are reported. The
sectoral impact is summarised in Table 1.2. The impact of regulatory reform on macroeconomic performance is
notoriously difficult to measure, and relies on estimates by other authors and previous estimates by the OECD.

The OECD'’s Regulation, Structure and Performance Database was also used to generate performance ber
relevance to regulation (see figures 1.4 - 1.7). Based on information from Member countries and other

macroeconomic and sectoral indicators of economic performance have been developed by the Economics D
Performance is defined as a multifaceted phenomenon (including static, dynamic and resource mg
dimensions). Synthetic indicators were constructed using multivariate data analysis techniques such as factg
The database includes indicators for business sector manufacturing and service industries and for six spec

chmarks of
Hata sets,
epartment.
bilisation

r analysis.
fic service

sectors (electricity, telecommunications, rail transport, air passenger transport, road freight and retail distribution).

For more information see OECD (1998), “Performance and regulation patterns in OECD coJ
ECO/CPE/WP1(98)15, Paris.

ntries”,
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31 Sectoral impacts of regulatory reform

Consumers benefited from lower prices and generally better service with
no documented deterioration in safety.

Consumer pricesin almost 25. Consumer prices in amost al deregulated sectors dropped
all deregulated sectors substantially. Declines ranged from 30 to 75 per cent (Winston, 1998).
dropped 30 to 75 per cent. These impacts are reported in Table 1.2 below.

26. A sector in which the price evidence is not clear is telephony.
Per minute rates in domestic and international long-distance have fallen
substantially, but local service charges have increased.

Regulatory reform brought about substantial gains in labour and
capital productivity.

Gainswereseeninall types  27. Prices declined primarily because real operating costs fell in
of productivity: labour, most sectors by 25 to 75 per cent (Winston, 1998). Gains were seenin all
capital and TFP. types of productivity: labour, capital and TFP (see Table 1.2). Reform

stimulated substantial firm restructuring which improved labour
productivity. Entry of non-union competition in traditionally unionised
sectors forced concessions on work rules, increasing flexibility and
raising labour productivity, although competition with non union labour
reduced wage levels and job security in some cases.

28. Regulatory reform also improved capital productivity. It
accelerated the introduction of new technology, such as fibre optic and
digitalized networks in telecommunications. It forced firms to eliminate
excess capacity, as in electricity generation. It required firms to achieve
higher load factors by more appropriate choice of capital stock, such as
plane sizein air transport. Reform improved efficiency by encouraging:

» economies of scope, as free entry and exit permitted better network
systems and more efficient routing. In airlines, freedom of entry and
exit accelerated the shift to the hub and spoke system that has been
the major source of greater productivity. The trucking industry
enjoyed similar gains by centralising maintenance, service, and
routing centres. Permitting back hauls and free entry into new routes
and different products reduced empty miles.

e adoption or innovation of new technologies, such as information
technology, which helped transport firms maximise load factors.
Airlines use information technology to continually change the
available price and mix of fare categories. Trucking companies
applied information technology to track trucks’ precise locations and
optimise routes, and freight brokers used it to develop systems for
finding the least cost intermodal routing. Railroads accelerated
adoption of intermodal methods with containers and trailers and
innovations such as double-stacked cars. New technologies improved
capital productivity in energy and long distance telephony.
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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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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.

19



DAFFE/CLP(99)6

Some cost improvements developed over the long-term. The speed of
adjustments varies directly with the extent of fixed costsin the industry.

29. Regulatory reform triggered a long-term process of capacity
Regulatory reformtriggered  adjustment that is lowering fixed costs. Most reformed sectors are capital
along-term process of intensive, with high fixed costs and low marginal costs. Regulation had
capacity adjustment that is burdened firms in these sectors with excess capacity, a mismatch between
lowering fixed costs. types of capacity and demand, or both. This was most obvious in air and

rail transport, where regulation prevented exit from unprofitable routes.
After rapid initia restructuring to improve competitiveness, further
adjustments to capacity and the mix of capital stock have been slower,
and continue in most sectors, especially those with the highest proportion
of fixed costs.

e Inair transport, carriers tried at first to compete with more frequent
service by buying larger fleets of larger aircraft, but this strategy led
to over-investment, fare wars and large losses in the late 1980s”
Firms learned from that experience, and in the 1990s slowed the
growth of fleet size, while better adapting the mix of aircraft to flight
distance and passenger volumes.

* Inrailroads, with the highest fixed costs of any transportation sector,
routes are still being pruned. The slow pace of change is reflected in
the slow decline of costs and prices, which fell by 7 per cent in the
early 1980s, 39 per cent by 1990, and 50per cent as of 1995
(Wilson, 1997).

Industry structure is continuously evolving. The trend is toward both
greater concentration and greater contestability.

Deregulation attracted 30. In most sectors, deregulation attracted substantial entry,
substantial entry, followed by followed by consolidation (Table 1.2). Initia entry of many low cost,
consolidation. non-union air carriers was important in driving down fares, partly through

reducing industry wages and liberalising work rules. In railroads and
trucking, a dual market developed, combining a few large national firms

with many small local ones. In long-distance telephony, AT&T’s market
share has dropped by almost half since deregulation, but three firms
(AT&T, MCI and Sprint) account for 75 per cent of the market.

Vigilance by competition 31. Vigilance by competition authorities continues to be necessary,
authorities continues to be but consolidation has not prevented competition.

necessary, but competition
has generally increased

: o « In transportation, competition in individual sectors was reinforced by
despite consolidation.

intermodal and cross-sectoral competition, a synergy that highlights
the importance of reforming all transportation modes simultaneously.
In road transport, the emergence and rapid growth of package delivery
services such as Federal Express created substantial competition for
some forms of trucking.
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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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...but service quality and safety in sectors under reform have usually
been maintained or improved.

35. Service quality has generally improved. Large customers in
particular benefit from more customised services. In road transport and
railroads, shippers, especially those transporting high volumes, now enjoy
individually negotiated contracts with prices tailored to cost and demand
conditions. In addition transporters improved delivery times and
reliability and offered innovations such as binding estimates and delivery
guarantees. In financial services, interest rate deregulation has resulted
not only in higher interest payments on deposits, but also increased
customer convenience. Scheduled airline and railroad departures became
more frequent except for some smaller cities. Some aspects of airline
service have deteriorated: restrictive conditions on some fares have
increased (for example, required Saturday overnights), as have connection
and travel times.” In a competitive market, though, the multiplication of
fares (and fare restrictions) has stimulated travel agents and businesses to
develop software to find the cheapest fares. Businesses have developed
strategies to offset rising business class fares, including direct bargaining
with airlines in exchange for exclusive service, and consumers have
organised buying clubs to benefit from volume discounts.

Although vigilanceis 36. Although anxiety is still high in some areas and vigilance is

warranted, reformhasledto  warranted as incentives change in more competitive markets, reform has

no documented deterioration  led to no documented deterioration in safety and reliability. This may be

in safety and reliability. because safety regulations were not removed in any sector, but instead
were often augmented. Moreover, markets may support rather than erode
safety incentives. In trucking and airlines, despite some well-publicised
airline crashes, over-all safety records have improved.

Reliability was also 37. Reliability was also maintained after reform. Industry observers

maintained after reform. feared that a competitive environment for natural gas pipelines would
undermine system integrity and security from a supplier of last resort.
This concern is echoed in current discussions of electric power reform.
Yet system reliability in gas pipelines improved. One reason is that
development of spot and future markets, a direct result of reform, gave
prices a time dimension. Spot and future prices adjust to shortages
immediately and, as demand responds, the increased interconnectedness
of pipeline networks permit rapid re-routing.” Innovations in information
technology, metering, route planning, and scheduling contributed.

3.2 Sectoral performance after regulatory reform

38. Performance in sectors that the United States has reformed
compares well with that in other OECD countries by measures such as
employment, output growth, and labour and total factor productivity, and
by a measure of X-efficiency (Figures 1.4 — 1.7 show US sectoral
performance compared to the rest of the OECD).
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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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The flexibility of the labour
market resulted in the rapid
absorption in new jobs of
workers displaced by
restructuring.

Employment growth was
boosted by the rapid
expansion of output to meet
the higher demand generated
by regulatory reform.
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become one of the few G7 countries to engineer adecline in inflation over
the last 20 years while avoiding a secular increase in the unemployment
rate.

Regulatory reform worked with flexible labour markets to re-allocate
labor to high-growth sectors, especially services, though this may have
reduced productivity growth.

49, The flexibility of the US labour market permitted workers
displaced by restructuring to be rapidly absorbed in new jobs, mostly in
the service sector. Rapid employment growth within sectors was
supported by downward wage flexibility. Reform stimulated employment
creation in complementary services such as freight brokers and logistical
firms in transport, travel agents and in the travel industry, and financial
service jobs in energy commodity markets. Many of these are high wage
jobs. A liberal regulatory environment for shop opening hours, zoning
and retail store size also stimulated employment in wholesale and retail
distribution, restaurants and other services, where many jobs are not
highly paid. In occupations like distribution, restaurants and hotels,
flexible labour markets permit part-time and temporary employment.
Employment of low skill workers is encouraged by low minimum wages
and the absence of notification periods for firing and of mandatory
vacation, health and pension benefits.

50. Ironically, reallocation of labour may have lowered total
business sector productivity. Many service sector jobs are high-skilled,
but on average productivity in services is lower than in manufacturing™.
As aresult, in afull employment economy like the United States, labour
released in some sectors may be absorbed in lower productivity sectors,
with the net effect of lowering economy wide productivity.

Initial declines in employment were followed by substantial increases.
But reform had negative effects on wages in some sectors.

51. In most reformed sectors, long-run employment levels have
increased and employment has been reallocated to more efficient firms
within the sector. Initial reductions in established, often unionised,
companies were largely offset by growth in new, often non-unionised,
entrants, and then by growth in pre-existing firms after an adjustment
period. Employment growth was spurred by rapid expansion of output to
meet the higher demand generated by the results of regulatory reform:
lower prices, better customer service and increased product diversity.

»  Employment fell in US telecommunications in the 1980s, but grew in
the 1990s and was higher than the G7 average. Employment cuts
among the original members of AT& T have been offset by substantial
growth in other telecommunication companies so that employment in
the sector has returned to pre-reform levels.
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Regulatory reform raised
unemployment rates briefly,
but in the long run
contributed to strong
employment growth.

Effects on wages and income
distribution must be
understood in the context of a
general stagnation in real
wages.

In reformed sectors, wages
declined at roughly the same
rate asthe economy as a
whole, except in certain sub-
sectors or specific
occupations where
substantial wage premia had
existed.

e Inair transport, US employment growth was the highest in the G7 in
both decades, and the gap grew in the 1990s as most other G7
countries were restructuring. Initial employment losses were around
7 per cent and were concentrated in large established carriers. New
entrants and the explosive growth of demand resulted in a substantial
increase in long-run employment of 37-46 per cent (the range
depending on whether air freight is included).

52. Reform increased employment directly by stimulating growth in
sectors like airlines and telecommunications, and helped economy-wide
employment by boosting demand and by increasing competition, so that
firms are more likely to meet higher demand with higher output rather
than higher prices. Stronger sectoral employment performance is
reflected in labour markets as a whole (see Figure 1.2 and Table 1.3 in
Annex). Employment growth has been much faster than in almost all
other OECD countries. The US economy created over 13 million new
jobs (net) between 1992 and 1997, equivalent to ten per cent of the labour
force. Regulatory reform raised US unemployment rates for brief
periods, but in the long run contributed to the overall strength of
employment growth. The unemployment rate has fallen to well below
five per cent, levels not seen since the 1960s, and the largest decline in
the OECD. Low unemployment and rising labour force participation
have steadily reduced the non-employment rate..

Regulatory reform may have contributed slightly to poor performance
of wages and to widening income distribution.

53. Effects on wages and income distribution must be understood in
the context of the general stagnation in real wages in the US economy
since the mid-1970s. Wage growth has been near zero over the last 30
years and compensation growth has only been marginally positive at 0.2-
0.3 per cent, in both cases the worst performance among the G7 countries.
Growth in per capita compensation was more substantial, in part because
of a decline in the savings rate. Poverty measures have improved, but
income distribution is likely to have continued the widening which began
in the 1970s, as non-wage income grew while wages staghated.

54, In reformed sectors, wages declined at roughly the same rate as
in the economy as a whole. The exception has been in sub-sectors and
specific occupations where substantial wage premia existed under
regulation, often as a result of a strong union. These premia were reduced
or eliminated. In these sectors and occupations, new entry following
reform was often composed largely of non-union firms, putting pressure
on unionised firms to reduce wage premiums and relax restrictive work
rules. This was particularly true in airlines and road transport. A major
sector of road transport found that union wages declined by 10 per cent.
In airlines, a study found that wages were 22 to 39 per cent lower than
they would have been. By contrast, wages in rail transport rose as the
industry recovered, but then declined slightly as employment shrank.
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budget surplus.

Regulatory reform may have
increased GDP by two
percent.

DAFFE/CLP(99)6

55. Causes of the overal poor performance of US wages and the
widening in income distribution are extensively debated and the
contribution of regulatory reform is difficult to assess. On balance,
reform may have made a minor contribution to both trends. This may

have occurred directly through downward pressures on wages of
relatively well-paid skilled workers in reformed sectors—contributing to

the widening between the middle and upper ends of the income
distribution—and indirectly by contributing to the overall weakening of
the bargaining position of unions and labour in the economy. Balanced
against this is the fact that workers overall benefited from lower prices,
and potentially higher wages from improvements in labour productivity.

In summary, regulatory reform contributed to improving macro
performancein the 1990s.

56. The United States has moved from stagflation to steady growth
with low inflation, falling unemployment and a budget surplus. All
countries have substantially reduced inflation, but the United States is
rare in doing this while sustaining high and increasing levels of
employment. Real GDP growth has been positive since 1992 and
maintained strength even after several years of recovery (see Table 1.4).
Poverty measures have fallen since the 1980s. Export performance has
been strong, and the United States maintains a productivity advantage in
key manufacturing sectors. Price levels, especially in manufacturing, are
among the lowest in the OECD, as is the capital-output ratio. This partly
compensates for lower levels of savings and investment. At the same
time, income distribution has widened and the living standards of a
portion of the population may have declined.

57. Regulatory reform made positive and important contributions to
these trends. Attempts have been made to quantify effects on GDP. An
attempt by Winston (1993, 1998) to measure first-round effects
estimated that the combined sectoral effects of reform in transportation,
energy and telecommunications increased US GDP annually and
permanently by one percentage point. Previous work by the OECD found
that, for the US economy, this can be translated to an overall
macroeconomic effect roughly twice the size, suggesting that regulatory
reform to date has increased US GDP by two pertent.

Box 1.3. Regulatory lessons from the US savings and loan crisis

The savings and loan (S&L) crisis resulted from the interaction of archaic restrictions on investment with a
changing macroeconomic environment.

S&Ls were set up in 1934 to encourage home ownership by channeling funds into residential mortgages. Deposits
wereinsured by the Federal Savings and Loan Insurance company (FSLIC).

Federal insurance created the potential problem of moral hazard. Owners of S&Ls had incentives to seek as much risk
as possible in their investments. They could borrow at a fixed interest rate and then lend at high rates, while passing
lossesto the FLSIC. To avoid this problem, S& L s were regularly audited and both the interest rates they could pay on
deposits and their eligible investments were tightly regulated. This resulted in investment portfolios composed largely
of long-term mortgages financed by short-term deposits.
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This arrangement was inherently risky but worked well in the environment of stable inflation and interest rates in the
post-war period. Problems emerged in the 1970s when inflation, and market interest rates rose, causing S&Lsto lose
deposits to banks and money market funds. Regulators responded by permitting S& Ls to pay higher rates to attract
deposits. But as inflation rose, interest rates on short-term deposits exceeded interest earnings from long-term
mortgages. Total losses were $8.7 billion in 1980-81, and 118 S&Ls failed between 1980-82 at a cost of $3.5 b
By 1982, 415 additional institutions with assets of $220 billion were insolvent.

Deregulation made the problem much worse...

The Congress and Administration faced two choices. One was to close down bankrupt institutions and leave the
FSLIC to absorb the losses. But the FSLIC had only $6.3 billion in assets, compared with estimated costs of $15-25
billion. A bailout required an injection of taxpayer funds.

The aternative was to hope the industry could grow out of the problem by restoring profitability through easing
restrictions on investments. Congress passed new legidation in 1980 and 1982 deregulating interest rates and
congtraints on investments, and loosening capital requirements and qualifications on S&L owners to encourage new
entry. Federal deposit insurance was retained and expanded. The threat of moral hazard thus became a reality. The
industry attracted so-called “high-fliers” willing to undertake high-risk investments. Nearly 500 new S&Ls came
existence between 1980 and 1986, and industry assets grew by 56 per cent, twice the rate of commercial
share of residential mortgages in S&L portfolios declined, largely replaced by loans to real estate developers

Moral hazard problems were exacerbated by other factors. First, lower capital requirements reduced the in
new capital into the weakened industry. Second, Federal deregulation caused states, which also charter s
loans, to engage in competitive deregulation. The 1981 Tax Act helped create a boom in real estate whi
large part burst by the 1986 Tax Act. Third, the regulatory system was weak. Examiners assigned to S&L
lowest salaries and poorest training and the industry was allowed greater self-regulation than commerc
National chartering and insurance functions were housed in the same agency.

...resulting in even greater losses, an expensive Federal cleanup operation and appropriate reregulation.

Instead of restoring profitability, poorly designed deregulation increased losses as many new loans went sour. The
losses were further increased by delays in confronting the problem. Congress, faced with the mounting costs of the
crisis, repeatedly delayed legislative changes or injecting needed capital. Serious clean up finally began in 1989 with
passage of new legidation (FIRREA) that established the Resolution Trust Corporation (RTC) with initial financing of
$50 billion and $55 billion in additional financing. The RTC closed down and liquidated over 700 S&Ls with over
$400 billion in assets between 1989 and 1995. The eventua cost was $160 billion, two-thirds borne by the tax payer.

The 1989 legidation contained several measures to reregulate the industry to avoid future problems. In the new
system, safety and soundness regulation is institutionally separated from industry promotion. Higher and risk-based

llion.
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anks. The

jection of
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s had the
al banks.

capital requirements are backed up by mandatory corrective action as an institutions’ capital deteriorated. The

legislation established a new deposit insurance fund with insurance premiums related to differences in risk
Congress required the insurance fund to maintain a minimum ratio of capital to insured deposits, with p
increase premia whenever this minimum was breached.

The regulatory lessons from the S&L crisis are clear:

Problems must be recognised and addressed rapidly. Use of the least cost market-based solution ¢
political support, while lowering overall costs.

Capital and deposit insurance should be risk-based to provide proper incentives.

Moral hazard problems must be avoided by having powerful independent regulatory agencies with we
examiners and strong enforcement powers and clear, transparent and well-defined accounting procedure

Finally,
pwers to

encourages

I-trained
S,

Safety and soundness regulation needs to be separated from industry promotion.
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4, ANTICIPATED EFFECTS OF FURTHER SECTORAL
REFORMS
58. Two decades of regulatory reform in the United States have not

completed the reform of sectoral economic controls. Regulations on
entry and prices still cost consumers and producers an estimated $70
billion annually, while producing few benefits (OMB, 1998). Hence,
these kinds of regulations probably substantially reduce social welfare.
Additional reforms are needed to complete reform in some sectors, and
new initiatives are needed in areas where more competition or more
efficient regulation can yield economic benefits. Reforms in the
electricity and telecommunications sectors are assessed in Chapters 5 and
6 of this report. The OECD Report on Regulatory Reform (1997)
estimated that the impact of additional sectoral regulatory reforms in
transportation, energy and telecommunications would raise |abour, capital
and total factor productivity in the economy as a whole by one-half
percentage point each. This was estimated to increase GDP by an
additional one percent, in addition to the two percent cited above.

Expansion of market forces in electricity, telecommunications and
financial services promise substantial gainsfor consumers.

59. As Chapter 5 explains, recent regulatory changes in electric
power have moved the industry nearer to full competition. In telephony,
the Telecommunications Act of 1996 is designed to introduce competition
into local service. Chapter 6 explains that this has not been easy, though
the potential benefits are large. Further reforms in these sectors, and to
some extent financia services, should have substantial effects.

* Retail competition in electricity generation and distribution will
reduce costs and prices. If retail competition is introduced in most
states, prices in some could decline by up to 20 per cent over the next
five years (OECD 1997) as cost differentials across the country
equalise. Estimates of annual savings range from $20 to $40 hillion
(0.25 to 0.50 per cent of GDP).

e Until there is competition in local telecommunications markets,
cross-subsidies will remain, costing an estimated $6 to $15 billion per
year (OECD US 1997). Crandall and Waverman (1995) estimated
that consumer benefits of full competition would range from $4 to
$30 billion, depending on the distribution of gains between
consumers and producers. The FCC estimated potential gains from
the 1996 Telecommunications Act at $3.8 to $5.4 billion annually.

e US financia services are relatively efficient. but eliminating
remaining barriers can generate small percentage cost reductions.
These could be large in absolute terms, because consumers spend
$300 billion on financial services annually.
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Box 1.4. Regulatory reform in US health care

A more carefully constructed regulatory regime for health care could improve service and reduce costs. The mgjor
motivations for health care reform in the United States are: (1) rising costs and burdens to private employers and to the
Federal government™ (2) the perception of widespread inefficiencies in insurance and delivery of services; and (3)
concern over the public costs of policy goals such as universal coverage.

Health care expendituresin the United States rose from 8.9 per cent of GDP in 1980 to 13.6 per cent in 1993, and have
remained steady since. By a variety of measures, US expenditures are much higher than in any other OECD country,
even correcting for differences in per capitaincome or medical out-comes”.

In the past, the predominant form of health insurance was fee-for-service plans, which reimbursed most health
expenditures after they were incurred. This market structure led to a large expansion in service and may have
generated incentives to develop more costly medical technology (Cutler, 1996). In response to growing price
pressures, the private sector has turned to managed care providers such as health maintenance organisations (HMOs).
The share of workers covered by such plans rose to about 3/4 in 1996 (CBO, 1997a). Because HMOs receive a fixed
fee per customer, they have strong incentives to minimise costs. Competition between HMOs, in principle, provides
incentives for service quality™.

Managed care systems are growing as a share of public health insurance, but the predominant form continues to be
fee-for-service. To increase incentives for cost reductions in the Medicare system, Congress implemented several
other reforms, principally imposing a fee schedule that reimbursed hospitals and physicians a fixed payment for each
type of treatment. 1n 1997, the Balanced Budget Act mandated that the Health Care Financing Administration extend
these systems to other types of health payments, unilaterally lowered reimbursement rates and provided additional
incentives for the elderly to choose a Medicare managed care provider. Total cost savings over five years are
projected to be about 57 per cent of 1997 expenditures.

The effects of these private and public reforms have been mixed, and the cost savings may be only temporary. The
shift to managed care providers clearly produced a one-off reduction in price levels, but effects on long-term trends
and quality of service are unclear. Managed care providers are coming under increasing pressure to improve quality,
and probably increase costs, as consumers realise that much of the savings come from a reduction in services”. The
reforms to the federal pricing mechanisms did cut the growth rate of expenditures significantly soon after their
introduction, but they have proved to be less effective in limiting the long-run rate of increase.

Health care costs and the trade-offs between cost, quality and coverage will continue to be an issue for the United
States. In terms of regulating private insurers, policy makers face a real dilemma. On the one hand, there is the
demonstrable case that fee-for-service plans generate wasteful spending on care. On the other hand, managed care
providers have strong incentives to limit services, and consumers often have little say in the health services they
receive. Thereisa case for some regulation with arecognition that limiting services can yield efficiency gains®.

In terms of reforming public health insurance, the ageing population will increase pressures for cost containment. Few
of the modifications to date will lower the long-term growth rate in costs (OECD, 1997). There are some additional
reforms the government can implement without changing the basic nature of the Medicare and Medicaid programmes.
Congress could expand competitive bidding in rate setting, and could integrate programmes to make them more cost
effective. Others have proposed dramatically increasing the share of managed care providers as a way to control
costs. A commission is now studying proposals for long-term reform of Medicare and will report to Congressin 1999.
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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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Box 2.1 Thejudiciary in USregulation

No discussion of US regulation would be complete without acknowledging the role that the courts play in regulatory

decisions. Issues that in other countries would be resolved through management and dialogue are resolved in the

United States by the courts. “The courts have played a profoundly important role in setting the limits of congres
presidential, and even judicial influence over regulatory policy-making in the agencies...the courts are empq
hear variety of challenges to regulatory decisions, ranging from the delegation of authority to agencies by Cg
the legality and fairness of agency dealings with individual regulated pattiesgal challenges to major regulatig
are the norm rather than the exception.

The role of the courts in providing an alternative to regulation is also important. In the US, private lega
complement the fragmented regulatory system, which can have several advantagesletét cacially undesirablg
behavior without unnecessarily pre-empting private initiative. It probably reduces regulatory costs and the
direct government oversight. As a system to compensate victims, it may be more precise than broader so
nets in other OECD countriés.

An assessment of the impact of the courts on regulatory quality is beyond the scope of this review, but it i
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debated. Wide opportunities to challenge regulatory decisions before the courts on procedural and substanti
in theory enables regulated citizens to challenge and hold accountable the regulatory powers of the gover
also can reduce regulatory innovation and responsiveness, while increasing uncertainty and costs.

e grounds
ment, but

As a mediator of social conflict, the US tort system has attracted heavy criticism. The US legal industry is larger than
the domestic auto and steel industries. High legal expenses and the risk of potentially large punitive damage awards in
liability cases are claimed to increase business costs unnecessarily and discourage innovation and risk tgking. The
OECD cited evidence that the number of civil cases increased by four-fold between the 1960s and the 1980$ and their
total cost have risen to 2.7 per cent of GDP, four to five times the levels found in the rest of the OECD (OECD, 1993).

But the quality of individual social regulations varies widely, and many
regulations produce more costs than benefits.

Yet many social regulations 69. The second key question is whether a country’s regulatory

are not cost-effective. There  system produces the highest possible level of benefit from the resources
appears to be the potential used to reach regulatory objectives. That is, are regulations cost-
for very large gains from effective? For most US social regulations, the answer is probably no.
further regulatory reform. Data at the micro-level suggest that there are substantial inefficiencies,

and the potential for very large gains from further reform.

More than half of federal * Research on 106 federal regulations showed that just two rules

regulations fail a benefit-cost (automatic restraints in cars and lead reductions in gasoline) produced

test. over 70 percent of total net regulatory benefits, and that more than half
of federal regulations fail a strict benefit-cost test, using the

government’s own estimates (Hahn, 18098The study suggested that
net benefits could be increased by $115 billion simply by eliminating

those rules that failed the benefit/cost test.

Redirecting regulatory * The cost-benefit ratios of different regulations differ greatly. For
activities away from low- example, safety and health regulations aimed at reducing fatality risks
priority to high-priority have saved lives at costs ranging from $10,000 to $72 billion per life
issues would have enormous saved (Morrall, 1986; Viscusi, 1992 and 1996). Redirecting
payoffs. regulatory activities from low-priority to high-priority issues would

have enormous payoffs in terms of delivering benefits at lower cost.
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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.
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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
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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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e An agency publishes a proposed rule in the Federal Register (the
federa gazette). The regulatory impact analysisis summarised.

* Thepublicisusualy given at least 30 daysto comment in writing. The
agency must consider any comments received. All comments are
made public in aformal rulemaking “record”.

* When an agency publishes a final rule, it must explain its factual and

legal basis, and how it dealt with the public comments.

Yet public consultationtends  76. Notice and comment has resulted in an open and accessible
to be adversarial and regulatory process consistent with international good practices. That said,
procedural, rather than an serious problems with consultation are rooted in the legalistic and

attempt to communicate and

adversarial tendencies of the US regulatory system. Notice and comment

find solutions. has tended to develop into a formalistic process that prevents rather than
promotes dialogue, co-operation, and communication. It can resemble
court proceedings, more focussed on legal procedure than finding
efficient solutions. An inquiry by Al Gore noted that even before the
comment period, agencies had sometimes already made their de&isions.
The key taskisto marry a 77. The key task is to marry a high level of transparency with
high level of transparency development of a less adversarial and more efficient system for
with development of a less consultation. A thorough reassessment of the notice and comment
adversarial and more process and of the effects of administrative procedures is needed. Panels

efficient system for
consultation.

of interested citizens have been successfully used in other countries as a
supplement to other forms of consultation, though their use in the United

States is hampered by inflexible statutes. Communication through the
Internet has the potential to transform access to decision-making, and

even within the current system has already increased participation.

Box 2.2. Managing regulatory quality in the United States

Ensuring regulatory transparency:

A public forward planning system for regulations allows citizens “to be a well-informed participant in th
regulatory matters that affect your life,” according to Vice-President Gofthe comprehensive Unified Agen
of Federal Regulatory and Deregulatory Actions is published twice a year, while the Regulatory Plan is g
annually as a statement of the Administration’s regulatory policies and priorities.

When draft regulations are proposed, the “notice and comment” process permits open and accessible ¢
that allows all interested voices a chance to be heard.

Once a regulation is adopted, it is easily accessible to affected entities. Final regulations are indexed and
in the consolidated Code of Federal Regulations, which is also available on-line on the Internet.

Promoting regulatory reform and quality within the administration

Reform policies are established directly by the President on the basis of his executive authority. T
President is identified as the principal advisor to the president on regulatory policy, planning and review.

Day to day centralised oversight and quality management is conducted by the Office of Management an
which is well resourced and located at the very centre of government. The OMB has a strong co-of

e
da
ublished

bnsultation

published

he Vice

d Budget,
dination,

reviewing, and reporting role in relation to regulatory reform.
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Adopting explicit standards for regulatory quality

President Clinton’s 1993 executive order requires regulators to identify the problem to be addressed and| assess its
significance, identify and assess alternatives to direct regulation, design regulation in the most cost-effedtive way,
regulate only upon a reasoned determination that benefits justify costs, avoid regulations that are inconsistent or

duplicative with other regulations, and draft regulations to be simple and easy to understand.

Assessing regulatory impacts

A federal RIA programme, in place since 1981, requires assessment of benefits and costs against s

everal key

threshold, cost-effectiveness, and benefit-cost principles. Analysis is carried out by the agencies, anhd OMB

provides quality assurance. A separate assessment of small business impacts is required by law.

The Congressional Budget Office carries out analysis of costs of bills for purposes of Congressional deb
the Unfunded Mandates Reform Act of 1995.

Toward accountable and results-oriented regulation

ate, under

The 1993 National Performance ReviMPR) aims to “to create a government that works better and costg less”

The Review recommended reforms that are similar to best practices accepted by OECD countries, includ
more innovative approaches to regulation, and consensus-based rulemaking.

ng use of

Government Performance and Results Act of 1993 requires government departments to prepare strategig¢ plans that
identify, among other issues, mission statements, strategic objectives, and performance measures. Among the

performance measures set out by regulators in 1999 are commitments by the Labour Department

o reduce

fatalities in the construction industry by 3 percent, and by the Food and Drug Administration to assure that 40
percent of domestic produce is grown and processed using good practices to minimise dangerous contamination.

Mechanisms to promote regulatory quality within the public
administration are strong.

To promote regulatory 78. Mechanisms to promote reform inside the administration are
reform, both the president needed to maintain policy coherence and keep reform on schedule. Both
and the Congress carry out the president and the Congress carry out strong regulatory oversight, the
strong oversight. president through a central office accountable directly to him, and the

Congress through oversight committees, and investigations by its
agencies such as the Congressional Budget Office.

Therole of the Office of 79. Competition between president and Congress for influence over
Management and Budget is regulatory decisions has contributed to the emergence of an unusualy
among the most powerful of centralised and hierarchical process for regulatory quality control. The
the central oversight bodies role of the Office of Management and Budget (OMB) within the
in any OECD countries. Executive Office of the President is among the most powerful of the

central regulatory oversight bodies in any OECD country. Well
resourced, expert, and located at the very centre of government, OMB is
responsible for reviewing the cost-effectiveness of major regulations, and
for management tasks of government closely linked to regulatory reform,

including preparation of the President’'s budget and legislative review.

Direct participation by OMB in these policy processes gives it
capacity to be effective in promoting broad-based reform acros
administration. Its dependence on strong presidential support to sto

the
s the

p poor

regulations supported by the line departments is evidence, however, that
administrative processes cannot substitute for strong political leadership.
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Regulatory oversight by the
Congressisincreasing, but
the effects on regulatory
quality are unclear.

The United Sates was the
first country to adopt broad
requirements for benefit-cost
analysisfor regulations.

Quantitative benefit-cost
analyses are prepared for
over 90 percent of major
social regulations, but only
18 percent of major economic
regulations.

US experience shows that
RIA, when well prepared,
helps increase the net social
benefit of regulations.

Yet substantial weaknessesin
the quality and completeness
of the analysis contribute to
wide variance in the quality
of federal regulations.

80. Regulatory oversight by the Congressisincreasing. Recently, it
has passed laws requiring that regulations be tabled in the Congress for
scrutiny and that costs of new laws on state and local governments and
the private sector be assessed. The effect of these new mechanisms on
regulatory quality is not yet clear.

The use of regulatory impact analysis as an input to decisions is more
widespread and rigorous than in other OECD countries.

81 The OECD Report on Regulatory Reform recommended that
governments “integrate regulatory impact analysis (RIA) into the
development, review, and reform of regulations.” The United States was
the first country (in 1981) to adopt broad requirements for benefit-cost
analysis (Jacobs, 1997) and is still one of only a handful of countries to
use a benefit-cost test. Such a test is the preferred method for considering
regulatory impacts because it aims to produce public policy that meets the
criterion of being “socially optimal” (i.e., maximising welfare).

82. The high priority placed on regulatory analysis reflects a belief
that regulators are not truly accountable to the electorate unless the
consequences -- the social benefits and costs -- of their actions are known.
Today, quantitative benefit-cost analyses are prepared for over 90 percent
of major social regulations, but only 18 percent of major economic
regulations. (OMB 1998, p. 44049). OMB provides quality control and
guidance for these analyses. RIA has only recently been prepared for
primary legislation as part of Congressional processes under the
Unfunded Mandates Reform Act of 1995, and its value in improving the
quality of primary legislation has yet to be proven.

83. Evidence is building that RIA, when well prepared, helps
increase the net social benefit of regulations. In 1987, EPA analysed its
experience with RIA in 15 cases and concluded that a $10 million
expenditure on RIA had reduced the costs of rules by $10 billion, or a
benefit/cost ratio of 1000 to 1. The General Accounting Office found in
1998 that that, out of 20 RIAs, 12 were used to identify the most cost-
effective approaches and that several others helped define the scope and
timing of implementation (GAO, 1998).

84. Yet weaknesses in the quality and completeness of the analysis
contribute to wide variance in the quality of federal regulations. In 1997,
OMB reported that, out of 41 regulations, only in eight cases did agencies
provide monetized benefits estimates, while cost estimates were presented
in 16 cases. Hahn (1997) found that in fewer than 20 percent of RIAs
were benefits monetized and shown to justify costs. His analysis found
important inconsistencies -- within and between agencies -- in
assumptions and methodology. These included the use of different
discount rates, the failure to present BCA in net present value terms and
wide variations in assumed benefits for reduced death and injury rates. It
also seems likely that the multiple assessments now required -- benefit-
cost analysis, small business analysis, paperwork analysis, and unfunded
mandates analysis -- are fragmenting efforts and reducing analytical
quality overall.
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Lagging regulatory
innovation and sluggish
responsiveness in social
regulation impose a hidden
drag on economic
performance.

I nnovation has been blocked
by legalistic styles, risk-
avoidance, and cumbersome
procedures.

Innovation will be boosted by
increasing attention to policy
results, using the states as
testing grounds, and learning
from other countries.

Poor quality laws limit, and
threaten to reverse, the
benefits from regulatory
reform.
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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.

86. Efforts to expand the use of innovative instruments have been
hampered by legalistic styles, risk-avoidance, and cumbersome
procedures, combined with weak accountability for regulatory results,
that discourage experimentation and learning. Initiatives include:

* A pioneering law -- the Performance Management and Results Act of
1993 -- should strengthen incentives to innovate to improve program
results. The Act requires regulators to establish concrete performance
measures and annual plans.

« Another good practice is to better use the states as testing grounds. A
1998 agreemerit gives the states greater scope to implement
innovative ideas for achieving better environmental outcomes. More
attention to good practices in other countries could also spur
regulatory innovation.

» General ruled for local air-pollution-permit trading were proposed by
the EPA to speed up use of emissions trading by the states.

At the heart of the most severe regulatory problems is the quality of
primary legidation.

87. At the heart of the most severe regulatory problems in the
United States is the quality of primary legislation. The trend toward
higher quality in delegated regulation in the administration cannot be seen
in the quality of primary legislation in the Congress. This limits, and
threatens to reverse, the benefits from regulatory reform. Strikingly,
major laws, such as the Clean Air Act, prohibit regulators from using
good decision practices. Innovation and the development of more cost-
effective policy approaches are often blocked by rigid legislation.
Rational priority-setting is difficult. The Environmental Protection
Agency “is hobbled by overly prescriptive statutes that pull the agency in
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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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CHAPTER 3

The Role of Competition Policy and Enforcement in Regulatory Reform

Competition principles are
woven tightly into the legal
framework for regulation,
and are backed up by strong
watchdog ingtitutions.

91. A robust competition policy is one of the pillars of regulatory
reform, the OECD Report on Regulatory Reform concluded. Competition
principles provide a market-oriented policy framework to guide reform,
and competition policy can be a better alternative to economic regulation
to protect consumer interests. US experience in sectoral regulation
described in Chapter 1 vividly demonstrates the positive interaction
between regulatory reform and competition policies.

Competition principles provide a market-oriented framework for
regulatory reformin the United States.

92. Regulatory reform in the United States is market oriented,
consistent with the pervasive competition doctrine underlying the Federal
use of regulatory powers. Competition principles are woven tightly into
the legal framework for regulation, and are backed up by strong watchdog
ingtitutions. Where regulation has impaired competition, the legal and
policy foundation for reform is already present. This has provided
reforms of economic regulation, ad hoc though they may be, with a stable
long-term policy framework that adds coherence, legitimacy, and
credibility to reform. This is one of the key reasons why the United
States started earlier and moved faster with regulatory reform than did
many countries.

Box 3.1. Therootsof competition policy in the United States

Government support for competition in the marketplace was formalised in the first national competition laws, the 1887
Interstate Commerce Act and the 1890 Sherman Act, which created federal powers and institutions to apply principles
derived largely from common law. The Supreme Court called the Sherman Act “a comprehensive charter
economic liberty aimed at preserving free and unfettered competition as the rule of trade,” resting on the pre
“the unrestrained interaction of competitive forces will yield the best allocation of our economic resources, th
prices, the highest quality and the greatest material progress, while at the same time providing an en
conducive to the preservation of our democratic political and social institutions.”

pf
'mise that
e lowest

vironment

US competition policy aims
to promote consumer welfare,
protect the competitive
process, and enhance
economic efficiency.

93. The US concept of competition policy is basicaly economic,
though there are complexities and occasional contradictions in objectives.
Its principal aims are to promote consumer welfare, protect the
competitive process, and enhance economic efficiency, aims also pursued
through regulatory reform. Its underlying principles assert that:

« Consumer welfare is improved by greater variety, higher quality, and
lower prices, and is protected by eliminating restraints that reduce the
impact of consumer preference in setting price and output.

e The competitive process is protected by preserving static and
dynamic conditions that discourage collusion and permit efficient
entry and innovation.
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The United Sates has strong
competition institutions and
enforcement capacities, but
they share the USregulatory
habits of complexity,
duplication, and legalism.

Crucially, transparency is
high, and enforcement
decisions do not appear to
depend on poalitical influence.

Judicial review provides a
constant process of defining
and balancing the roles of
competition policy
institutions and regulators.

But involvement of many
different regulators and other
bodies in implementing
competition policy may
increase uncertainty and
inconsistency.

» Efficiency is promoted as competition forces firms to lower costs and
respond to market signals.

Laws and enforcement capacities are strong, and provide credible
assurance that public interests will remain protected in the absence of
economic regulation.

94, The United States has strong, well-established enforcement
ingtitutions, and so many enforcement methods that maintaining co-
ordination and consistency among them is a continual challenge. The two
enforcement agencies -- the Antitrust Division of the Department of
Justice and the Federal Trade Commission -- are both staffed by lawyers
and economists, both combine policy expertise and prosecutorial duties
with political accountability (achieved in different ways), and both
implement competition policy by applying general principles case by
case. The duplication has not historically led to conflict, as the two
agencies have managed to avoid duplication and forum shopping. But co-
ordination of policies and actions imposes costs.

95. Due to indtitutional independence, a strong tradition of
professionalism, and judicial oversight, enforcement decisions do not
appear to depend on political influence. Both agencies publicise
decisions to initiate actions. Final decisions from the courts or the
Commission are amost always accompanied by detailed explanations.

But there are concerns that, when the agencies settle a case without atrial,

public explanations give little guidance on how doctrines are devel oping.

In some respects, notably concerning the time and expense of their
procedures, the agencies’ own regulatory process may be improved.
Unnecessary delay has long been a concern about competition cases.

96. Competition policy illustrates the important role of the courts in
establishing and coordinating national regulatory policy. The meaning of
the basic competition laws is determined principally by a common-law
process in which courts are the highest authorities. The courts also play
important roles in interpreting the laws that establish regulatory
programs. The mediating role of the judiciary helps keep US competition
policy coherent, despite multiple participants and laws. Judges may be
required to acknowledge and accommodate many objectives and effects
of different legal aims. The result is a constant process of defining and
balancing the roles of competition policy institutions and those
responsible for economic and social regulation. The increasing influence
of judges with an economic perspective has reinforced the economics-
oriented antitrust policy of the last 20 years.

97. The breadth of support for competition principles has diffused
responsibility for implementation. Because so much US economic policy
is based on competition, many different regulators and other bodies, in
both federal and state governments, implement competition policy. Such
wide diffusion risks weakening competition policy by increasing
uncertainty. Duplication and second-guessing are virtually inevitable.
Resources expended on co-ordination could be better applied to analysis
and enforcement.
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Competition enforcement policies are stringent, credible and well-
designed to deal with potential market abuses in the aftermath of
regulatory reform.

Anxiety about reform and 98. Competition enforcement tools are among the most stringent in
deregulation has been to OECD countries. Anxiety about reform and deregulation has been to
some extent overcome by the  some extent overcome, by the credibility of competition law enforcement.
credibility of competitionlaw  Agreements among competitors about the critical competitive dimensions
enforcement. of price and output can be treated as crimes, subject to felony penalties of
high fines and imprisonment. The effect or reasonableness of the prices
or market divisions agreed on is not relevant; such agreements are illegal
per se. Other kinds of horizontal agreement may also beillegal, but their

legality depends on the outcome of the “rule of reason” test, that is, on a
review of net competitive effects. Sanctions for violation are unusually
harsh, a factor that may be a potential handicap when applied to conduct
that had been permitted, or even required by other government regulation.
High penalties encourage claims for exemption, special treatment, or even
regulation as a substitute for competition enforcement. Recognising the
risk of disproportion, the agencies have brought most actions against
horizontal constraints in regulatory settings as civil, not criminal, cases.

Box 3.2. Competition policy and enforcement support regulatory reform

The law on horizontal agreements has often been used to ensure that deregulated industries become competitive. After
airline deregulation, executives attempting to fix prices were indicted.”” Another suit stopped concerted practices by
which airlines tried to establish or maintain price agreements by signaling through computer networks.® Tariff bureau
agreements about trucking rates were challenged as horizontal price fixing.” A non-compete agreement between
cable TV firms was challenged as market division.”

Self-regulation has been a particular target. Competition law has been used to break down “ethical” constraints that

professionals and other service providers have imposed on themselves, typically via their trade associations. The
seminal action was the Federal Trade Commission’s successful complaint against the American Medical Association

for banning price advertising and contracting pracfic8sores of other actions followed.

Concerning vertical relationships, state-level regulations mandating exclusive sales territories or protecting dealers and
franchisees against contract partners or competitors have been challenged. In health care markets, gompetition

enforcers have sued to eliminate price protection clauses where their net effect may be to discourage entry

and price

reductions. And agency advocacy has criticised proposals to force medical coverage plans to admit “any willing

providers” as contract parties, because the requirement is likely to dampen competition for lower prices.

Mergersare handled flexibly — 99. Mergers are handled flexibly so that competition authorities can
so that competition tailor their actions to the market structures of different sectors. Mergers
authorities can tailor their and combinations, including joint ventures and open market acquisitions,
actions to the market are covered by the Clayton Act. In part because the statutory test is

structures of different sectors. phrased explicitly in terms of competitive effect, merger law is perhaps
the purest expression of the economics-based approach to competition
policy. Markets are defined based on data about actual and likely cross-
elasticities and substitution responses. Assessment of likely effect
depends critically on the long-term significance of entry. Possible entry
by a firm that could exit quickly, at no cost, is treated differently than
possible entry by a firm that would have to commit sunk resources.
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Different treatment of entry can be significant in regulatory settings.
Hurdles faced by a “facilities-based” competitor could be higher than
those faced by a reseller of an incumbent’s basic service.

Access to essential facilities 100. In network industries, law enforcement has ensured access to
has been enforced in network  “essential facilities” in regulatory settings such as telecommunications
industries. and electric power (see Box 3.3).

Box 3.3. Competition enforcement to restructure network monopoly

A Sherman Act monopolisation case, filed in the 1970s, restructured the national telephone system. The consent
decree issued in 1982 separated manufacturing, long distance, and local service operations. The basis for the action
was the incumbent monopolist’s efforts to exclude competitors in equipment and long distance services. The judge
considered public comments about how the proposed divestiture would affect other regulatory requirements,|including
the responsibilities of state-level regulatBrBut the consent decree led to prolonged, continued controversy, |about

the respective competences of the judge, the Antitrust Division, and the sectoral regulator to implement further
reforms in telecommunications.

Private litigation hasplayed  101. Private litigation has played a significant role in competition

agignificant rolein policy and regulatory reform by supplementing government enforcement.
regulatory reform but thisis  Private enforcement, through suits for treble damages or injunctions, has
not a substitute for been available since 1890. But the cost and uncertainty of private
determined gover nment litigation mean that this is not a substitute for determined government
action. action. Treble damages and attorneys’ fees awards were included in the

law to compensate for the high cost and risk of taking on a firm that is
often the plaintiff's supplier or major competitor. However, now that
class actions are available to aggregate many small claims, and criminal
fines have greatly increased, it may be worth reconsidering whether
awarding exemplary damages in antitrust cases is still a sound policy.

Box 3.4. Privatelitigation and regulatory reform

Private litigation played a significant role in deregulating professional services. The landmark case of Goldfarb v.
Virginia Sate Bar applied the antitrust laws for the first time to the professions. The Supreme Court held that
minimum fee schedules for lawyers, adopted by a county bar association and enforced through disciplinary action by
the state bar, constituted private, anti-competitive activity. This decision opened the way to private litigation and
government enforcement challenging restrictions on professionals’ business practices.

Enforcement is complemented by strong advocacy by competition
authorities to promote regulatory reform.

102. US competition agencies have been unusualy active in
promoting competitive, market methods and outcomes in policy- and
regulatory processes. Their advocacy contributed to the first major
deregulation successes in airlines and natural gas and continued with
trucking, communications, broadcasting, and electric power. Advocacy
interventions in recent years have included:

« Price and rate regulations affecting long distance telephone service,
liquor distribution, and marine pilotage.



Dealing with both
competition and consumer
protection in the same
organisation allows closer
integration of the two
complementary policies.

Many special industry rules,
sectoral regulators and
exemptions constrain
application of the
competition laws.

Some sectoral regulatory
programs harmonise
reasonably well with general
competition laws, but some
fall short.
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e Entry in such contexts as allocation of airport landing and take-off
privileges, certified public accounting, local multipoint telephone and
video distribution services, automobile sales, and conveyancing.

e Output regulation such as television’s prime time access rules, must-
carry rules for television retransmissions by satellite and open video
system, and restrictions on collision damage waivers for automobile
rentals.

e Limitations on forms of practice, such as rules against commercial
relationships by optometrists and veterinarians with non-professionals
and against linkages between cemeteries and funeral establishments.

103. The level of advocacy activity declined in the 1990s, probably
because the easier battles at the federal level have been won. Today, the
Antitrust Division concentrates advocacy almost entirely on federal
agencies and departments, while the FTC addresses about half of its
efforts to state and local issues.

Competition policy is closely integrated with consumer policy,
reinforcing a virtuous circle of market initiative and openness.

104. Antitrust and consumer protection policies are complementary

tools for achieving the benefits of market competition, and the FTC is

responsible for both policies. The general competition law is intended to

ensure that markets provide consumers with an appropriate range of
options, while the general consumer protection law is intended to ensure
that consumers can select freely and effectively from the options offered
in the market. Having both responsibilities in the same organisation

allows closer integration of the two complementary policies.

Application of competition principles has sometimes been undermined by
conflicting regulatory policies exempted from competition law.

105. In the US legal system, competition policy often enjoys priority
over regulatory policies. Exercise of authority by another regulatory
body will not usually displace competition law. If Congress wants to
exempt conduct from competition law or apply special rules, it must say
so clearly. It has done so, often. A surprisingly large number of special
industry rules, and sectoral regulators and exemptions constrain
application of the basic competition laws.

106. Most national regulation that fixed prices, limited output,
reduced quality, divided markets or constrained entry has been
eliminated. Many of the remaining sector-specific agencies apply
competition policies consistently with the competition agencies. But
there is room for more progress. Remaining differences in treatment may
not be clearly justified by compelling public interests. The transport
sector offers several examples (see Box 3.5). Trucking has been free of
nearly all economic regulation since 1995, when Congress pre-empted the
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remaining state-level regulations. But pockets of regulated immunity
remain, the most troublesome being the exemption and economic
regulation of household goods removal. There was concern that reform
would leave the industry’s consumer protection rules unenforceable
protecting consumers does not require permitting movers to agree

. But
not to

compete. Industry collusion may mean that individual consumers,

lacking the information or bargaining power of larger customers,
receive poorer service or pay too much.

may

Box 3.5. Sectoral problemswith special merger authority

Deregulation of air transportation was a success of competition-based reform. The government-enforced cartel was
dismantled in the late 1970’s and the regulatory agency was abolished in 1985. But the Department of Tran
(DOT) retained exclusive jurisdiction over mergers among domestic airlines until 1989. DOT approved esse
of the transactions it reviewed, apparently under the belief that new entry would prevent any exercise d
power. Economic studies have shown that, where these combinations led to eliminating rivals an

concentration at several hub airports, prices were significantly higher because passengers had fewer choices.

The rail freight system has been substantially deregulated since 1980. But the Surface Transportation Bo
authority over mergers, and it has power to correct complaints about railroads’ exercise of market power.
STB approved the largest merger in US rail history, between two of three major railroads in the western Unitg
The Antitrust Division urged the STB to reject the merger, because the divestitures required to fix the t
competition would not be worth the effort. But STB approved the merger with minor conditions. Within
severe and persistent operating problems and capacity limitations developed on the merged system.
apparently believed that its own regulatory interventions could remedy market power problems. But STB’s g
response to the crisis were tentative, and did not solve the problems.

These failures show the hazards of fragmenting competition policy enforcement among sectoral regula
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bankruptcies, and invited new combinations, concerns over the long-term implications of restructurings are

fundamental changes in the deregulated industries attracted new entrants, stimulated reorganisatiois, forced

heightened. Oversight would probably be better performed by the agency with broader background and perspective.

Whereregulatory programs ~ 107. In other sectors, notably energy and telecommunications,
co-exist with general regulatory programs have co-existed with the application of general
competition laws, competition laws. And in those sectors, the introduction of competition
introduction of competition principles through the regulatory process appears to be proceeding better.
principles appears to be The courts have instructed the regulators to include competition policy in
proceeding better. their application of regulatory statutes. Congress has also supported the

move toward deregulation, and the competition agencies have encouraged
these moves, offering advice and assistance.

108. Special rules about other sectors show more complex
relationships. In banking, overlapping laws and specialised regulators
institutionalise the balancing of competition policies against policies on
liquidity, solvency, and safety. Consistency in the application of
competition principles is accomplished, somewhat inefficiently, by the
threat that the competition agency will act independently, and by the fact
that decisions are subject to review and correction by general jurisdiction
courts. In agricultural sectors, a special competition regime appliesto co-
operatives, and another to meat-packing, while Depression-era legislation
permits the Secretary of Agriculture to issue marketing orders, with the
practical effect of enforcing cartels.

46



Many exemptions and special
rules respond to pleading by
industry interests.

The US exempts gover nment
entitiesinvolved in
commercial operations from
competition law.

The “state action doctrine”
exempts private anti-
competitive conduct from
antitrust law if the conduct is
explicitly authorised by state

policy.

Anti-competitive state and
local legislation reduce the
benefits of federal regulatory
reform, and may delay reform
in telecommunications and
eectricity.
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109. Many exemptions and special rules obviously respond to
pleading by industry interests. Indeed, most of these were enacted after

the beneficiaries were found liable for violating the law. The business of
insurance is not subject to competition law if it is regulated by state law.

A special law substantially immunizes the soft drink industry’s vertical
manufacturing and distribution structures. Some sports leagues are
permitted to pool the rights to broadcast their games, in order to sell them
as a package to broadcast networks without antitrust liability. And
otherwise competing newspapers may enter joint operating arrangements,
if all but one is in probable danger of financial failure.

110. One protected “special interest” is the government itself. The
United States does not submit government entities involved in
commercial operations to its competition law. This exemption, unusual in
OECD countries, may be significant for government owned power
systems, hospitals, and port authorities affected by regulatory reform.

State regulations that impede competition are numerous, and can slow
adjustment in key sectors.

111 Another major set of exemptions arises from the US
commitment to federalism. The “state action doctrine” exempts private
anti-competitive conduct from antitrust law if the conduct is explicitly
authorised by state policy. Decisions applying this doctrine have
permitted anti-competitive state regulation of transportation, hospitals,
health care and other professional services, retail distribution, utilities,
residential and commercial rent, and other areas. The doctrine
demonstrates that national competition policy, though privileged in
relationship to US national regulatory policy, may be less important than
some other political values, in this case federalism.

112. The state action doctrine permits anti-competitive state and
local legislation that reduces the benefits of federal regulatory reform.
State regulation and special legislation may delay reform, not only in

professional services and distribution, but also in telecommunications and
electric power. The doctrine and anti-competitive state laws that impair
competition affecting interstate commerce are within the power of

Congress to correct by federal legislation.
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CHAPTER 4

Enhancing Market Opennessthrough Regulatory Reform

113. Market openness further increases the benefits of regulatory
reform for consumers and national economic performance. Reducing
regulatory barriers to trade and investment enables countries in a global
economy to benefit more fully from comparative advantage and
innovation. With the progressive dismantling of traditiona barriers to

trade, “behind the border” measures are more relevant to market access,
and national regulations are exposed to unprecedented international
scrutiny by trade and investment partners. Regulatory quality is no longer
(if ever it was) a purely “domestic” affair.

US domestic regulation is largely consistent with market openness
principles, which has boosted trade and inward investment.

USdomestic regulation 114. Maintaining an open world trading system requires regulatory

contributes to one of the styles and content that promote global competition and economic

OECD’s most open national integration, avoid trade disputes, and improve trust and mutual

markets for global trade and confidence across borders. US domestic regulation is largely based on

investment. these principles, and contributes to one of the OECD’s most open national
markets for global trade and investment. Moreover, competition and
market openness in the United States promotes good regulation elsewhere
through international competition, demonstration, and persuasion.

The benefits for the United 115. The benefits for the United States are considerable. Market-

Sates are considerable. opening regulation promotes the flow of goods, services, investment and
technology between the United States and global commercial partners.
Expanded trade and investment generate consumer benefits (greater
choice and lower prices), raise the standards of performance of domestic
firms (through the impetus of greater competition), and boost GDP.
Some US regulators have recognised the potential gains to be won from
market-opening regulatory reform. In telecommunications services, the
FCC expects that “competitive forces will soon result in higher quality,
lower priced, more innovative service offerings”.

The country’s rank as the 116. The country’s rank as the world’s largest host of foreign direct
world’s largest host of investment underscores the openness and value of US investment
foreign direct investment policies. US policy is to regulate inward investment activity as little as
underscores the value of US possible, and there is no single statute governing foreign investment.

policy to regulate inward While a host of federal, state and local laws governing such matters as
investment activity as little as anti-trust, mergers and acquisitions, wages and social security, export
possible. controls, environmental protection, health and safety have a significant

impact on investment decisions, most of these are applied in a non-
discriminatory fashion.



Thereisavirtuouscircle:
good regulation at homeis
good regulation for open
markets...

...and, in turn, market
openness encourages
domestic regulatory reform.

But expansion of social
regulation at federal, state
and local levels presents new
challenges for trade and
investment.

Concernsthat trade
liberalisation reduces
regulatory protections
demonstrate the need for
coordination between market
openness policies and reform
aimed at cost-effective
domestic regulation.
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The US experience demonstrates the close and supportive relationship
between quality regulation, competition, and market openness.

117. US experience supports the proposition that good regulation at
home is also good regulation for open markets. Reform of economic
regulation has yielded opportunities for foreign traders and investors,
though further progress in major sectors such as telecommunications and
electricity is needed, in particular with respect to licensing requirements.
Cost-efficient regulation and the search for greater analytical rigour in
assessing the costs, benefits, and effects of proposed regulations supports
legitimate domestic policies, but can also be market-opening. Likewise,
the pro-competition policy stance in domestic markets results in
regulation that is, on balance, trade and investment neutral.

118. The converseis also true: market openness encourages domestic
regulatory reform as domestic firms find themselves in need of
international rules and efficient regulation to compete with foreign firms.

1109. Expansion of socia regulation at federal, state and local levels,
discussed in Chapter 2, presents new challenges for ensuring that
legitimate domestic policies on health, safety and the environment do not
unnecessarily restrict trade and investment. A range of initiatives to
improve the quality of domestic regulation against benefit-cost, cost-
effectiveness, and results tests (Chapter 2) has benefited foreign and
domestic firms alike. For example, efforts at federal and state levels to
streamline government formalities and “red tape” should benefit foreign
traders and investors in the US market.

120. Concerns are expressed in the United States that, with trade
liberalisation, competitiveness pressures could erode government
capacities to maintain high regulatory standards. This problem is not
discussed in detail in this review, but OECD studies (OECD, 1998, 1995,
1994) suggest that trade liberalisation can in some cases be a positive
agent for improvement of social policies. In the absence of effective
social policies, however, increased economic activity from trade
liberalisation might indeed cause problems. These concerns demonstrate
again the need for careful coordination between market openness policies
and regulatory reform aimed at cost-effective domestic regulation.

Box 4.1. The OECD efficient regulation principlesfor market openness

To ensure that regulations do not unnecessarily reduce market openness, “efficient regulation” principles should be

built into domestic regulatory processes for social and economic regulations, and for administrative formalitigs. These
principles, described ifhe OECD Report on Regulatory Reform and developed in the OECD’s Trade Committee,
have been identified by trade policy makers as key to market-oriented, trade and investment-friendly regulatjon. They

are similar to the principles of competition and cost-effectiveness on which current US regulatory reform

s based.

This review does not judge the extent to which the United States has complied with international commitments, but
assesses whether and how domestic regulations and procedures are consistent with these substantive prindiples.
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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)

. US
I —e— OECD average
} } } I } }

Transparency Non- Avoidance of Use of Recognition of Application of
discrimination Unnecessary International Equivalence Competition
Trade Standards Principles
Restrictivenesss
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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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The United States makes
effective and good faith
efforts to share information
about preferential
agreements to those
interested.

Overtly discriminatory
regulation israre, but
discriminatory elementsin
regulation for maritime
transport, domestic air
services, and trucking
cabotage block foreign
participation.

Discriminatory regulatory content is rare, however, there are enduring
exceptions.

125. Preferential agreements give favourable treatment to specified
countries and are thus inherent departures from two core principles of the
multilateral trading system -- Most-Favoured-Nation (MFN) and National
Treatment (NT). To reduce discriminatory impacts, third countries need
access to information about their content and operation to make informed
assessments of impacts on commercial interests. The United States, party
to two free trade agreements® and a network of bilateral investment
agreements, makes effective and good faith efforts to share this
information as widely as possible. Information is readily available
through many avenues. Generally, information on actions to be taken by
the United States and requests for comments on proposed actions are
published in the Federal Register and made available by US agencies
through press statements, fact sheets, or the Internet. Submission of
information to the WTO and both FTAs improve transparency through
public notice.

126. Overtly discriminatory regulation is rare. Regulatory reform
has eliminated many opportunities for discrimination. However, there are
enduring exceptions.  Discriminatory (nationality-based) elements in
regulatory structures for maritime transport services, domestic air
services, trucking cabotage, and operation of power facilities preclude
foreign participation. US commitments in the WTO Financial Services
Agreement grandfather deviations from the non-discrimination principle.
Nationality-based restrictions in important sectors have been in place for
long periods, suggesting the need for a comprehensive review of
prevailing measures and their economic rationales. As seen in Box 4.2,
subfederal regulation also risks generating discriminatory effects.

Box 4.2 Subfederal regulation and market openness

Chapters 2 and 3 describe how US regulation is a complex mix of federal, state and loca rules and enforcement
procedures. Regulation at subfederal levels violates the principles of efficient regulation more often than does federal
regulation. Sustaining and increasing market openness in the United States will require additional effortsto embed the
principlesinto these levels of government.

* Inal992 case involving federal and state measures for alcoholic and malt beverages, a GATT panel found that
Canadian producers were discriminated against by state regulatory requirements on listing and delisting, beer
acohol content, distribution to points of sale, transport into states by common carriers (as opposed to
transportation of a product by a producer or wholesaler in its own vehicle), and licensing fees®

e Some states require direct branches or agencies of foreign banks, but not bank subsidiaries of foreign banks, to
register or obtain licenses in order to engage in some banking activities. Some states restrict various commaodities
transactions by foreign bank branches and agencies, but not by other depository financial institutions.
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e Government procurement laws at the state and local level contain “Buy American” and “Buy Local” provisions
similar to those contained in the federal Buy American Act which give preferential treatment to domestigally and
locally produced goods. These provisions are superseded by non-discrimination commitments under |the WTO
GPA, when applicable. In addition, some states (California) have amended their laws to prevent preferential
treatment. However, since state governments account for roughly half of US public purchases, considerable
scope remains for discriminatory purchasing practices.

e State procurement laws can also take on an extraterritorial dimension in support of broader policies. | In 1996,
Massachusetts enacted a law regulating state contracts with companies doing business with or in [Myanmar.
According to a trading partner, the state government created a “restricted purchase list” of companies that meet a
set of “negative criteria” stipulated in the law. In principle, companies so identified would be barred from|bidding
on state contracts or, when allowed to bid, subject to less favourable terms. In November 1998, the US District
Court found the law to be unconstitutional as it impinged on the exclusive authority of the federal government to
regulate foreign affairs.

Source: GATT Basic Instruments and Selected Documents; 1998 Report on the WTO Consistency of Tradée Policies
by Major Trading Partners, Industrial Structure Council, Japan.

There are gaps in the measures taken to avoid unnecessary trade
restrictiveness of regulations.

127. To avoid unnecessary trade restrictiveness, regulators should
assess the impact of regulations on international trade and investment;
consult trade policy bodies, foreign traders and investors in the regulatory
process; and ensure access by foreigners to dispute settlement.

The regulatory impact 128. In the United States, the principal tool for measuring the effects

analysis program does not of proposed federal regulations is regulatory impact analysis, or RIA (see

assessregulatory impactson  Chapter 2), based on benefit-cost and cost-effectiveness principles. The

inward trade and investment. RIA programme does not, however, require assessment of regulatory
impacts on inward trade and investment. Hence, information on potential
impacts on trade and investment is most likely to surface during the
public comment phase, which is open to foreign and domestic parties.
The onus is on foreign firms to make their concerns known. Their
capacity to do so is thus closely linked to regulatory transparency. Too,
the RIA mechanism does not cover the rulemaking activities of the
independent federal commissions.

Thereisahighrisk that the 129. A second line of defenseis also weak. OMB and USTR consult
trade-restrictive effects of a informally when questions arise with respect to regulatory compliance
regulation will be identified with WTO commitments. Proposed regulations with no obvious impacts

only after damage has on international obligations would normally escape scrutiny. OMB staff
occurred, and trade frictions  are not trained to assess the trade effects of proposed regulations. USTR
have arisen. is neither mandated nor staffed to review the 4000 federal regulations

proposed each year for adverse effects on inward trade and trade-related
investment. Under this system, there is a risk that the trade-restrictive
effects of a regulation will be identified only after damage has occurred,
and trade frictions have arisen.

Differing standards and duplicative certification procedures between
the United States and trading partners reduce trade flows.
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Arelatively low use of
international standardsin the
United Satesis a cause of
trade frictions.

Increased USreliance on
third party certification and
on international standards as
the basis of domestic
regulationsis promising.

Progress has been madein
recognising the equivalence
of regulatory measures and
conformity assessment.

130. The United States has produced many standards widely used in

the global market, but trading partners point to a relatively low use of
international standards in the United States as a cause of trade frictions.

The European Commission contends that “the relatively low use, or even
awareness, of standards set by international standardising bodies” is a
problem in the United States, and that although a “significant number of
US standards are claimed to be ‘technically equivalent’ to international
ones, and some are indeed widely used internationally, very few
international standards are directly adopted”. In some cases, “US
standards are in direct contradiction to thém.Trading partners also
complain about what is perceived to be an extremely complex system for
public and private, federal and sub-federal standard$ey criticise the
latitude of private quality assurance organisations, such as the
Underwriters Laboratories, to impose -- and modify frequently and
unpredictably -- the use of non harmonised standards.

131. The poor performance of the United States on the OECD trade
friendly index with respect to the use of international standards (see
Figure 1) is, however, somewhat misleading, since many US standards
have a de facto international application. Recent moves to increase US
reliance on third party certification and on international standards as the
basis of domestic regulations are promising.70 Better US participation in
international standards development is also needed. International
standards are often developed without adequate US input or
representation, and the US administration is concerned about effects on
competitiveness Complex standardisation and conformity assessment

procedures should be streamlined to improve market openness.

In recognizing the equivalence of regulatory measures in other
countries, US policy ismoving in theright direction.

132. The United States has made progress in recognising the
equivalence of trading partners’ regulatory measures and results of
conformity assessment:

« Unilateral approaches are used in some cases, such as the Department
of Transportation’s self-declaration of conformity with safety
standards for the automotive sector.

e The US-EC MRA signed in May 1998 provides a framework for
recognition of conformity assessment procedures for several products
(telecommunications equipment; electromagnetic compatibility;
electrical safety; recreational craft; pharmaceutical good
manufacturing practice; and medical devices).

* Regional trade agreements have been a useful mechanism. Chapter 9
of NAFTA requires partner countries to “accredit, approve, license or
otherwise recognise conformity assessment bodies in the territory of
another Party” on a national treatment basis without requiring further
negotiation.
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e The 1998 EU-US Transatlantic Economic Partnership aims to
improve regulatory co-operation in manufactured goods; agriculture;
services, electronic commerce; and intellectual property rights.

Application of competition principles from an international perspective
are broadly satisfactory.

Foreign firms generally enjoy  133. US procedures for initiating and advancing complaints about

non-discriminatory treatment  alleged anti-competitive regulatory or private actions are satisfactory

to pursue competition cases.  from the perspective of market openness. Though different procedures
may introduce uncertainties into the handling of particular complaints,
foreign firms generally enjoy non-discriminatory trestment to pursue
cases along the track they seefit.

Box 4.3. USsocial regulation and trade

Socia regulations aim to protect public interests such as health, safety, and the environment, the interests of
consumers and vulnerable social groups. These policies fall within the realm of national sovereignty. While social
regulations may not be expressly discriminatory or trade-restrictive, their design or implementation may introduce de
facto barriers to trade. In most cases, measures can be taken to regulate effectively while not unnecessarily affecting
market openness. The following examples illustrate the trade implications of some US social regulations as seen by
some trading partners.

Environmental Regulations:. A WTO case involving reformulated gasoline shows how some environmental
regulations can have trade impacts. Under alaw requiring that only “reformulated gasoline” be sold in highly pollut
areas, the Environmental Protection Agency issued regulations on the composition and emissions effects of

ed
jasoline to

improve air quality. In the regulations for reformulated gasoline, EPA methodology for determining domestic

refiners’ baselines was based on quality data and volume records for 1990, while most importers (als
refiners) were required to use a different baseline set by the EPA. Levels required of foreign refiners wer

b foreign
e seen as

more difficult than those required of US refiners. Venezuela and Brazil successfully argued in the WTO that these

regulations violated the principle of national treatment. In 1997, EPA removed the discriminatory elemer
regulation.

Health regulations: The 1990 Nutrition Labelling and Education Act requires certain products to be labellg
respect to content, but some trading partners have alleged that the rules differ from international labelling
established by the Codex Alimentarius. Additional state-level requirements may apply to agriculture and food

Plant health regulations. Phytosanitary regulations for fruits and vegetables set by the Department of Agri
(USDA) are viewed by some foreign producers as unnecessarily burdensome. Exporters seeking entry
market for commodities that may carry pests or diseases must pay for all USDA expenses to research ar
quarantine treatments for products. Shipments of the fruit or vegetable may be subject to an inspection proc
the country of origin and the US port of entry.

Consumer protection regulations. The American Automobile Labelling Act requires passenger vehicles and
trucks to bear labels indicating the percentage of value added in the United States and Canada. The inten
consumers make informed decisions. But some foreign competitors see the lade dacta “Buy American”
provision. Other features of the law, such as methodology for calculating US content of cars produced b
automakers within the United States, are viewed by some trading partners as expressly discriminatory.

t of the

d with
standards
imports.

culture

o the US
d approve
PSS in both

light
t is to help

y foreign

Principal Sources. 1998 Report on the WTO Consistency of Trade Policies by Major Trading Partners (Industrial

Structure Council, Japan); EU Sectoral and Trade Barriers Database; US Trade Barriers to Latin American
1996 (UN Economic Commission for Latin America and the Caribbean); Opening Doors to the World: C

EXports in
anada’s

International Market Access Priorities — 1998.
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Closer working relations
between OMB and USTR
processes could avoid
regulatory problems long
before they surfacein the
market.

Closer coordination between OMB and USTR oversight of regulatory
quality could enhance complementarity between trade and domestic
policies.

134. One reason that domestic regulations sometimes surface as trade
irritants is the failure to identify problematic regulations early in the
process. The quality management process for regulation described in
Chapter 2 -- based on quality principles and oversight by the Office of
Management and Budget -- does not require explicit consideration of
trade impacts. The Office of the US Trade Representative (USTR)
oversees implementation of transparency provisions relating to US
obligations, and those on non-discrimination; national treatment;
prohibition of unnecessary obstacles to trade; use of international
standards, recommendations and guidelines; and considerations of
equivalence. USTR is not directly concerned with the making of
domestic regulations on a day-to-day basis, but closer working relations
between OMB and USTR processes could promote the efficient
regulation principles, enhance complementarity between trade and
domestic policies, and avoid regulatory problems long before they surface
in the market.

135. Trade and investment friendly regulation can be compatible
with strong regulatory protections. High-quality regulation can be trade-
neutral or market-opening, coupling consumer gains from enhanced
market openness with more efficient domestic policies in areas such as
the environment, health and safety. But it is doubtful that this can be
achieved in the absence of purposeful, government-wide adherence to the
principles of efficient regulation. Avoiding the potentially restrictive
effects of domestic regulation through more focused attention to these
principles would benefit US consumers and economic performance.
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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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Box 5.1. Diversity of electricity generation among states

The type of generation varies greatly among areas of the United States. The Pacific Northwest has overwhelmingly
hydropower, the Midwest overwhelmingly coal, the mid-Atlantic coal and nuclear, and the Northeast a mix of coal,
oil, and nuclear. This heterogeneity results in a range of average state prices,” hence of stranded costs, and the pattern

of public ownership (since, in the United States, large water control projects are, historically, publicly owned).

Geographic distribution of generation by energy source

1997 Net Generation by Energy Source

(per centage)
Census Division Terawatt-hours  Coal Petroleum Gas Hydro Nuclear Other
New England 73.0 26.2 30.8 14.1 6.4 225
Middle Atlantic 308.4 434 35 7.6 9.4 36.0
East North Central 520.0 79.9 0.4 12 0.8 17.7
West North Central 253.4 74.9 0.5 15 6.7 16.4
South Atlantic 633.4 60.3 4.7 6.0 2.0 27.0
East South Central 3315 70.1 0.9 2.0 7.3 19.7
West South Central 429.9 494 0.2 334 1.9 15.1
Mountain 282.1 69.0 0.1 39 16.6 104
Pacific Contiguous 273.7 31 0.1 139 69.3 13.6
Pacific Noncontiguous 12.7 19 66.1 23.8 8.2 0
US Total 31255 57.2 25 9.1 10.8 20.1 0.2

Source: U.S. Department of Energy, Energy Information Administration 1998d, Tables 7 to 13.

To ensure “fair” access to

A central challenge of reform is to encourage competition in power
generation and supply by ensuring fair accessto the grid...

141. Effective competition among generators requires that competing

the grid, utilities are required generators have non-discriminatory access to the transmission grid.

to offer competing firms the
same information and
services available to their
own generators. But
competition authorities

Vertically integrated utilities are increasingly required to separate power
generation from transmission and distribution. FERC rules limit
discrimination by requiring utilities that own transmission facilities to
offer competing generators the same information and services that they
give to their own generators. But US competition authorities recommend

recommend deeper
“operational” separation.

“operational” separation or “structural” separation (divestiture) over
“functional” separation. They argue that functional separation leaves in
place both incentives and opportunity for utilities to discriminate against
competitors, and that regulatory oversight to detect problems, such as

Divestitureis constrained by
private property rights, so
some states provide powerful
financial incentives for firms
to sell off their generation
capacity.

subtle reductions in quality of service to competitors, is difficult.
...preferably through divestiture of some generation assets...

142. Divestiture of generation from transmission eliminates both the
incentive and the opportunity to discriminate. It also reduces
concentration in power generation. Yet divestiture is constrained by the
rights of private property, and the legal tools to mandate divestiture are
not yet in place. Many regulators are not empowered to order divestiture.
To avoid these limitations, some states, such as California and Arizona,
provide powerful financial incentives for firms to sell off some or all of
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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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The effectiveness of this new
ingtitution is not yet proven.

Several states already permit
end-users to choose their
electric power supplier, and
Federal reforms, if adopted,
would permit all end-usersto
choose their electric power
supplier by 2003.

Mitigation, measurement,
and compensation of
stranded costs was an
essential condition for
launching market reforms.

Estimates of magnitude vary
widely, but a likely mid-range
is US$135 hillion to US$200
billion. The decision about
who pays isimportant for
political and consumer
support for reform.

147. States are experimenting with different approaches, too. Some
I SOs perform many functions, such as managing transmission tariffs and
the spot market. Others limit their function to managing the transmission
grid. Theinstitutional structure of 1SOs is evolving with experience. No
SO has operated long enough to show whether this new institution will
deliver on its promise, to maintain reliable and efficient operation while
preventing anti-competitive discrimination.

The second major reform with potential for substantial consumer gains
isintroduction of retail-level competition at state levels.

148. The second major reform is promoting competition to supply all
end-users. This “retail” competition (or “full end-user choice”) is
allowed, but not required, under federal law, and is a matter of state
regulatory policy. Several states already permit end-users to choose their
electric power supplier. End-user choice provides generators with greater
incentives to compete. As of July 1998, Massachusetts, California, and
Rhode Island (partially) had introduced retail competition, nine other
states had enacted laws leading to retail competition (by dates ranging
from 2000 to 2004), and several others were advancing. A federal reform
proposal would permit all end-users to choose their electric power
supplier by 1 January 2003; however, it would permit individual states
(and certain non-regulated utilities) to opt out if, after a public
proceeding, they find that another policy would better serve consumers.

149. The prices end-users pay have been regulated, for the most part,
by the state public utility commissions. Most states provide a transitional
price-cap for residential consumers. In California and Massachusetts, for
example, for several years after open access the maximum residential
price is to be ten percent below the former regulated price.

The third major reform element is to resolve disputes about private
property rights through policies on “stranded costs”.

150. Mitigation, measurement, and compensation of stranded costs
was an essential condition in the United States for launching market
reforms. Stranded costs are unamortised costs, prudently incurred under
the prior regulatory regime, that will not be recovered in a market
environment. They are due mostly to investments in nuclear generation
and in long-term power purchase agreements. Compensation for stranded
costs reduces the incumbent firms’ incentive to resist competition.

151. The distribution of stranded costs and benefits has important
wealth effects, so the decision about who pays for stranded costs is
important for political and consumer support for reform. Estimates of
their magnitude vary widely, but a likely mid-range is US$135 billion to
US$200 billion. These figures are sensitive to assumptions about future
market prices and the date when open, direct access becomes effective.
But by any measure, stranded costs are large enough, in comparison to
book value and revenues, that the design of the cost recovery system will
significantly affect the sector’s future development.
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Putting stranded cost charges  152. In the United States, decisions about how to measure and
inatariff that doesnot vary  recover stranded costs are the responsibility of the regulators for assets
with use will reduce and operations under their jurisdictions. The key regulatory challenges
distortions of market are to provide incentives for incumbents to reduce stranded costs, to
behaviour. measure them accurately, and to design a means for recouping them that

is fair but that does not impede efficient entry or pricing. Putting
stranded cost charges in a tariff that does not vary with use will reduce
distortions of market behaviour. Preventing users from by-passing the
costs will avoid impeding efficient entry.

Environmental goals for the sector are increasingly met through
market-based mechanisms...

Traditional measuressuchas  153. Other policy goas are sometimes pursued by a combination of
subsidiesand command and  markets and direct government intervention. For environmental goals,
control regulation are traditional measures such as subsidies -- cash, tax advantages, or
increasingly supplemented by  surcharges on end-users -- and command and control regulation are
mar ket-based measures. increasingly supplemented by market-based measures. A programme of

tradable permits for sulphur dioxide emissions has significantly reduced
SO, emissions from generating plants, as is discussed in Box 5.2. There
is ample opportunity to expand the use of market instruments.

Box 5.2. Marketing pollution permits- cleaner air at lower cost

Marketable permit or obligation programs provide an alternative to traditional regulatory techniques. If developed and
applied appropriately, they can reduce the cost of regulation, increase compliance flexibility, and support economic-
growth, while achieving regulatory goals.

Perhaps the best known example of such trading is the acid rain programme operated by the US Environmental
Protection Agency that is designed to reduce US sulphur dioxide emissions by 10 million tons annually from 1980
levels. In the programme, emitters of SO2, a precursor to acid rain, have been issued a finite number of allowances
(permits) that can be used over the next 50 years. SO2 allowances are denominated in tons of SO2, but not by year.
Thisis because acid rain is a cumulative problem, so the absolute amount deposited matters more than the timing.

Strict enforcement measures are built into the federa legislation for failure to demonstrate ownership of sufficient
allowances. For intentional non-compliance, heavy fines and jail terms are possible.

The program has produced significant unexpected cost savings, and reductions in emissions are ahead of schedule.
Annual costs of meeting the full reductions are expected to be between $2 and $2.5 billion per year, about half the cost
estimated originally. Costs are 25 percent lower than achieving the targets through traditional regulation.

...and efficiency in generation of “green” electricity is encouraged by

market-based choices of technology, generator, and price.

A market-based mechanism,  154. The Clinton Administration proposes to use “renewable

isproposed to promote use of  portfolio standards,” a market-based mechanism, to promote use of
renewable fuelsand increase  renewable fuels. A specified percentage of electricity would be generated
the national share of green from renewable energy sources, subject to a price ceiling. Similar
electricity to 5.5 percent in requirements already apply in some states. This device encourages
2010-2015. efficiency in the generation of “green” electricity. It creates two separate
markets, one for electricity generated by renewable fuels and another for
all other electricity. “Green” electricity is then traded in the competitive
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Sate reforms are acting as
“test beds” for reform in

market at market prices. The state of Maine has imposed the largest
required share of “green” generation, at 30 percent (including
hydropower). The Administration’s proposal would increase the national
share to 5.5 percent in 2010-2015.

Diversity of state structures promotes faster innovation and learning in
regulation, and benchmarking good performance.

155. State reforms act as “test beds” for reform in other states and at
the federal level, promoting faster innovation and vigorous competition in

other states and at the federateform. There are common themes in what reform-minded states are

level, promoting faster
innovation and vigorous
competition in reform.

Pacts about regulatory
principles and decisions,
within regions that coincide
with electricity markets,
could reduce the costs
fragmented and inconsistent
state regulation.

For example, it would be
mor e efficient to broker some
state environmental policies
at the federal level, or form
regional pacts.

doing. Most, for example, are opening choice to all end-users at the same
time, rather than phasing in choice for different classes of customers. In
some states, reform efforts are limited. Idaho, with virtually the lowest
electricity prices in the country, is not liberalising and is working to retain
preferential access to low-cost federally-owned hydropower. Michigan,
with a local duopoly and constrained imports, allows some end-users to
switch suppliers but has made few other changes. But Virginia, with an
industry similar to Michigan’s, will begin full retail competition in 2004.

Yet the federal structure also complicates reform, because the scope of
efficient regulation extends beyond state borders.

156. Costs of the federal structure arise from the need to build
interfaces between different regulatory regimes, the efficiencies lost as
regional markets operate under several sets of rules, and the need for
individual firms to operate under multiple regimes. The largest cost is
that regulatory jurisdictions do not match the most efficient electricity
market, which is probably regional. Some states are actively harmonising
regulatory reforms to enlarge the market and reduce the costs of operating
across state lines. Pacts about regulatory principles and decisions, within
regions that coincide with efficient electricity markets, could reduce
costs, while retaining flexibility to allow regulatory innovation.

157. Environmental policy provides an example of the potential for
conflict. Electricity markets are generally larger than states, so generators
competing in the same market are subject to different state environmental
rules with different costs of compliance. Liberalisation implies that there
are limits to differences in compliance costs between states in the same
electricity market. If a state imposes rules that increase generating costs
too much, more power might be generated in, and imported from, an
adjacent state. To prevent this, Massachusetts requires that all power sold
there must meet its environmental rules, no matter where it was
generated. Rather than handle this issue state-by-state, it would be more
efficient to broker these state policies at the federal level, or form regional
pacts, to be sure that environmental externalities are fully internalised.
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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 t