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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
SUMMARY OF ANALYTIC PRINCIPLES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Does the analysis allow decision maker to determine whether:

S1 a There is adequate information indicating the need for
and consequences of the proposed action?

S1 b The potential benefits to society justify the potential
costs?

S1 c The proposed action will maximize net benefits to so-
ciety (unless the statute requires another regulatory
approach)?

S1 d The proposed action will be the most cost-effective
where a statute requires another regulatory ap-
proach?

S1 e Agency decisions are based on the best
reasonably obtainable scientific, technical,
economic, and other information?

In accordance with the regulatory philosophy and principles provided in Sections 1(a) and (b) and Section
6(a)(3)(C) of Executive Order 12866, an Economic Analysis (EA) of proposed or existing regulations
should inform decisionmakers of the consequences of alternative actions. In particular, the [economic
analysis] should provide information allowing decisionmakers to determine that:

• There is adequate information indicating the need for and consequences of the proposed action;

• The potential benefits to society justify the potential costs, recognizing that not all benefits and
costs can be described in monetary or even in quantitative terms, unless a statute requires an-
other regulatory approach;

• The proposed action will maximize net benefits to society (including potential economic, environ-
mental, public health and safety, and other advantages; distributional impacts; and equity), unless
a statute requires another regulatory approach;

• Where a statute requires a specific regulatory approach, the proposed action will be the most
cost-effective, including reliance on performance objectives to the extent feasible;

• Agency decisions are based on the best reasonably obtainable scientific, technical, economic,
and other information. [Introduction]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
SUMMARY OF ANALYTIC PRINCIPLES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Does the economic analysis display a level of rigor ap-
propriate to:

S2 a The importance and complexity of the is-
sue?

S2 b The need to make an expeditious decision?

S2 c The nature of the statutory language and
the extent of regulatory discretion?

S2 d The sensitivity of net benefits to the choice
of regulatory alternatives?

Exercise of administrative discretion:

S3 Where regulatory discretion is limited by stat-
ute, does the economic analysis satisfy the
philosophy and principles of Executive Order
12866?

Analysis of the risks, benefits, and costs associated with regulation inevitably also in-
volves uncertainties and requires informed professional judgments. There should be
balance between thoroughness of analysis and practical limits to the agency's capacity
to carry out analysis. The amount of analysis (whether scientific, statistical, or eco-
nomic) that a particular issue requires depends on the need for more thorough analysis
because of the importance and complexity of the issue, the need for expedition, the
nature of the statutory language and the extent of statutory discretion, and the sensitiv-
ity of net benefits to the choice of regulatory alternatives. In particular, a less detailed or
intensive analysis of the entire range of regulatory options is needed when regulatory
options are limited by statute. Even in these cases, however, agencies should provide
some analysis of other regulatory options that satisfy the philosophy and principles of
the Executive Order, in order to provide decisionmakers with information for judging the
consequences of the statutory constraints. Whenever an agency has questions about
such issues as the appropriate analytical techniques to use or the alternatives that
should be considered in developing an [economic analysis] under the Executive Order,
it should consult with the Office of Management and Budget as early in the analysis
stage as possible.  [Introduction.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
SUMMARY OF ANALYTIC PRINCIPLES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Full disclosure and transparency:

S4 a Does the economic analysis identify and
evaluate explicitly data, models, inferences
and assumptions?

S4 b Assess the effects of these choices on the
analysis?

S4 c Identify and evaluate the effects of plausible
alternative models and assumptions on the
analysis?

Analysis of the risks, benefits, and costs associated with regulation must be guided by
the principles of full disclosure and transparency. Data, models, inferences, and as-
sumptions should be identified and evaluated explicitly, together with adequate justifi-
cations of choices made, and assessments of the effects of these choices on the analy-
sis. The existence of plausible alternative models or assumptions, and their implica-
tions, should be identified. In the absence of adequate valid data, properly identified as-
sumptions are necessary for conducting an assessment.  [Introduction.]

Related analytic requirements:

S5 a Does the economic analysis satisfy the
analytical requirements of the Unfunded
Mandates Reform Act?

The [economic analysis] that the agency prepares should also satisfy the requirements
of the "Unfunded Mandates Reform Act of 1995" (P.L. 104-4). Title II of this statute
(Section 201) directs agencies "unless otherwise prohibited by law [to] assess the ef-
fects of Federal regulatory actions on State, local, and tribal governments, and the pri-
vate sector..." [Introduction.]

S5 b Does the economic analysis satisfy the
analytical requirements of the Regulatory
Flexibility Act?

The "Regulatory Flexibility Act" (P.L. 96-354) requires Federal agencies to give special
consideration to the impact of regulation on small businesses. The Act specifies that a
regulatory flexibility analysis must be prepared if a screening analysis indicates that a
regulation will have a significant impact on a substantial number of small entities. The
[economic analysis] that the agency prepares should incorporate the regulatory flexibil-
ity analysis, as appropriate. [Introduction.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
I. STATEMENT OF NEED

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

N1 Does the economic analysis discuss
whether the problem constitutes a sig-
nificant market failure?

If yes:

N2 a What is the nature of this market
failure?

N2 b Does the economic analysis distin-
guish between significant market
failures and potential market fail-
ures that can be resolved at rela-
tively low cost by market partici-
pants?

N2 c Does the economic analysis show
how adequately the regulatory al-
ternatives to be considered address
the specified market failure?

In order to establish the need for the proposed action, the analysis should discuss whether the problem constitutes a
significant market failure. [§I]

*     *     *

The analysis should determine whether there exists a market failure that is likely to be significant. In particular, the
analysis should distinguish actual market failures from potential market failures that can be resolved at relatively low
cost by market participants. Examples of the latter include spillover effects that affected parties can effectively inter-
nalize by negotiation, and problems resulting from information asymmetries that can be effectively resolved by the
affected parties through vertical integration. Once a significant market failure has been identified, the analysis should
show how adequately the regulatory alternatives to be considered address the specified market failure.

The major types of market failure include: externality, natural monopoly, market power, and inadequate or asymmet-
ric information.

1. Externality. An externality occurs when one party's actions impose uncompensated benefits or costs on another…

2. Natural Monopoly. A natural monopoly exists where a market can be served at lowest cost only if production is
limited to a single producer…

3. Market Power. Firms exercise market power when they reduce output below what a competitive industry would
sell…

4. Inadequate or Asymmetric Information. Market failures may also result from inadequate or asymmetric information.
The appropriate level of information is not necessarily perfect or full information because information, like other
goods, is costly…  [§I.A.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
I. STATEMENT OF NEED

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

N2 d Does the analysis examine and
evaluate non-regulatory alterna-
tives, such as common law, anti-
trust enforcement, workers’ com-
pensation systems, subsidies, or
economic incentives?

Even where a market failure exists, there may be no need for Federal regulatory intervention if
other means of dealing with the market failure would resolve the problem adequately or better
than the proposed Federal regulation would. These alternatives may include the judicial system,
antitrust enforcement, and workers' compensation systems. Other nonregulatory alternatives
could include, for example, subsidizing actions to achieve a desired outcome; such subsidies
may be more efficient than rigid mandates. Similarly, a fee or charge, such as an effluent dis-
charge fee, may be a preferable alternative to banning or restricting a product or action. Legis-
lative measures that make use of economic incentives, such as changes in insurance provi-
sions, should be considered where feasible. Modifications to existing regulations should be con-
sidered if those regulations have created or contributed to a problem that the new regulation is
intended to correct, and if such changes can achieve the goal more efficiently or effectively.
[§I.B.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
I. STATEMENT OF NEED

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

N2 e Does the economic analysis ex-
amine and evaluate State or local
regulation as an alternative to Fed-
eral regulation?

N2 f Does the analysis attempt to de-
termine whether the burdens on
interstate commerce arising from
different State and local regulations
are greater than the potential ad-
vantages of diversity among the
States?

Another important factor to consider in assessing the appropriateness of a Federal regulation is
regulation at the State or local level, if such an option is available. In some cases, the nature of
the market failure may itself suggest the most appropriate governmental level of regulation. For
example, problems that spill across State lines (such as acid rain whose precursors are trans-
ported widely in the atmosphere) are probably best controlled by Federal regulation, while more
localized problems may be more efficiently addressed locally. Where regulation at the Federal
level appears appropriate, for example to address interstate commerce issues, the analysis
should attempt to determine whether the burdens on interstate commerce arising from different
State and local regulations, including the compliance costs imposed on national firms, are
greater than the potential advantages of diversity, such as improved performance from competi-
tion among governmental units in serving taxpayers and citizens and local political choice.
[§I.B.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
I. STATEMENT OF NEED

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

If no:

N2 g Does the economic analysis pro-
vide an alternative demonstration of
compelling public need?

N2 h Is the proposed action solely the
result of a statutory or judicial di-
rective?

If the problem does not constitute a market failure, the analysis should provide an alternative
demonstration of compelling public need, such as improving governmental processes or ad-
dressing distributional concerns. If the proposed action is a result of a statutory or judicial direc-
tive, that should be so stated. [§I]

*     *     *

Once a significant market failure has been identified, the analysis should show how adequately
the regulatory alternatives to be considered address the specified market failure. [§I.A]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
I. STATEMENT OF NEED

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

N3 Does the economic analysis examine
the potential for unintentional harmful
effects?

N4 Does the regulation entail any one of
the specified types of actions that, on
conceptual grounds, are not expected
to generate net benefits except in spe-
cial circumstances?

If yes:

N5 a Does the economic analysis satisfy
the particularly demanding burden
of proof to demonstrate need?

Government action may have unintentional harmful effects on the efficiency of market out-
comes. For this reason there should be a presumption against the need for regulatory actions
that, on conceptual grounds, are not expected to generate net benefits, except in special cir-
cumstances. In light of actual experience, a particularly demanding burden of proof is required
to demonstrate the need for any of the following types of regulations:

•  price controls in competitive markets;

• production or sales quotas in competitive markets;

• mandatory uniform quality standards for goods or services, unless they have hidden
safety hazards or other defects or involve externalities and the problem cannot be ade-
quately dealt with by voluntary standards or information disclosing the hazard to poten-
tial buyers or users; or

• controls on entry into employment or production, except (a) where indispensable to pro-
tect health and safety (e.g., FAA tests for commercial pilots) or (b) to manage the use of
common property resources (e.g., fisheries, airwaves, Federal lands, and offshore ar-
eas).  [§I.A.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

I1 Does the economic analysis demon-
strate that the agency considered the
most important alternative approaches
and provided the agency's reasoning
for selecting the proposed regulatory
action over such alternatives?

The [economic analysis] should show that the agency has considered the most important alter-
native approaches to the problem and provide the agency's reasoning for selecting the pro-
posed regulatory action over such alternatives. Ordinarily, it will be possible to eliminate some
alternatives by a preliminary analysis, leaving a manageable number of alternatives to be
evaluated according to the principles of the Executive Order. The number and choice of alterna-
tives to be selected for detailed benefit-cost analysis is a matter of judgment. There must be
some balance between thoroughness of analysis and practical limits to the agency's capacity to
carry out analysis. With this qualifier in mind, the agency should nevertheless explore modifica-
tions of some or all of a regulation's attributes or provisions to identify appropriate alternatives.
[§II.]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

I2 Does the economic analysis explore
performance standards as an alterna-
tive to engineering or design stan-
dards?

Alternative regulatory actions that should be explored include the following:

*     *    *

More Performance-Oriented Standards for Health, Safety, and Environmental Regulations.
Performance standards are generally to be preferred to engineering or design standards be-
cause performance standards provide the regulated parties the flexibility to achieve the regula-
tory objective in a more cost-effective way. It is therefore misleading and inappropriate to char-
acterize a standard as a performance standard if it is set so that there is only one feasible way
to meet it; as a practical matter, such a standard is a design standard. In general, a perform-
ance standard should be preferred wherever that performance can be measured or reasonably
imputed. Performance standards should be applied with a scope appropriate to the problem the
regulation seeks to address. For example, to create the greatest opportunities for the regulated
parties to achieve cost savings while meeting the regulatory objective, compliance with air
emission standards can be allowed on a plant-wide, firm-wide, or region-wide basis rather than
vent by vent, provided this does not produce unacceptable air quality outcomes (such as "hot
spots" from local pollution concentration). [§II.1]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

I3 Does the economic analysis explore
different requirements for different
segments of the regulated population?

Alternative regulatory actions that should be explored include the following:

Different Requirements for Different Segments of the Regulated Population. There might be
different requirements established for large and small firms, for example. If such a differentiation
is made, it should be based on perceptible differences in the costs of compliance or in the
benefits to be expected from compliance. It is not efficient to place a heavier burden on one
segment of the regulated population solely on the grounds that it is better able to afford the
higher cost; this has the potential to load on the most productive sectors of the economy costs
that are disproportionate to the damages they create. [§II.2]

I4 Does the economic analysis explore
different levels of stringency?

Alternative regulatory actions that should be explored include the following:

*     *    *

Alternative Levels of Stringency. In general, both the benefits and costs associated with a
regulation will increase with the level of stringency (although marginal costs generally increase
with stringency, whereas marginal benefits decrease). It is important to consider alternative lev-
els of stringency to better understand the relationship between stringency and the size and dis-
tribution of benefits and costs among different groups. [§II.3]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

I5 Does the economic analysis explore
alternative effective dates of compli-
ance?

Alternative regulatory actions that should be explored include the following:

*     *    *

Alternative Effective Dates of Compliance. The timing of a regulation may also have an impor-
tant effect on its net benefits. For example, costs of a regulation may vary substantially with dif-
ferent compliance dates for an industry that requires a year or more to plan its production runs
efficiently. In this instance, a regulation that provides sufficient lead time is likely to achieve its
goals at a much lower overall cost than a regulation that is effective immediately, although the
benefits also could be lower. [§II.4]

I6 Does the economic analysis explore
alternative methods of ensuring com-
pliance?

Alternative regulatory actions that should be explored include the following:

*     *    *

Alternative Methods of Ensuring Compliance. Compliance alternatives for Federal, state, or lo-
cal enforcement include on-site inspection, periodic reporting, and compliance penalties struc-
tured to provide the most appropriate incentives. When alternative monitoring and reporting
methods vary in their costs and benefits, promising alternatives should be considered in identi-
fying the regulatory alternative that maximizes net benefits. For example, in some circum-
stances random monitoring will be less expensive and nearly as effective as continuous moni-
toring in achieving compliance. [§II.5]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

I7 Does the economic analysis explore
alternatives relying on the production
or dissemination of information?

Alternative regulatory actions that should be explored include the following:

*     *    *

Informational Measures. Measures to improve the availability of information include government establishment of a
standardized testing and rating system (the use of which could be made mandatory or left voluntary), mandatory dis-
closure requirements (e.g., by advertising, labeling, or enclosures), and government provision of information (e.g., by
government publications, telephone hotlines, or public interest broadcast announcements). If intervention is neces-
sary to address a market failure arising from inadequate or asymmetric information, informational remedies will often
be the preferred approaches. As an alternative to a mandatory product standard or ban, a regulatory measure to im-
prove the availability of information (particularly about the concealed characteristics of products) gives consumers a
greater choice. Incentives for information dissemination also are provided by features of product liability law that re-
duce liability or damages for firms that have provided consumers with notice.

Except for prohibiting indisputably false statements (whose banning can be presumed beneficial), specific informa-
tional measures should be evaluated in terms of their benefits and costs. The key to analyzing informational meas-
ures is a comparison of the actions of the affected parties with the information provided in the baseline (including any
information displaced by mandated disclosures) and the actions of affected parties with the information requirements
being imposed. Some effects of informational measures can easily be overlooked. For example, the costs of a man-
datory disclosure requirement for a consumer product include not only the cost of gathering and communicating the
required information, but also the loss of net benefits of any information displaced by the mandated information, the
effect of providing too much information that is ignored or information that is misinterpreted, and inefficiencies arising
from the incentive that mandatory disclosure may give to overinvest in a particular characteristic of a product or
service.
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Where information on the benefits and costs of alternative informational measures is insufficient to provide a clear
choice between them, as will often be the case, the least intrusive informational alternative, sufficient to accomplish
the regulatory objective, should be considered. For example, to correct an informational market failure it may be suf-
ficient for government to establish a standardized testing and rating system without mandating its use, because
competing firms that score well according to the system will have ample incentive to publicize the fact. [§II.6]

I8 Does the economic analysis explore
market-oriented approaches such as
fees, subsidies, penalties, marketable
permits or offsets, changes in liabilities
or property rights, bonds, insurance or
warranties?

Alternative regulatory actions that should be explored include the following:

*     *    *

More Market-Oriented Approaches. In general, alternatives that provide for more market-
oriented approaches, with the use of economic incentives replacing command-and-control re-
quirements, are more cost-effective and should be explored. Market-oriented alternatives that
may be considered include fees, subsidies, penalties, marketable permits or offsets, changes in
liabilities or property rights (including policies that alter the incentive of insurers and insured
parties), and required bonds, insurance or warranties. (In many instances, implementing these
alternatives will require legislation.) [§II.7]
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II. IDENTIFICATION AND ANALYSIS OF REASONABLE REGULATORY AND NON-REGULATORY ALTERNATIVES
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I9 Does the statute authorizing the regu-
lation establish specific minimum re-
quirements, as well as give the agency
the discretion to adopt more stringent
standards?

If yes:

I9 a What are these specific statutory
requirements?

I9 b Does the economic analysis ex-
amine the benefits and costs of
these specific statutory require-
ments?

Alternative regulatory actions that should be explored include the following:

*     *    *

Considering Specific Statutory Requirements. When a statute establishes a specific regulatory
requirement and the agency has discretion to adopt a more stringent standard, the agency
should examine the benefits and costs of the specific statutory requirement as well as the more
stringent alternative and present information that justifies the more stringent alternative if that is
what the agency proposes. [§II.8]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
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I9 c Has the agency selected a regula-
tory alternative more stringent than
these specific statutory require-
ments?

If yes:

I9 d 1 Does the economic analysis ex-
amine the benefits and costs of
more stringent alternatives, in-
cluding the alternative selected?

I9 d 2 Does the economic analysis
present information justifying the
selection of a more stringent al-
ternative?
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I10 a Where significant population vari-
ability exists, does the economic
analysis include as an alternative
the option of refined targeting?

I10 b Does the economic analysis include
estimates of the incremental bene-
fits and costs of such an alterna-
tive?

When uncertainty is due largely to observable variability in populations or natural conditions,
one policy alternative may be to refine targeting, that is, to differentiate policies across key sub-
groups. Analysis of such policies should consider the incremental benefits of improved effi-
ciency from targeting, any incremental costs of monitoring and enforcement, and changes in the
distribution of benefits and costs. [§III.A.4.a]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

1. USE OF A VALID AND CONSISTENT BASELINE

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

B1 Does the economic analysis measure both
benefits and costs against the same baseline?

B2 Does the economic analysis measure both
benefits and costs against a valid baseline?

B3 Does the economic analysis use a baseline
that represents the best assessment of the way
the world would look absent the regulation?

Where the correct baseline is not obvious:

B4 a Are benefits and costs measured against
multiple alternative baselines as a form of
sensitivity analysis?

If yes:

B4 a 1 Is there a plausible explanation for
these alternative baselines?

The benefits and costs of each alternative must be measured against a baseline. The baseline
should be the best assessment of the way the world would look absent the proposed regulation.
That assessment may consider a wide range of factors, including the likely evolution of the mar-
ket, likely changes in exogenous factors affecting benefits and costs, likely changes in regula-
tions promulgated by the agency or other government entities, and the likely degree of compli-
ance by regulated entities with other regulations. Often it may be reasonable for the agency to
forecast that the world absent the regulation will resemble the present. For the review of an ex-
isting regulation, the baseline should be no change in existing regulation; this baseline can then
be compared against reasonable alternatives.

When more than one baseline appears reasonable or the baseline is very uncertain, and when
the estimated benefits and costs of proposed rules are likely to vary significantly with the base-
line selected, the agency may choose to measure benefits and costs against multiple alternative
baselines as a form of sensitivity analysis. For example, the agency may choose to conduct a
sensitivity analysis involving the consequences for benefits and costs of different assumptions
about likely regulation by other governmental entities, or the degree of compliance with the
agency's own existing rules. In every case, an agency must measure both benefits and costs
against the identical baseline. The agency should also provide an explanation of the plausibility
of the alternative baselines used in the sensitivity analysis. [§III.A.1]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

2. EVALUATION OF ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

A1 Does the economic analysis identify
alternatives that meet the criteria of
Executive Order 12866?

A2 Does the economic analysis identify
statutory requirements that affect how
the agency must choose among regu-
latory alternatives?

If statutory constraints prevent the selection of
a regulatory alternative that best satisfies the
philosophy and principles of Executive Order
12866:

A3 a Does the economic analysis identify
and explain these statutory con-
straints?

A3 b Does the economic analysis pro-
vide an estimate of the opportunity
cost of these constraints?

Agencies should identify (with an appropriate level of analysis) alternatives that meet the criteria
of the Executive Order as summarized at the beginning of this document, as well as identifying
statutory requirements that affect the selection of a regulatory approach. If legal constraints pre-
vent the selection of a regulatory action that best satisfies the philosophy and principles of the
Order, these constraints should be identified and explained, and their opportunity cost should be
estimated. [§III.A.2]
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ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

2. EVALUATION OF ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

A4 Does the economic analysis include as
an alternative the option of deferring
action pending further study?

If yes:

A4 a Does the economic analysis esti-
mate the potential benefits of delay
pending the collection of new in-
formation?

A4 b Does the economic analysis esti-
mate the potential costs of delay
pending the collection of new in-
formation?

Uncertainty may arise from a variety of fundamentally different sources, including lack of data,
variability in populations or natural conditions, limitations in fundamental scientific knowledge
(both social and natural) resulting in lack of knowledge about key relationships, or fundamental
unpredictability of various phenomena. The nature of these different sources may suggest dif-
ferent approaches. For example, when uncertainty is due to lack of information, one policy al-
ternative may be to defer action pending further study. One factor that may help determine
whether further study is justifiable as a policy alternative is an evaluation of the potential bene-
fits of the information relative to the resources needed to acquire it and the potential costs of
delaying action. [§III.A.4.a]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

2. EVALUATION OF ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

A5 Does the economic analysis report
benefit-cost ratios or internal rates of
return?

If yes

A6 a Are these indicators used correctly?

In choosing among mutually exclusive alternatives, benefit-cost ratios should be used with care.
Selecting the alternative with the highest benefit-cost ratio may not identify the best alternative,
since an alternative with a lower benefit-cost ratio than another may have higher net benefits. In
addition, the internal rate of return should not be used as a criterion for choosing among mutu-
ally exclusive alternatives. It is often difficult to compute and is problematical when multiple
rates exist.  [§III.A.2]

A7 a Does the economic analysis evalu-
ate distinct, major regulatory provi-
sions separately?

A7 b Does the economic analysis ex-
amine the extent to which separa-
ble provisions interact?

If the proposed regulation is composed of a number of distinct provisions, it is important to
evaluate the benefits and costs of the different provisions separately. The interaction effects
between separate provisions (such that the existence of one provision affects the benefits or
costs arising from another provision) may complicate the analysis but does not eliminate the
need to examine provisions separately. In such a case, the desirability of a specific provision
may be appraised by determining the net benefits of the proposed regulation with and without
the provision in question. Where the number of provisions is large and interaction effects are
pervasive, it is obviously impractical to analyze all possible combinations of provisions in this
way. Some judgment must be used to select the most significant or suspect provisions for such
analysis. [§III.A.2]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

2. EVALUATION OF ALTERNATIVES

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

For instances where the economic analysis
uses cost-effectiveness analysis:

A8 a Was the level of benefits to be
achieved by the regulation specified
in statute?

A8 b Does the economic analysis calcu-
late costs net of monetized bene-
fits?

A8 c Does the economic analysis use
cost-effectiveness analysis to cal-
culate “breakeven” values for un-
monetized benefits?

Where monetization is not possible for certain elements of the benefits or costs that are essen-
tial to consider, other quantitative and qualitative characterizations of these elements should be
provided. Cost-effectiveness analysis also should be used where possible to evaluate alterna-
tives. Costs should be calculated net of monetized benefits. Where some benefits are monetiz-
able and others are not, a cost-effectiveness analysis will generally not yield an unambiguous
choice; nevertheless, such an analysis is helpful for calculating a "breakeven" value for the un-
monetized benefits (i.e., a value that would result in the action having positive net benefits).
Such a value can be evaluated for its reasonableness in the discussion of the justification of the
proposed action. Cost-effectiveness analysis should also be used to compare regulatory alter-
natives in cases where the level of benefits is specified by statute. [§III.A.2]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

3. DISCOUNTING FUTURE BENEFITS AND COSTS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

D1 Are benefits and costs expressed in
discounted constant dollars to the full-
est extent possible?

To the fullest extent possible, benefits and costs should be expressed in discounted constant
dollars. [§III.A.2]

*     *     *

Constant-dollar benefits and costs must be discounted to present values before benefits and
costs in different years can be added together to determine overall net benefits. To obtain con-
stant dollar estimates, benefit and cost streams in nominal dollars should be adjusted to correct
for inflation. [§III.A.3.a]

D2 Does the economic analysis include a
schedule indicating when all benefits
and costs are expected to occur, in-
cluding those benefits and costs which
are difficult or impossible to monetize?

The economic analysis also should contain a schedule indicating when all benefits and costs
are expected to occur.

*     *     *

Even those benefits and costs that are hard to quantify in monetary terms should be discounted.
The schedule of benefits and costs over time therefore should include benefits that are hard to
monetize. [§III.A.3.a]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

3. DISCOUNTING FUTURE BENEFITS AND COSTS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

D3 Are benefits and costs discounted
based on OMB Circular A-94?

D4 Does the economic analysis include a
sensitivity analysis showing how esti-
mated benefits, costs and net benefits
vary depending on the choice of dis-
count rate?

The basic guidance on discount rates for regulatory and other analyses is provided in OMB Cir-
cular A-94. The discount rate specified in that guidance is intended to be an approximation of
the opportunity cost of capital, which is the before-tax rate of return to incremental private in-
vestment. The Circular A-94 rate, which was revised in 1992 based on an extensive review and
public comment, reflects the rates of return on low yielding forms of capital, such as housing, as
well as the higher rates of returns yielded by corporate capital. This average rate currently is
estimated to be 7 percent in real terms (i.e., after adjusting for inflation). As noted in the A-94
guidance, agencies may also present sensitivity analyses using other discount rates, along with
a justification for the consideration of these alternative rates. [§III.A.3.a]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

D5 Where the agency believes that the
default discount rate set forth in OMB
Circular A-94 is incorrect, does the
economic analysis use a “shadow
price of capital” approach?

If yes:

D5 a Does the economic analysis docu-
ment consultation with OMB prior to
employing an alternative discount
rate or methodology?

D5 b Does the economic analysis clearly
explain how the agency resolved
the methodological and empirical
problems associated with this ap-
proach?

Converting investment-related benefits and costs to their consumption-equivalents as required by this approach in-
volves calculating the "shadow price of capital." This shadow price reflects the present value of the future changes in
consumption arising from a marginal change in investment, using the consumption rate of interest (also termed the
rate of time preference) as the discount rate. The calculation of the shadow price of capital requires assumptions
about the extent to which government actions -- including regulations -- crowd out private investment, the social (i.e.,
before-tax) returns to this investment, and the rate of reinvestment of future yields from current investment.

Estimates of the shadow price are quite sensitive to these assumptions. For example, in some applications it may be
appropriate to assume that access to global capital markets implies no crowding out of private investment by gov-
ernment actions or that monetary and fiscal authorities determine aggregate levels of investment so that the impact
of the contemplated regulation on total private investment can be ignored. Alternatively, there is evidence that do-
mestic saving affects domestic investment and that regulatory costs may also reduce investment. In these cases,
more substantial crowding out would be an appropriate assumption.

The rate of time preference is also a complex issue. Generally, it is viewed as being approximated by the real return
to a safe asset, such as Government debt. However, a substantial fraction of the population does little or no saving
and may borrow at relatively high interest rates.

While the shadow price approach is theoretically preferred, there are several practical challenges to its use. Agen-
cies wishing to use this methodology should consult with OMB prior to doing so, and should clearly explain their so-
lutions to the methodological and empirical challenges noted above. [§III.A.3.b]



CENTER FOR THE STUDY OF AMERICAN BUSINESS PROJECT ON REGULATORY OVERSIGHT

EVALUATIVE CRITERIA FOR COMPLIANCE: ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866

D-26

ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
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3. DISCOUNTING FUTURE BENEFITS AND COSTS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

D6 Does the economic analysis correctly
avoid adjusting the discount rate to
account for uncertainty?

In general, the discount rate should not be adjusted to account for the uncertainty of future
benefits and costs. Risk and uncertainty should be dealt with according to the principles pre-
sented in Section 4 below and not by changing the discount rate. [§III.A.3.a]

D7 Does the economic analysis discount
those benefits and costs that cannot
be monetized?

D8 Where latent health risks are involved,
does the economic analysis discount
benefits and costs to reflect the delay
between the time costs are borne and
benefits are realized?

Even those benefits and costs that are hard to quantify in monetary terms should be discounted.
The schedule of benefits and costs over time therefore should include benefits that are hard to
monetize. In many instances where it is difficult to monetize benefits, agencies conduct regula-
tory "cost-effectiveness" analyses instead of "net benefits" analyses. When the effects of alter-
native options are measured in units that accrue at the same time that the costs are incurred,
annualizing costs is sufficient and further discounting of non-monetized benefits is unnecessary;
for instance, the annualized cost per ton of reducing certain polluting emissions can be an ap-
propriate measure of cost-effectiveness. However, when effects are measured in units that ac-
crue later than when the costs are incurred, such as the reduction of adverse health effects that
occur only after a long period of exposure, the annualized cost per unit should be calculated
after discounting for the delay between accrual of the costs and the effects. [§III.A.3.a]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

3. DISCOUNTING FUTURE BENEFITS AND COSTS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

D9 Does the economic analysis correctly
consider the implications of changing
relative prices over time?

In assessing the present value of benefits and costs from a regulation, it may be necessary to
consider implications of changing relative prices over time. For example, increasing scarcity of
certain environmental resources could increase their value over time relative to conventional
consumer goods. In such a situation, it is inappropriate to use current relative values for as-
sessing regulatory impacts. However, while taking into account changes over time in relative
values may have an effect similar to discounting environmental impacts at a lower rate, it is im-
portant to separate the effects of discounting from the effects of relative price changes in the
economic analysis. In particular, the discount rate should not be adjusted for expected changes
in the relative prices of goods over time. Instead, any changes in relative prices that are antici-
pated should be incorporated directly in the calculations of benefit and cost streams. [§III.A.3.a]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Where benefits and costs span generations:

D10 a Does the economic analysis follow
conventional discounting proce-
dures and address equity issues
separately?

Comparisons of benefits and costs across generations raise special questions about equity, in
addition to conventional concerns about efficiency. One approach to these questions is to follow
the discounting procedures described above and to address equity issues explicitly rather than
through modification of the discount rate.

D10 b Does the economic analysis use a
“social rate of time preference” in
lieu of conventional discounting
procedures?

D10 c Does the economic analysis docu-
ment consultation with OMB prior to
employing an alternative discount
rate or methodology?

An alternative approach is to use a special social rate of time preference when conducting
intergenerational analyses in order to properly value changes in consumption in different gen-
erations. For example, one philosophical perspective is that the social marginal rate of substitu-
tion between the well-being of members of successive generations may be less than the indi-
vidual rate of time preference, and that future generations should not have their expected wel-
fare discounted just because they come later in time. Instead, this view suggests that discount-
ing should reflect only the growth of per capita consumption and the corresponding decrease in
marginal utility over time. As this approach uses a consumption-based rate of interest, costs
and benefits must also be adjusted to reflect the shadow price of capital. As in other cases
when agencies seek to use the shadow price of capital approach, they should consult with OMB
prior to conducting special analyses of regulations having substantial intergenerational effects.
[§III.A.3.c]
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4A. ASSESSING VARIABLE AND UNCERTAIN RISKS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Transparency and full disclosure:

RA1 a Do underlying risk analyses identify data, models,
and their implications for risk assessment?

RA1 b Does the economic analysis explicitly identify and
evaluate inferences and assumptions, including their
effects on the analysis?

RA1 c Does the economic analysis provide adequate justifi-
cations for each key choice of data, models, assump-
tions and inferences?

The treatment of uncertainty in developing risk, benefit, and cost information also must be guided by the
principles of full disclosure and transparency, as with other elements of an [economic analysis]. Data,
models, and their implications for risk assessment should be identified in the risk characterization. Infer-
ences and assumptions should be identified and evaluated explicitly, together with adequate justifications
of choices made, and assessments of the effects of these choices on the analysis. [§III.A.4]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

RA1 d Does the economic analysis provide sufficient docu-
mentation to permit the reader to replicate the analy-
sis and quantify the effects of key assumptions?

The material provided should permit the reader to replicate the analysis and quantify the effects of key as-
sumptions. Such analyses are becoming increasingly easy to perform because of advances in computing
power and new methodological developments. Thus, the level and scope of disclosure and transparency
should increase over time. [§III.A.4.a]

RA1 e Does the economic analysis provide estimates of the
probability distribution of risks, both before and after
the rule is implemented?

RA1 f Whenever quantitative risk estimates are
provided, does the economic analysis re-
port central tendency risk estimates in addi-
tion to ranges, variance, and specified low-
and high-end percentile values?

In order for the [economic analysis] to evaluate outcomes involving risks, risk assessments must provide
some estimates of the probability distribution of risks with and without the regulation. Whenever it is possi-
ble to quantitatively characterize the probability distributions, some estimates of central tendency (e.g.,
mean and median) must be provided in addition to ranges, variances, specified low-end and high-end per-
centile estimates, and other characteristics of the distribution. [§III.A.4.a]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Separation of risk assessment from risk management:

RA2 a Does the economic analysis avoid relying
on data, assumptions, models, and infer-
ences containing unstated or unsupported
risk management preferences?

RA2 b Does the economic analysis avoid relying
on unstated or unsupported safety factors
to account for variability and/or uncertainty?

RA2 c Does the economic analysis present a
credible, objective, realistic and scientifically
balanced risk analysis?

Risk management is an activity conceptually distinct from risk assessment or valuation,
involving a policy of whether and how to respond to risks to health, safety, and the envi-
ronment. The appropriate level of protection is a policy choice rather than a scientific
one. The risk assessment should generate a credible, objective, realistic, and scientifi-
cally balanced analysis; present information on hazard, dose-response, and exposure
(or analogous material for non-health assessments); and explain the confidence in each
assessment by clearly delineating strengths, uncertainties, and assumptions, along with
the impacts of these factors on the overall assessment. The data, assumptions, models,
and inferences used in the risk assessment to construct quantitative characterizations
of the probabilities of occurrence of health, safety, or ecological effects should not re-
flect unstated or unsupported preferences for protecting public health and the environ-
ment, or unstated safety factors to account for uncertainty and unmeasured variability.
Such procedures may introduce levels of conservatism that cumulate across assump-
tions and make it difficult for decisionmakers to evaluate the magnitude of the risks in-
volved.  [§III.A.4]



CENTER FOR THE STUDY OF AMERICAN BUSINESS PROJECT ON REGULATORY OVERSIGHT

EVALUATIVE CRITERIA FOR COMPLIANCE: ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866

D-32

ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

4A. ASSESSING VARIABLE AND UNCERTAIN RISKS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Where there is significant scientific uncertainty or con-
troversy:

RA3 a Does the economic analysis present results
representing a range of plausible scenar-
ios?

RA3 b Does the economic analysis present any
information that can help in providing a
qualitative judgment as to which scenarios
are more scientifically plausible?

Informed judgment is necessary to evaluate conflicting scientific theories. In some
cases it may be possible to weigh conflicting evidence in developing the overall risk as-
sessment. In other cases, the level of scientific uncertainty may be so large that a risk
assessment can only present discrete alternative scenarios without a quantitative as-
sessment of their relative likelihood. For example, in assessing the potential outcomes
of an environmental effect, there may be a limited number of scientific studies with
strongly divergent results. In such cases, the assessment should present results repre-
senting a range of plausible scenarios, together with any information that can help in
providing a qualitative judgment of which scenarios are more scientifically plausible.
[§III.A.4]

RA3 c Does the economic analysis use simulation,
sensitivity analysis, or another technique to
account for uncertainty?

RA3 d Does the economic analysis use simulation,
sensitivity analysis, or another technique to
estimate "switch points" -- the critical pa-
rameter values at which estimated net
benefits change sign?

Sensitivity analysis is carried out by conducting analyses over the full range of plausible
values of key parameters and plausible model specifications. Sensitivity analysis is par-
ticularly attractive when there are several easily identifiable critical assumptions in the
analysis, when information is inadequate to carry out a more formal probabilistic simu-
lation, or when the nature and scope of the regulation do not warrant more extensive
analysis. One important form of sensitivity analysis involves estimating "switch points,"
that is, critical parameter values at which estimated net benefits change sign. Sensitivity
analysis is useful for evaluating the robustness of conclusions about net benefits with
respect to changes in model parameters. Sensitivity analysis should convey as much
information as possible about the likely plausibility or frequency of occurrence of differ-
ent scenarios (sets of parameter values) considered. [§III.A.4]
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In analyzing the implications of alternative risk models,
does the economic analysis:

RA4 a Identify plausible alternative risk models
and carry them through separate risk esti-
mates?

RA4 b Use alternative models and assumptions to
evaluate the robustness of estimated risks,
benefits and costs?

RA4 c Provide sufficient information for decision
makers to understand the degree of scien-
tific uncertainty?

RA4 d Provide an explanation for the agency’s
choice of models or scenarios used in the
risk assessment?

In the absence of adequate valid data, properly identified assumptions are necessary
for conducting an assessment. The existence of plausible alternative models and their
implications should be carried through as part of each risk characterization product. Al-
ternative models and assumptions should be used in the risk assessment as needed to
provide decisionmakers with information on the robustness of risk estimates and esti-
mates of regulatory impacts. As with other elements of an [economic analysis], there
should be balance between thoroughness of analysis in the treatment of risk and un-
certainty and practical limits on the capacity to carry out analysis. The range of models,
assumptions, or scenarios presented in the risk assessment need not be exhaustive,
nor is it necessary that each alternative be evaluated at every step of the assessment.
The assessment should provide sufficient information for decisionmakers to understand
the degree of scientific uncertainty and the robustness of estimated risks, benefits, and
costs. The choice of models or scenarios used in the risk assessment should be ex-
plained. [§III.A.4.a]
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RA5 Are data and assumptions presented in a
manner that permits quantitative evaluation of
their incremental and cumulative effects, in-
cluding effects on both the entire affected
population and relevant subpopulations?

RA6 Does the economic analysis rely on assump-
tions that are consistent with reasonable ob-
tainable scientific information?

Where feasible, data and assumptions should be presented in a manner that permits
quantitative evaluation of their incremental effects. The cumulative effects of assump-
tions and inferences should also be evaluated. A full characterization of risks should in-
clude findings for the entire affected population and relevant subpopulations. Assump-
tions should be consistent with reasonably obtainable scientific information. Thus, for
example, low-dose toxicity extrapolations should be consistent with physiological
knowledge; assumptions about environmental fate and transport of contaminants
should be consistent with principles of environmental chemistry. [§III.A.4.a]

Precision:

RA7 a Does the economic analysis explicitly report
the level of precision in estimates of risk
and risk reduction?

RA7 b Is this level of precision consistent with the
actual level of precision implied by uncer-
tainties in the underlying inputs?

Overall risk estimates cannot be more precise than their most uncertain component.
Thus, risk estimates should be reported in a way that reflects the degree of uncertainty
present in order to prevent creating a false sense of precision. The accuracy with which
quantitative estimates are reported must be supported by the quality of the data and
models used. In all cases, the level of precision should be stated explicitly. [§III.A.4.a]
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4A. ASSESSING VARIABLE AND UNCERTAIN RISKS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Targeting:

RA8 a Where significant population variability ex-
ists, does the economic analysis include as
an alternative the option of refined target-
ing?

RA8 b Does the economic analysis include esti-
mates of the incremental benefits and costs
of such an alternative?

When uncertainty is due largely to observable variability in populations or natural condi-
tions, one policy alternative may be to refine targeting, that is, to differentiate policies
across key subgroups. Analysis of such policies should consider the incremental bene-
fits of improved efficiency from targeting, any incremental costs of monitoring and en-
forcement, and changes in the distribution of benefits and costs. [§III.A.4.a]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

4B. VALUING VARIABLE AND UNCERTAIN RISKS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

RV1 a Does the analysis consider the expected
net benefits of the change in risks, taking
into account the probability distribution of
potential outcomes with and without the
regulation?

RV1 b Does the analysis estimate certainty
equivalents for benefits and costs?

RV1 c Does the analysis take account of risk aver-
sion on the cost side by increasing the cost
estimate to the extent that costs are uncer-
tain?

RV1 d Does the analysis take account of risk aver-
sion on the benefit side by decreasing the
benefit estimate to the extent that benefits
are uncertain?

RV1 e Does the analysis take account of how the
regulation will induce changes in expendi-
tures on self-protection, mitigation, or other
risk-reduction measures?

To value changes in risk arising from variability in expected outcomes as a consequence of regulation,
agencies should consider the expected net benefits of the risk change, taking into account the probability
distribution of potential outcomes with and without the regulation. The more familiar examples deal with
valuing risks associated with incurring possible future costs. When costs are subject to risk, they are gen-
erally appraised by risk-averse individuals at more than the expected value. For example, riskier financial
instruments must generally earn a higher average rate of return in order to attract investors. Similarly, the
owner of a facility may be willing to pay more to reduce the probability of fire than the reduction in expected
loss, because of aversion to the risk of the loss. This also explains why property owners are willing to buy
fire insurance at a price that exceeds expected losses. To accurately value the net benefits of a regulation,
regulation-induced changes in expenditures on self-protection, mitigation, or other risk-reduction measures
should be included.

Under the standard assumption in economic theory that individuals make choices among outcomes subject
to risks to maximize expected utility, risk aversion is incorporated into net benefits estimates by expressing
benefits and costs in terms of their certainty equivalents. Certainty equivalents are defined as net benefits
occurring with certainty that would have the same value to individuals as the expected value of an alterna-
tive whose net benefits are subject to risk. For risk-averse individuals, the certainty equivalent of such a net
benefit stream would be smaller than the expected value of those net benefits, because risk intrinsically
has a negative value. The difference between the expected value of net benefits subject to risk and the
certainty equivalent is called the risk premium. Similarly, regulations that reduce the overall variability of net
benefits will have a certainty equivalent value that is larger than the expected value of the net benefits by
an amount that reflects the value of the variability of outcomes. [§III.A.4.b]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

4C. INTEGRATING RISK ASSESSMENT AND RISK VALUATION

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

RC1 Was the underlying risk assessment conducted in
such a way that permits its use in the more general
benefit-cost framework?

RC2 Are the methods used for estimating and valuing
risk (and the benefits of reducing risk) conceptually
consistent?

RC3 Does the economic analysis capture but not over-
simplify the results of the risk assessment?

Estimating the benefits and costs of risk-reducing regulations includes two compo-
nents: a risk assessment that, in part, characterizes the probabilities of occurrence
of outcomes of interest; and a valuation of the levels and changes in risk experi-
enced by affected populations as a result of the regulation. It is essential that both
parts of such evaluations be conceptually consistent. In particular, risk assessments
should be conducted in a way that permits their use in a more general benefit-cost
framework, just as the benefit-cost analysis should attempt to capture the results of
the risk assessment and not oversimplify the results (e.g., the analysis should ad-
dress the benefit and cost implications of probability distributions). [§III.A.4]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

5. ASSUMPTIONS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

AS1 a Does the economic analysis reveal all ma-
terial assumptions underlying its cost esti-
mates?

AS1 b Does the economic analysis reveal all ma-
terial assumptions underlying its benefit es-
timates?

AS1 c Where the choice of assumptions affects
the sign of net benefits, does the does the
economic analysis carry out sensitivity
analysis based on these alternative as-
sumptions?

Where benefit or cost estimates are heavily dependent on certain assumptions, it is es-
sential to make those assumptions explicit and, where alternative assumptions are
plausible, to carry out sensitivity analyses based on the alternative assumptions. If the
value of net benefits changes sign with alternative plausible assumptions, further analy-
sis may be necessary to develop more evidence on which of the alternative assump-
tions is more appropriate. Because the adoption of a particular estimation methodology
sometimes implies major hidden assumptions, it is important to analyze estimation
methodologies carefully to make hidden assumptions explicit. [§III.A.5]



CENTER FOR THE STUDY OF AMERICAN BUSINESS PROJECT ON REGULATORY OVERSIGHT

EVALUATIVE CRITERIA FOR COMPLIANCE: ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866

D-39

ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

5. ASSUMPTIONS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Proprietary data:

AS2 Does the economic analysis rely strongly upon
on proprietary data or analyses whose disclo-
sure is limited by confidentiality agreements?

If yes:

AS2 a Are such data or analyses the gest, or even
the only, means to address an important
aspect of the regulation?

AS2 b Does the economic analysis provide as
much information as possible concerning
underlying scientific, technological, behav-
ioral and valuation assumptions, such as:

AS2 c 1 • information about the values of key
input parameters?

AS2 c 2 • information about the implied be-
havioral response rates from sensi-
tivity analysis?

Special challenges arise in evaluating the results of an [economic analysis] that relies
strongly upon proprietary data or analyses whose disclosure is limited by confidentiality
agreements. In some cases, such data and analysis may be the best, or even the only,
means to address an important aspect of a proposed regulation. Nevertheless, given
the difficulties that this confidentiality presents to OMB review and meaningful public
participation in the rulemaking, agencies should exercise great care in relying strongly
upon proprietary material in developing an [economic analysis]. When such material is
used, it is essential that agencies provide as much information as possible concerning
the underlying scientific, technological, behavioral, and valuation assumptions and con-
clusions. This can be accomplished, for example, by providing information about the
values of key input parameters used in a modeling analysis or the implied behavioral
response rates derived from sensitivity analysis. [§III.A.5]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

5. ASSUMPTIONS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Compliance:

AS3 a Does the analysis assume full compliance?

AS3 b Does the analysis consider alternative
compliance rates?

AS3 c Where an analysis uses an alternative
compliance rate assumption, does it use the
same assumption for both benefits and
costs?

AS3 d Does the analysis differentiate between the
benefits and costs of complying with exist-
ing regulatory requirements and complying
with new requirements?

The effectiveness of proposed rules may depend in part upon agency enforcement
strategies, which may vary over time as agency priorities and budgetary constraints
change. Because an agency usually cannot commit to an enforcement strategy at the
time the rule is promulgated, the analysis of a rule's benefits and costs should generally
assume that compliance with the rule is complete, although there may be circum-
stances when other assumptions should be considered as well. The analysis of a new
or revised rule should differentiate between its benefits and costs, given an assumed
level of compliance, and the implications of changes in compliance with an existing rule.
[§III.A.5]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

6. INTERNATIONAL TRADE

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

IT1 Does the analysis maintain no distinction be-
tween domestic and foreign resources?

In calculating the benefits and costs of a proposed regulatory action, generally no ex-
plicit distinction needs to be made between domestic and foreign resources. If, for ex-
ample, compliance with a proposed regulation requires the purchase of specific equip-
ment, the opportunity cost of that equipment is ordinarily best represented by its do-
mestic cost in dollars, regardless of whether the equipment is produced domestically or
imported. The relative value of domestic and foreign resources is correctly represented
by their respective dollar values, as long as the foreign exchange value of the dollar is
determined by the exchange market. Nonetheless, an awareness of the role of interna-
tional trade may be quite useful for assessing the benefits and costs of a proposed
regulatory action. For example, the existence of foreign competition may make the de-
mand curve facing a domestic industry more elastic than it would be otherwise. Elastici-
ties of demand and supply frequently can significantly affect the magnitude of the bene-
fits or costs of a regulation. [§III.A.6]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

6. INTERNATIONAL TRADE

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

IT2 Does the analysis properly account for the ef-
fects of the regulation, if any, to limit imports?

Regulations limiting imports -- whether through direct prohibitions or fees, or indirectly
through an adverse differential effect on foreign producers or consumers relative to do-
mestic producers and consumers -- raise special analytic issues. The economic loss to
the United States from limiting imports should be reflected in the net benefit estimate.
However, a benefit-cost analysis will generally not be able to measure the potential U.S.
loss from the threat of future retaliation by foreign governments. This threat should then
be treated as a qualitative cost (see section 7). [§III.A.6]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

7. NON-MONETIZED BENEFITS AND COSTS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

NM1 a Does the analysis present benefits in
monetized units whenever possible?

NM1 b Does the analysis present costs in
monetized units whenever possible?

NM1 c Where monetization is not possible, does
the analysis present non-monetized bene-
fits in physical or other quantitative units
whenever possible?

NM1 d Where monetization is not possible, does
the analysis present non-monetized costs in
physical or other quantitative units when-
ever possible?

Presentation of monetized benefits and costs is preferred where acceptable estimates
are possible. However, monetization of some of the effects of regulations is often diffi-
cult if not impossible, and even the quantification of some effects may not be easy. Ef-
fects that cannot be fully monetized or otherwise quantified should be described. Those
effects that can be quantified should be presented along with qualitative information to
characterize effects that are not quantified.

Irrespective of the presentation of monetized benefits and costs, the [economic analy-
sis] should present available physical or other quantitative measures of the effects of
the alternative actions to help decisionmakers understand the full effects of alternative
actions. These include the magnitude, timing, and likelihood of impacts, plus other rele-
vant dimensions (e.g., irreversibility and uniqueness). For instance, assume the effects
of a water quality regulation include increases in fish populations and habitat over the
affected stream segments and that it is not possible to monetize such effects. It would
then be appropriate to describe the benefits in terms of stream miles of habitat im-
provement and increases in fish population by species (as well as to describe the timing
and likelihood of such effects, etc.). Care should be taken, however, when estimates of
monetized and physical effects are mixed in the same analysis so as to avoid double-
counting of benefits. Finally, the [economic analysis] should distinguish between effects
unquantified because they were judged to be relatively unimportant, and effects that
could not be quantified for other reasons. [§III.A.7]
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III.A. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS AND COSTS:

8. DISTRIBUTIONAL EFFECTS AND EQUITY

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

E1 Are distributional effects represented as significant fac-
tors in the agency’s decision making?

If yes:

E1 a Does the economic analysis include estimates of the
magnitude, likelihood and incidence of risks, benefits
and costs across subpopulations?

E1 b Does the economic analysis use available information
on differences in valuation across income levels or
other identifiable aspects of the affected population in
calculating net benefits?

E1 c Does the economic analysis describe distributional
effects without judging their fairness?

Where distributive effects are thought to be important, the effects of various regulatory alternatives should
be described quantitatively to the extent possible, including their magnitude, likelihood, and incidence of
effects on particular groups. Agencies should be alert for situations in which regulatory alternatives result in
significant changes in treatment or outcomes for different groups. Effects on the distribution of income that
are transmitted through changes in market prices can be important, albeit sometimes difficult to assess.

There are no generally accepted principles for determining when one distribution of net benefits is more
equitable than another. Thus, the EA should be careful to describe distributional effects without judging
their fairness. These descriptions should be broad, focusing on large groups with small effects per capita
as well as on small groups experiencing large effects per capita. Equity issues not related to the distribu-
tion of policy effects should be noted when important and described quantitatively to the extent feasible.
[§III.A.8]

Information on distributional impacts related to the alternatives should accompany the analysis of aggre-
gate benefits and costs. Where relevant and feasible, agencies can also indicate how aggregate benefits
and costs depend on the incidence of benefits and costs. Agencies should present a reasoned explanation
or analysis to justify their choice among alternatives. [§III.A.2]

Typically total expected net benefits and risk premia are calculated on the basis of a representative set of
individual preferences. Agencies should also present available information on the incidence of benefits,
costs, and risks where necessary for judging distributional consequences. Where information is available
on differences in valuation across income levels or other identifiable criteria, agencies can use this infor-
mation and information on the incidence of regulatory effects in calculating total net benefits estimates.
[§III.A.4(b)]
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8. DISTRIBUTIONAL EFFECTS AND EQUITY

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

E1 d Does the economic analysis identify any equity is-
sues not related to the distribution of policy effects?

If yes:

E1 d 1 Are these issues described quantitatively to the
extent feasible?

E1 c Does the economic analysis present a reasoned ex-
planation or analysis that justifies the agency’s choice
among alternatives where distributional impacts
matter?
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8. DISTRIBUTIONAL EFFECTS AND EQUITY

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

Where intergenerational effects are expected:

E5 Does the economic analysis present the
streams of benefits and costs over time?

The [economic analysis] should also present information on the streams of benefits and costs over time in
order to provide a basis for judging intertemporal distributional consequences, particularly where
intergenerational effects are concerned. [§III.A.8]

E6 Does the economic analysis document con-
sultation with OMB prior to conducting special
analyses of intergenerational effects?

As in other cases when agencies seek to use the shadow price of capital approach,
they should consult with OMB prior to conducting special analyses of regulations having
substantial intergenerational effects.  [§III.A.3(b)]
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III.B. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

B1 Does the economic analysis state the beneficial
effects of the rule as well as principal alternatives?

B2 Does the economic analysis explain the mecha-
nism by which the rule is expected to yield the an-
ticipated benefits?

B3 Does the analysis estimate incremental net bene-
fits?

B4 Does the analysis include a schedule of monetized
net benefits showing the type of benefit and when
it would accrue in constant, undiscounted dollars?

B5 Does the analysis present and explain any benefits
that cannot be monetized?

The [economic analysis] should state the beneficial effects of the proposed regula-
tory change and its principal alternatives. In each case, there should be an expla-
nation of the mechanism by which the proposed action is expected to yield the an-
ticipated benefits. An attempt should be made to quantify all potential real incre-
mental benefits to society in monetary terms to the maximum extent possible. A
schedule of monetized benefits should be included that would show the type of
benefit and when it would accrue; the numbers in this table should be expressed in
constant, undiscounted dollars. Any benefits that cannot be monetized, such as an
increase in the rate of introducing more productive new technology or a decrease in
the risk of extinction of endangered species, should also be presented and ex-
plained. [§III.B]
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III.B. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

B6 Does the analysis identify and explain, with enough detail to
permit independent assessment and verification, the data or
studies on which the benefit estimates are based?

B7 Can an independent analyst determine the representativeness
of samples, the reliability of extrapolations used to develop
aggregate estimates, and the statistical significance of re-
sults?

The [economic analysis] should identify and explain the data or studies on which benefit estimates are
based with enough detail to permit independent assessment and verification of the results. Where
benefit estimates are derived from a statistical study, the [economic analysis] should provide sufficient
information so that an independent observer can determine the representativeness of the sample, the
reliability of extrapolations used to develop aggregate estimates, and the statistical significance of the
results. [§III.B]

B8 Does the calculation of benefits, including the benefits of risk
reduction, reflect the full probability distribution of potential
consequences?

B9 Does the economic analysis present the probability distribu-
tion of benefits?

B10 Does the analysis present extreme estimates as complements
to central tendency and other estimates?

B11 Where fundamental scientific disagreement or lack of knowl-
edge prevents construction of a scientifically defensible prob-
ability distribution, does the analysis describe benefits under
plausible assumptions underlying each alternative view?

The calculation of benefits (including benefits of risk reductions) should reflect the full probability dis-
tribution of potential consequences. For example, extreme safety or health results should be
weighted, along with other possible outcomes, by estimates of their probability of occurrence based
on the available evidence to estimate the expected result of a proposed regulation. To the extent pos-
sible, the probability distributions of benefits should be presented. Extreme estimates should be pre-
sented as complements to central tendency and other estimates. If fundamental scientific disagree-
ment or lack of knowledge precludes construction of a scientifically defensible probability distribution,
benefits should be described under plausible alternative assumptions, along with a characterization of
the evidence underlying each alternative view. This will allow for a reasoned determination by deci-
sionmakers of the appropriate level of regulatory action. [§III.B]
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III.B. GENERAL PRINCIPLES FOR THE ANALYSIS OF BENEFITS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

B12 Does the analysis avoid double-counting of bene-
fits?

It is important to guard against double-counting of benefits. For example, if a regu-
lation improves the quality of the environment in a community, the value of real es-
tate in the community might rise, reflecting the greater attractiveness of living in the
improved environment Inferring benefits from changes in property values is com-
plex. On the one hand, the rise in property values may reflect the capitalized value
of these improvements. On the other hand, benefit estimates that do not incorpo-
rate the consequences of land use changes will not capture the full effects of regu-
lation. For regulations with significant effects on land uses, these effects must be
separated from the capitalization of direct regulatory impacts into property values.
[§III.B]
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1. GENERAL CONSIDERATIONS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

B13 a Does the analysis rely on the concept of op-
portunity cost to estimate benefits, using the
principle of “willingness-to-pay”?

B13 b Does the problem at hand have property
rights assigned in such a manner that “will-
ingness-to-accept” is the preferred measure
of opportunity cost?

The concept of "opportunity cost" is the appropriate construct for valuing both benefits
and costs. The principle of "willingness-to-pay" captures the notion of opportunity cost
by providing an aggregate measure of what individuals are willing to forgo to enjoy a
particular benefit. Market transactions provide the richest data base for estimating
benefits based on willingness-to-pay, as long as the goods and services affected by a
potential regulation are traded in markets. It is more difficult to estimate benefits where
market transactions are difficult to monitor or markets do not exist. Regulatory analysts
in these cases need to develop appropriate proxies that simulate market exchange. In-
deed, the analytical process of deriving benefit estimates by simulating markets may
suggest alternative regulatory strategies that create such markets.

Either willingness-to-pay (WTP) or willingness-to-accept (WTA) can provide an appro-
priate measure of benefits, depending on the allocation of property rights. The common
preference for WTP over WTA measures is based on the empirical difficulties in esti-
mating the latter.

B14 Regardless of the methods used, does the
economic analysis ensure that benefit esti-
mates are reliable and conform as closely as
possible to what would be observed in mar-
kets?

Estimates of willingness-to-pay based on observable and replicable behavior deserve
the greatest level of confidence. Greater uncertainty attends benefit estimates that are
neither derived from market transactions nor based on behavior that is observable or
replicable. While innovative benefit estimation methodologies will be necessary or de-
sirable in some cases, use of such methods intensifies the need for quality control to
ensure that estimates are reliable and conform as closely as possible to what would be
observed if markets existed.  [§III.B.1]
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PRINCIPLES FOR THE ANALYSIS OF BENEFITS:
2. PRINCIPLES FOR VALUING BENEFITS DIRECTLY TRADED IN MARKETS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

DTM1 Does the economic analysis use market prices
to value goods and services traded in mar-
kets?

If yes:

DTM2 a What methods does the economic analysis
rely upon to estimate these benefits?

DTM3 Does the economic analysis assert that market
prices under- or overstate true social value?

If yes:

DTM4 a Does the economic analysis demonstrate
the existence of a market- or government-
induced distortion that causes market prices
to under- or overstate true social value?

If yes:

DTM4 a 1 What is the nature of this distortion?

Ordinarily, goods and services are to be valued at their market prices. However, in
some instances, the market value of a good or service may not reflect its true value to
society.

If a regulatory alternative involves changes in such a good or service, its monetary
value for purposes of benefit-cost analysis should be derived using an estimate of its
true value to society (often called its "shadow price"). For example, suppose a particular
air pollutant damages crops. One of the benefits of controlling that pollutant will be the
value of the crop saved as a result of the controls. That value would typically be deter-
mined by reference to the price of the crop. If, however, the price of that crop is held
above the unregulated market equilibrium price by a government price-support pro-
gram, an estimate based on the support price would overstate the value of the benefit
of controlling the pollutant. Therefore, the social value of the benefit should be calcu-
lated using a shadow price for crops subject to price supports. The estimated shadow
price is intended to reflect the value to society of marginal uses of the crop (e.g., the
world price if the marginal use is for exports). If the marginal use is to add to very large
surplus stockpiles, the shadow price would be the value of the last units released from
storage minus storage cost. Therefore, where stockpiles are large and growing, the
shadow price is likely to be low and could well be negative.

In other cases, market prices could understate social values, for example where pro-
duction of a particular good also provides opportunities for improving basic knowledge.
[§III.B.2]
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III.B.  PRINCIPLES FOR THE ANALYSIS OF BENEFITS:

3. PRINCIPLES FOR VALUING BENEFITS INDIRECTLY TRADED IN MARKETS

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

ITM1 Does the economic analysis identify as benefits goods or
services that are indirectly traded in markets?

If yes:

ITM2 a Does the economic analysis estimate the value of in-
directly traded benefits based on contingent value
methods?

If yes:

In some important instances, a benefit corresponds to a good or service that is indirectly traded in the mar-
ketplace. Examples include reductions in health-and-safety risks, the use-values of environmental ameni-
ties and scenic vistas. To estimate the monetary value of such an indirectly traded good, the willingness-to-
pay valuation methodology is considered the conceptually superior approach. As noted in Sections 4 and 5
immediately following, alternative methods may be used where there are practical obstacles to the accu-
rate application of direct willingness-to-pay methodologies.

A variety of methods have been developed for estimating indirectly traded benefits. Generally, these meth-
ods apply statistical techniques to distill from observable market transactions the portion of willingness-to-
pay that can be attributed to the benefit in question. Examples include estimates of the value of environ-
mental amenities derived from travel-cost studies, hedonic price models that measure differences or
changes in the value of land, and statistical studies of occupational-risk premiums in wage rates. For all
these methods, care is needed in designing protocols for reliably estimating benefits or in adapting the re-
sults of previous studies to new applications. The use of occupational-risk premiums can be a source of
bias because the risks, when recognized, may be voluntarily rather than involuntarily assumed, and the
sample of individuals upon which premium estimates are based may be skewed toward more risk-tolerant
people. [§III.B.3]
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ITM3 a 1 Does the economic analysis use contingent
valuation methods that approximate the state-of-
the-art?

ITM3 a 2 Does the economic analysis examine or test the
reliability of results using contingent valuation
methods?

Contingent-valuation methods have become increasingly common for estimating indirectly traded benefits,
but the reliance of these methods on hypothetical scenarios and the complexities of the goods being val-
ued by this technique raise issues about its accuracy in estimating willingness to pay compared to methods
based on (indirect) revealed preferences. Accordingly, value estimates derived from contingent-valuation
studies require greater analytical care than studies based on observable behavior. For example, the con-
tingent valuation instrument must portray a realistic choice situation for respondents -- where the hypo-
thetical choice situation corresponds closely with the policy context to which the estimates will be applied.
The practice of contingent valuation is rapidly evolving, and agencies relying upon this tool for valuation
should judge the reliability of their benefit estimates using this technique in light of advances in the state of
the art. [§III.B.3]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

NTM1 Does the economic analysis identify as bene-
fits goods or services that are not traded in
markets?

If yes:

NTM2 a Does the economic analysis estimate the
value of such benefits using contingent
value or similar methods?

If yes:

NTM2 b Does the analysis use contingent value
methods that approximate the state-of-the-
art?

NTM2 c Does the analysis examine or test the reli-
ability results using contingent valuation
methods?

Some types of goods, such as preserving environmental or cultural amenities apart
from their use and direct enjoyment by people, are not traded directly or indirectly in
markets. The practical obstacles to accurate measurement are similar to (but generally
more severe than) those arising with respect to indirect benefits, principally because
there are few or no related market transactions to provide data for willingness-to-pay
estimates.

For many of these goods, particularly goods providing "nonuse" values, contingent-
valuation methods may provide the only analytical approaches currently available for
estimating values. The absence of observable and replicable behavior with respect to
the good in question, combined with the complex and often unfamiliar nature of the
goods being valued, argues for great care in the design and execution of surveys, rig-
orous analysis of the results, and a full characterization of the uncertainties in the esti-
mates to meet best practices in the use of this method. [§III.B.4]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

HS1 Are non-health and safety benefits a significant fraction
of total estimated benefits?

If yes, does the economic analysis:

HS2 a • present estimates of both the risks of non-fatal
illness or injury and fatality risks?

HS2 b • describe any particular strengths or weaknesses
of these estimates?

HS2 c • discount to reflect the latency period between
exposure and illness?

HS2 d • justify its choice of methods?

HS2 e • estimate the value of health and safety benefits
based on willingness-to-pay methods?

HS3 a 1 If yes, does the economic analysis demonstrate
that the methods used provide a solid basis for
benefits transfer?

Regulations that address health and safety concerns often yield a variety of benefits traded directly in mar-
kets, benefits indirectly traded in markets, and benefits not traded in markets. A major component of many
such regulations is a reduction is the risk of illness, injury or premature death. There are differences of
opinion about the various approaches for monetizing such risk reductions. In assessing health and safety
benefits, the analysis should present estimates of both the risks of nonfatal illness or injury and fatality
risks, and may include any particular strengths or weakness of such analyses the agencies think appropri-
ate, in order to accurately assess the benefits of government action. [§III.B.5]

Although the willingness-to-pay approach is conceptually superior, measurement difficulties may cause the
agency to prefer valuations of reductions in risks of nonfatal illness or injury based on the expected direct
costs avoided by such risk reductions. For example, an injury-value estimate from a willingness-to-pay
study may be an average over a specific combination of injuries of varying severity. If the average injury
severity in such a study differs greatly from the injury severity addressed by the regulatory action, then the
study's estimated injury value may not be appropriate for evaluating that action. More generally, willing-
ness-to-pay estimates may be unavailable or too tentative to provide a solid base for the evaluation. The
agency should use whatever approach it can justify as most appropriate for the decision at hand, keeping
in mind that direct cost measures can be expected to understate the true cost. As discussed above (Sec-
tion III.A.3), costs and benefits should be appropriately discounted to reflect the latency period between
exposure and illness.

The agency should use whatever approach it can justify but should provide a clear explanation of the as-
sumptions and reasoning used in the valuation. [§III.B.5(a)]
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HS3 a 2 If no, does the economic analysis esti-
mate benefits based on direct costs
avoided, taking into account important
costs not readily captured by direct cost
methods?

If the economic analysis uses direct cost
methods, does the analysis:

HS3 a 2 A • take account of the composition
of the affected population?

HS3 a 2 B • justify its choice of methods?

The primary components of the direct-cost approach are medical and other costs of off-
setting illness or injury; costs for averting illness or injury (e.g., expenses for goods such
as bottled water or job safety equipment that would not be incurred in the absence of
the health or safety risk); and the value of lost production. Possibly important costs that
might be omitted by the use of the direct-cost approach are the costs of pain, suffering
and time lost (due to illness, injury, or averting behavior) from leisure and other activi-
ties that are not directly valued in the market. The present value of the expected stream
of costs should be included. For long-term chronic illness or incapacitation the direct-
cost approach may be particularly problematic compared to a willingness-to-pay esti-
mate analogous to the valuation of mortality risks. [§III.B.5(a)]

Valuing lost production and other time-related costs gives rise to a number of meth-
odological concerns. For occupational illness or injury, lost production can be measured
by losses in workers' value of marginal product. In valuing the effects of broader envi-
ronmental hazards, however, attention must be given to the composition of the exposed
population. For example, some portion of the working-age population may be unem-
ployed, while others will be retired. Still others may have chosen to be homemakers or
home caregivers. Valuation of nonfatal illness or injury to these parts of the population
presents a greater challenge than valuing the loss of employee services using wage
rates. Finally, the valuation of health impacts on children or retirees through the direct-
cost approach is especially problematic since their zero opportunity cost in the labor
market is not a good proxy for the social cost of illness. The agency should use what-
ever approach it can justify but should provide a clear explanation of the assumptions
and reasoning used in the valuation. [§III.B.5(a)]



CENTER FOR THE STUDY OF AMERICAN BUSINESS PROJECT ON REGULATORY OVERSIGHT

EVALUATIVE CRITERIA FOR COMPLIANCE: ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866

D-57

ECONOMIC ANALYSIS UNDER EXECUTIVE ORDER 12866
III.B. PRINCIPLES FOR THE ANALYSIS OF BENEFITS:

5. METHODS FOR VALUING HEALTH AND SAFETY BENEFITS
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HS4 Does the analysis rely on external estimates of the “value
of statistical life”?

If yes:

HS4 a Does the analysis apply the “value of statistical life”
only to small changes in the risk of death?

Reductions in fatality risks as a result of government action are best monetized according to the willing-
ness-to-pay approach. The value of changes in fatality risk is sometimes expressed in terms of the "value
of statistical life" (VSL) or the "value of a life". These terms are confusing at best and should be carefully
described when used. It should be made clear that these terms refer to the willingness to pay for reduc-
tions in risks of premature death (scaled by the reduction in risk being valued). That is, such estimates re-
fer only to the value of relatively small changes in the risk of death. They have no application to an identifi-
able individual. [§III.B.5(b)]
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QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

HS4 b Does the analysis rely on a single estimate, range or
distribution of the value of fatality risk reduction?

HS4 c Does the analysis calculate the “break-even” value of
fatality risk reduction at which the net benefit criterion
would switch over from favoring one alternative to fa-
voring another?

One acceptable explicit valuation approach would be for the agency to select a single estimate of the value
of reductions in fatality risk at ordinarily encountered risk levels, or a distribution of such values, and use
these values consistently for evaluating all its programs that affect ordinary fatality risks. Where the analy-
sis uses a range of alternative values for reductions in fatality risk, it may be useful to calculate break-even
values, as in other sensitivity analyses. This requires calculating the borderline value of reductions in fatal-
ity risk at which the net benefit decision criterion would switch over from favoring one alternative to favoring
another (i.e., the value of fatality risk at which the net benefits of the two alternatives are equal). This
method will frequently be infeasible because of its computational demands but, where feasible, it may be a
useful addition to the sensitivity analysis. [§III.B.5(c)]

Whether the VSLs (or VSLYs) are chosen explicitly or are an implicit outcome of a cost-effectiveness ap-
proach, the choice of estimates ideally should be based on a comparison of the context of the regulation
affecting risks and the context of the study or studies being relied on for value estimates. The literature
identifies certain attributes of risk that affect value. These attributes include the baseline risk, the extent to
which the risk is voluntarily or involuntarily assumed, and features (such as age) of the population exposed
to risk. For regulations affecting some segments of the population (e.g., infants) more than those groups
which have served as the basis for most of the information used to estimates VSLs (e.g., working-age
adults), the use of VSLs from the literature may not be appropriate. At a minimum, differences in regulatory
and study contexts should be acknowledged and a rationale for the choice of the value estimate should be
provided. [§III.B.5(c)]
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HS4 d Does the analysis apply the “value of statis-
tical life” in an appropriate context?

Based on the literature, both the scale of baseline risks and their degree of voluntari-
ness appear to affect VSLs. However, the risk from an involuntary hazard typically is
too small to represent a significant portion of baseline risk. (For example, average an-
nual mortality risks for men aged 55-64 are about two per hundred, while occupational
fatality risk reductions typically achieved by regulations are between two per ten thou-
sand and two per million annually.) In such cases, it may be legitimate to assume that
the valuation of risks can be treated as independent of baseline risk. [§III.B.5(c)]

HS4 e Does the analysis acknowledge differences
in regulatory contexts and provide a ration-
ale for the choice of “value of statistical
life”?

Whether the VSLs (or VSLYs) are chosen explicitly or are an implicit outcome of a cost-
effectiveness approach, the choice of estimates ideally should be based on a compari-
son of the context of the regulation affecting risks and the context of the study or stud-
ies being relied on for value estimates. The literature identifies certain attributes of risk
that affect value. These attributes include the baseline risk, the extent to which the risk
is voluntarily or involuntarily assumed, and features (such as age) of the population ex-
posed to risk. For regulations affecting some segments of the population (e.g., infants)
more than those groups which have served as the basis for most of the information
used to estimates VSLs (e.g., working-age adults), the use of VSLs from the literature
may not be appropriate. At a minimum, differences in regulatory and study contexts
should be acknowledged and a rationale for the choice of the value estimate should be
provided. [§III.B.5(c)]
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HS4 f Does the analysis demonstrate that these
external values are as accurate as possible
given the circumstances being assessed
and the state of knowledge?

Values of fatality risk reduction often figure prominently in assessments of government
action. Estimates of these values that are as accurate as possible, given the circum-
stances being assessed and the state of knowledge, will reduce the prospects for in-
adequate or excessive action. [§III.B.5(b)]

HS5 Does the analysis rely on external estimates of
the “value of statistical life-years extended”?

If yes:

Another way of expressing reductions in fatality risks is in terms of the "value of statisti-
cal life-years extended" (VSLY). For example, if a regulation protected individuals
whose average remaining life expectancy was 40 years, then a risk reduction of one
fatality would be expressed as 40 life-years extended. This approach allows distinctions
in risk-reduction measures based on their effects on longevity. However, this does not
automatically mean that regulations with greater numbers of life-years extended will be
favored over regulations with fewer numbers of life-years extended. VSL and VSLY ul-
timately depend on the willingness to pay for various forms of mortality risk reduction,
not just longevity considerations. [§III.B.5(b)]

HS5 a Does the analysis apply these values only
to small changes in the risk of death?

Reductions in fatality risks as a result of government action are best monetized ac-
cording to the willingness-to-pay approach. The value of changes in fatality risk is
sometimes expressed in terms of the "value of statistical life" (VSL) or the "value of a
life". These terms are confusing at best and should be carefully described when used. It
should be made clear that these terms refer to the willingness to pay for reductions in
risks of premature death (scaled by the reduction in risk being valued). That is, such
estimates refer only to the value of relatively small changes in the risk of death. They
have no application to an identifiable individual. [§III.B.5(b)]
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HS5 b Does the analysis apply the “value of statis-
tical life-years extended” in an appropriate
context?

Whether the VSLs (or VSLYs) are chosen explicitly or are an implicit outcome of a cost-
effectiveness approach, the choice of estimates ideally should be based on a compari-
son of the context of the regulation affecting risks and the context of the study or stud-
ies being relied on for value estimates. The literature identifies certain attributes of risk
that affect value. These attributes include the baseline risk, the extent to which the risk
is voluntarily or involuntarily assumed, and features (such as age) of the population ex-
posed to risk. For regulations affecting some segments of the population (e.g., infants)
more than those groups which have served as the basis for most of the information
used to estimates VSLs (e.g., working-age adults), the use of VSLs from the literature
may not be appropriate. At a minimum, differences in regulatory and study contexts
should be acknowledged and a rationale for the choice of the value estimate should be
provided. [§III.B.5(c)]

HS5 c Does the analysis acknowledge differences
in regulatory contexts and provide a ration-
ale for the choice of “value of statistical
life”?

Based on the literature, both the scale of baseline risks and their degree of voluntari-
ness appear to affect VSLs. However, the risk from an involuntary hazard typically is
too small to represent a significant portion of baseline risk. (For example, average an-
nual mortality risks for men aged 55-64 are about two per hundred, while occupational
fatality risk reductions typically achieved by regulations are between two per ten thou-
sand and two per million annually.) In such cases, it may be legitimate to assume that
the valuation of risks can be treated as independent of baseline risk. [§III.B.5(c)]
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HS5 c Does the analysis rely on a single estimate
or distribution of the “value of statistical life-
years extended”?

HS5 d Does the analysis calculate the “break-
even” value of “value of statistical life-years
extended” at which the net benefit criterion
would switch over from favoring one alter-
native to favoring another?

One acceptable explicit valuation approach would be for the agency to select a single
estimate of the value of reductions in fatality risk at ordinarily encountered risk levels, or
a distribution of such values, and use these values consistently for evaluating all its
programs that affect ordinary fatality risks. Where the analysis uses a range of alterna-
tive values for reductions in fatality risk, it may be useful to calculate break-even values,
as in other sensitivity analyses. This requires calculating the borderline value of reduc-
tions in fatality risk at which the net benefit decision criterion would switch over from fa-
voring one alternative to favoring another (i.e., the value of fatality risk at which the net
benefits of the two alternatives are equal). This method will frequently be infeasible be-
cause of its computational demands but, where feasible, it may be a useful addition to
the sensitivity analysis. [§III.B.5(c)]

HS5 e Does the analysis demonstrate that the se-
lected “value of statistical life-years ex-
tended” is as accurate as possible given the
circumstances being assessed and the
state of knowledge?

Values of fatality risk reduction often figure prominently in assessments of government
action. Estimates of these values that are as accurate as possible, given the circum-
stances being assessed and the state of knowledge, will reduce the prospects for in-
adequate or excessive action. [§III.B.5(b)]
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HS5 f Does the analysis use methods for esti-
mating the “value of statistical life-years
extended” that take account of current age,
latency of effect, expected life-years re-
maining, and social valuation of differential
risk reduction?

While there are theoretical advantages to using a value of statistical life-year-extended
approach, current research does not provide a definitive way of developing estimates of
VSLY that are sensitive to such factors as current age, latency of effect, life years re-
maining, and social valuation of different risk reductions. In lieu of such information,
there are several options for deriving the value of a life-year saved from an estimate of
the value of life, but each of these methods has drawbacks. One approach is to use re-
sults from the wage compensation literature (which focus on the effect of age on WTP
to avoid risk of occupational fatality). However, these results may not be appropriate for
other types of risks. Another approach is to annualize the VSL using an appropriate rate
of discount and the average life years remaining. This approach does not provide an in-
dependent estimate of VSLY; it simply rescales the VSL estimate. Agencies should
consider providing estimates of both VSL and VSLY, while recognizing the developing
state of knowledge in this area. [§III.B.5(c)]
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Where the analysis relies on external estimates of the
value of fatality risk reduction, does the analysis use
values that are:

HS6 a Consistent with other analyses performed
by the agency?

HS6 b Consistent with other analyses performed
by other federal agencies?

HS6 c Consistent with the current state of knowl-
edge at the time the analysis was per-
formed?

If not:

HS6 d 1 Does the analysis explain significant de-
viations from the prevailing state of
knowledge?

As described below, there are several ways that the benefits of mortality risk reduction
can be estimated. In considering these alternatives, however, it is important to keep in
mind the larger objective of consistency -- subject to statutory limitations -- in the esti-
mates of benefits applied across regulations and agencies for comparable risks. Failure
to maintain such consistency prevents achievement of the most risk reduction from a
given level of resources spent on risk reduction. The valuation of mortality risk reduction
is an evolving area in terms of results and methodology. Agencies generally should
utilize valuation estimates, either explicitly or implicitly calculated, that are consistent
with the current state of knowledge at the time that the analysis is being performed, and
should show that their approach to valuation reflects the current state of knowledge.
Significant deviations from the prevailing state of knowledge should be explained.
[§III.B.5(b)

To value reductions in more voluntarily incurred risks (e.g., those related to motorcy-
cling without a helmet) that are "high," agencies should consider using lower values
than those applied to reductions in involuntary risk. When a higher-risk option is chosen
voluntarily, those who assume the risk may be more risk-tolerant, i.e., they may place a
relatively lower value on avoiding risks. Empirical studies of risk premiums in higher-risk
occupations suggest that reductions in risks for voluntarily assumed high risk jobs (e.g.,
above 10-4 annually) are valued less than equal risk reductions for lower-risk jobs.
However, when occupational choices are limited, the occupational risks incurred may
be more involuntary in nature. [§III.B.5(c)]
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HS6 e Does the analysis provide estimates of the
net incremental cost per unit of reduction in
fatality risk?

If yes, is this net incremental cost:

HS6 f 1 • consistent with estimated values of
reductions in fatality risks derived
from willingness-to-pay methods?

HS6 f 2 • consistent with other regulatory de-
cisions?

If not:

HS6 g 3 Are inconsistencies the result of statu-
tory limitations?

An implicit valuation approach that could be used entails calculations of the net incre-
mental cost per unit of reduction in fatality risk (cost per "statistical life saved") of alter-
native measures, with net incremental costs defined as costs minus monetized benefits.
Alternatives can be arrayed in order of increasing reductions in expected fatalities.
Generally this will also correspond to increasing incremental cost. (It is possible that
there will be some initial economies of scale, with declining incremental costs. If incre-
mental costs are declining over a broad range of alternative measures, it is likely that
there are flaws in the definition of the measures or the estimation of their effects.) The
incremental cost per life saved then can be calculated for each adjacent pair of alterna-
tives. With this construction, the choice to undertake a certain set of measures while
eschewing others implies a lower and upper bound for the value per life saved; it would
be at least as large as the incremental cost of the most expensive measure undertaken,
but not as large as the cheapest measure not undertaken. In contrast to explicit valua-
tion approaches, this avoids the necessity of specifying in advance a value for reduc-
tions in fatality risks. However, the range of values should be consistent with estimated
values of reductions in fatality risks calculated according to the willingness-to-pay
methodology, and the method should be consistently applied across regulatory deci-
sions (within statutory limitations), in order to assure that regulation achieves the great-
est risk reduction possible from the level of resources committed to risk reduction.
[§III.B.5(c)]
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C1 Does the analysis estimate costs based on the principle
of opportunity cost?

If yes:

The preferred measure of cost is the "opportunity cost" of the resources used or the benefits forgone as a
result of the regulatory action. Opportunity costs include, but are not limited to, private-sector compliance
costs and government administrative costs. Opportunity costs also include losses in consumers' or produc-
ers' surpluses, discomfort or inconvenience, and loss of time. These effects should be incorporated in the
analysis and given a monetary value wherever possible. (Producers' surplus is the difference between the
amount a producer is paid for a unit of a good and the minimum amount the producer would accept to sup-
ply that unit. It is measured by the area between the price and the supply curve for that unit. Consumers'
surplus is the difference between what a consumer pays for a unit of a good and the maximum amount the
consumer would be willing to pay for that unit. It is measured by the distance between the price and the
demand curve for that unit.) [§III.C.1]

C2 a Is the estimate of opportunity cost expressed in terms
of benefits foregone as a consequence of the rule?

If yes:

C2 b 1 Are foregone benefits monetized wherever possi-
ble and either added to costs or subtracted from
benefits?

C2 b 2 Are averted costs monetized wherever possible
and either added to benefits or subtracted from
costs?

The opportunity cost of an alternative also incorporates the value of the benefits forgone as a consequence
of that alternative. For example, the opportunity cost of banning a product (e.g., a drug, food additive, or
hazardous chemical) is the forgone net benefit of that product, taking into account the mitigating effects of
potential substitutes. As another example, even if a resource required by regulation does not have to be
paid for because it is already owned by the regulated firm, the use of that resource to meet the regulatory
requirement has an opportunity cost equal to the net benefit it would have provided in the absence of the
requirement. Any such foregone benefits should be monetized wherever possible and either added to the
costs or subtracted from the benefits of that alternative. Any costs that are averted as a result of an alter-
native should be monetized wherever possible and either added to the benefits or subtracted from the
costs of that alternative. [§III.C.1]
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C3 Does the analysis report the incremental cost of regula-
tory alternatives?

If yes:

C4 a Are marginal costs calculated correctly?

C4 b Does the analysis provide a schedule showing each
type of cost and when it would occur, in constant un-
discounted dollars?

All costs calculated should be incremental, that is, they should represent changes in costs that would occur
if the regulatory option is chosen compared to costs in the base case (ordinarily no regulation or the exist-
ing regulation) or under a less stringent alternative. Future costs that would be incurred even if the regula-
tion is not promulgated, as well as costs that have already been incurred (sunk costs), are not part of in-
cremental costs. If marginal cost is not constant for any component of costs, incremental costs should be
calculated as the area under the marginal cost curve over the relevant range. A schedule of monetized
costs should be included that would show the type of cost and when it would occur; the numbers in this ta-
ble should be expressed in constant, undiscounted dollars. [§III.C.1]

C5 Does the economic analysis identify and explain the data
or studies on which cost estimates are based with
enough detail to permit independent verification of the
results?

C6 Does the economic analysis provide sufficient information
so that an independent observer can determine the rep-
resentativeness of samples, the reliability of extrapola-
tions used to develop aggregate estimates, and the sta-
tistical significance of the results?

The [economic analysis] should identify and explain the data or studies on which cost estimates are based
with enough detail to permit independent assessment and verification of the results. Where cost estimates
are derived from a statistical study, the [economic analysis] should provide sufficient information so that an
independent observer can determine the representativeness of the sample, the reliability of extrapolations
used to develop aggregate estimates, and the statistical significance of the results. [§III.C.1]
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C7 a Does the calculation of costs, including indi-
rect costs of risk reduction, reflect the full
probability distribution of potential conse-
quences?

C7 b Does the analysis present the probability
distribution of costs?

C7 c Does the analysis present extreme esti-
mates as complements to central tendency
and other estimates?

Where fundamental scientific disagreement or lack of
knowledge prevents construction of a scientifically de-
fensible probability distribution:

C8 a Does the economic analysis describe costs
under plausible assumptions underlying
each alternative view?

C8 b Does the economic analysis refrain from
adjusting cost estimates to account for un-
certainty?

As with benefit estimates, the calculation of costs should reflect the full probability dis-
tribution of potential consequences. Extreme values should be weighted, along with
other possible outcomes, by estimates of their probability of occurrence based on the
available evidence to estimate the expected result of a proposed regulation. If funda-
mental scientific disagreement or lack of knowledge precludes construction of a scien-
tifically defensible probability distribution, costs should be described under plausible al-
ternative assumptions, along with a characterization of the evidence underlying each
alternative view. This will allow for a reasoned determination by decisionmakers of the
appropriate level of regulatory action. That level of action should derive from the deci-
sionmaking process, not from adjusting cost estimates upward or downward at the in-
formation-gathering or analytical stages of the process. [§III.C.1]
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C9 Does the analysis avoid double-counting of
costs?

As in the calculation of benefits, costs should not be double counted. Two accounting
cost concepts that should not be counted as costs in benefit-cost analysis are interest
and depreciation. The time value of money is already accounted for by the discounting
of benefits and costs. Generally, depreciation is already taken into account by the time
distribution of benefits and costs. One legitimate use for depreciation calculations in
benefit-cost analysis is to estimate the salvage value of a capital investment. [§III.C.1]

C10 Does the analysis base cost estimates on
credible changes in technology over time?

Estimates of costs should be based on credible changes in technology over time. For
example, a slowing in the rate of innovation or of adoption of new technology because
of delays in the regulatory approval process or the setting of more stringent standards
for new facilities than existing ones may entail significant costs. On the other hand, a
shift to regulatory performance standards and incentive-based policies may lead to
cost-saving innovations that should be taken into account. In some cases agencies are
limited under statute to considering only technologies that have been demonstrated to
be feasible. In these situations, it may also be useful to estimate costs and cost savings
assuming a wider range of technical possibilities. [§III.C.1]
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T1 Does the analysis correctly distin-
guish between real costs and
transfer payments?

An important, but sometimes difficult, problem in cost estimation is to distinguish between real costs
and transfer payments. Transfer payments are not social costs but rather are payments that reflect
a redistribution of wealth. While transfers should not be included in the [economic analysis’] esti-
mates of the benefits and costs of a regulation, they may be important for describing the distribu-
tional effects of a regulation. Scarcity rents and monopoly profits, insurance payments, government
subsidies and taxes, and distribution expenses are four potential problem areas that may affect both
social benefits and costs as well as involve significant transfer payments. [§III.C.2]

T2 Does the analysis correctly treat
scarcity rents and monopoly profits
as transfer payments?

Scarcity rents and monopoly profits. If, for example, sales of a competitively produced product were
restricted by a government regulation so as to raise prices to consumers, the resulting profit in-
creases for sellers are not a net social benefit of the rule, nor is their payment by consumers gener-
ally a net social cost, though there may be important distributional consequences. The social bene-
fit-cost effects of the regulation would be represented by changes in producers' and consumers'
surpluses, including the net surplus reduction from reduced availability of the product. The same
conclusion applies if the government restriction provides an opportunity for the exercise of market
power by sellers, in which case the net cost of the regulation would include the cost of reduced
product provision due both to the government mandate and the induced change in market structure.
[§III.C.2(a)]
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T3 Does the analysis correctly treat
insurance payments as transfer
payments?

Insurance payments. Potential pitfalls in benefit-cost analysis may also arise in the case of insur-
ance payments, which are transfers. Suppose, for example, a worker safety regulation, by de-
creasing employee injuries, led to reductions in firms' insurance premium payments. It would be in-
correct to count the amount of the reduction in insurance premiums as a benefit of the rule. The
proper measure of benefits for the [economic analysis] is the value of the reduction in worker inju-
ries, monetized as described previously, plus any reduction in real costs of administering insurance
(such as the time insurance company employees needed to process claims) due to the reduction in
worker insurance claims. Reductions in insurance premiums that are matched by reductions in in-
surance claim payments are changes in transfer payments, not benefits. [§III.C.2(b)]

T4 Does the analysis correctly treat
taxes as transfer payments?

Indirect taxes and subsidies. A third instance where special treatment may be needed to deal with transfer payments is
the case of indirect taxes (tariffs or excise taxes) or subsidies on specific goods or services. Suppose a regulation re-
quires firms to purchase a $10,000 piece of imported equipment, on which there is a $1,000 customs duty. For purposes
of benefit-cost analysis, the cost of the regulation for each firm ordinarily would be $10,000, not $11,000, since the $1,000
customs duty is a transfer payment from the firm to the Treasury, not a real resource cost. This approach, which implicitly
assumes that the equipment is supplied at constant costs, should be used except in special circumstances. Where the
taxed equipment is not supplied at constant cost, the technically correct treatment is to calculate how many of the units
purchased as a result of the regulation are supplied from increased production and how many from decreased purchases
by other buyers. The former units would be valued at the price without the tax and the latter units would be valued at the
price including tax. This calculation is usually difficult and imprecise because it requires estimates of supply and demand
elasticities, which are often difficult to obtain and inexact. Therefore, this treatment should only be used where the benefit-
cost conclusions are likely to be sensitive to the treatment of the indirect tax. While costs ordinarily should be adjusted to
remove indirect taxes on specific goods or services as described here, similar treatment is not warranted for other taxes,
such as general sales taxes applying equally to most goods and services or income taxes. [§III.C.2(c)]
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T5 Does the analysis correctly count
indirect expenditures as costs only
to the extent that they correspond
to increased real resource com-
mitments?

Distribution expenses. The treatment of distribution expenses is also a source of potential error. For example, suppose a
particular regulation raises the cost of a product by $100 and that wholesale and retail distribution expenses are on aver-
age 50 percent of the factory-level cost. It would ordinarily be incorrect to add a $50 distribution markup to the $100 cost
increase to derive a $150 incremental cost per product for benefit-cost analysis. Most real resource costs of distribution do
not increase with the price of the product being distributed. In that case, either distribution expenses would be unchanged
or, if they increased, the increase would represent distributor monopoly profits. Since the latter are transfer payments, not
real resource costs, in neither case should additional distribution expenses be included in the benefit-cost analysis. How-
ever, increased distribution expenses should be counted as costs to the extent that they correspond to increased real re-
source costs of the distribution sector as a result of the change in the price or characteristics of the product, or if regula-
tion directly affects distribution costs. [§III.C.2(d)]
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DECISION MAKING PRINCIPLES

QX# Evaluative Criterion OMB Economic Analysis Guidance Citation

None None
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JUDICIAL REVIEW

QX# EVALUATIVE CRITERION OMB ECONOMIC ANALYSIS GUIDANCE CITATION

None None


