Putting Cost-Benefit Analysisin Its Place:
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Policymakers need to reassess the role of cosfibemalysis (CBA) in regulatory
review. Although it remains a valuable tool, a nembf pressing current problems do not fit
well into the CBA paradigm. In particular, climathange, nuclear accident risks, and the
preservation of biodiversity can have very long-mapacts that may produce catastrophic and
irreversible effects. This article seeks to puttdmmnefit analysis in its place by demonstrating
both its strengths and its limitations. The Obantimfistration should rethink the use of CBA
as a way to evaluate regulatory policies and dgvplocedures to restrict its use to policy areas
where its underlying assumptions fit the naturéhefproblem.

CBA is suitable for many conventional policy issubat have limited but significant
effects on society in the short to medium run. st analogy is to the decisions made by large
corporations when they decide how to invest to mé&e profits. In such cases, both public
agencies and firms seek to maximize net gains,iftpldonditions in the rest of the world
constanf However, that is not an appropriate analogy folicfgs with a significant global

impact.
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Since 1981, the Office of Information and Regulataffairs (OIRA) in the White House
has reviewed significant proposed and final regoieat for conformity with cost-benefit tests.
Under a series of executive orders, OIRA has peror this role through Republican and
Democratic presidenciésThese policy reviews are controversial: Some claiat OIRA
promotes the use of sound social-scientific reagpnothers see it as a front for business

interests and a triumph of cold and heartless enimreasoning.

% SeeExec. Order No. 12,866 §§ 3(d)—(e), 3(f)(1), &X)C), 3 C.F.R. 638, 641, 645-46 (1993),
reprinted as amended & U.S.C. 8§ 601 (2006). Taken together, these sectid the executive
order require agencies to prepare cost-benefityaisafor all proposed and final rules that will
have “an annual effect on the economy of $100 omillor more or adversely affect in a material
way the economy, a sector of the economy, proditigticompetition, jobs, the environment,
public health or safety, or State, local, or trigakernments or communitiedd. § 3(f)(1). The
executive order does not apply to independent agensuch as the Federal Trade Commission
or the Federal Communications Commission, but nedrilgem have also created policy analysis
offices to review regulations and other policies.

* George W. Bush kept Clinton’s Executive Order 8,8n place, extending its reach to
guidance documents and making a few other chaggekxec. Order No. 13,422, 3 C.F.R. 191
(2007). Obama revoked the Bush modifications, ttetisrning OIRA to enforcing the original
Clinton order.SeeExec. Order No. 13,497, 74 Fed. Reg. 6113 (Jan2B09). Precursors to
Ronald Reagan’s Executive OrdeeeExec. Order No. 12,291, 3 C.F.R. 127 (198&printed
as amended iB U.S.C 8§ 601 (2006), date from the Richard Nixéarald FordseeExec. Order
No. 11,821, 3 C.F.R. 926 (1974), and Jimmy CageeExec. Order No. 12,044, 3 C.F.R. 152
(1978),reprinted as amended B U.S.C. § 553 (2006), administratior®ealso THOMAS O.
MCGARITY, REINVENTING RATIONALITY : THE ROLE OF REGULATORY ANALYSIS IN THE FEDERAL
BUREAUCRACY 18 (1991); Steven CroleyWhite House Review of Agency Rulemaking: An
Empirical Investigation 70 U. CHI. L. Rev. 821, 824-30 (2003); Sidney A. Shapiro &
Christopher H. SchroedeBeyond Cost-Benefit Analysis: A Pragmatic Reorigona 32 HARV.
ENVTL. L. REV. 433,446-47 (2008). On OIRA under George W. Bush, sém I». Graham,
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(2008).

> SeeCroley, supra note 4, at 831-33 (summarizing the arguments dh bioles). Clinton’s
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OIRA from simply bottling up disfavored ruleSee id.§ 6(b)(2). For further discussion on the



President Barak Obama has continued the practiceegdlatory review under the
executive order originally issued by President Biihton and kept in place by President George
W. Bush. However, in January 2009, the Administratexpressed an interest in revising the
executive order. OIRA opened a comment period andived a broad response from the policy
community® So far, nothing has happened. The comments seeaveofallen into a black hole.
OIRA has not attempted a full-blown reconsideratbrthe executive order. It has concentrated
instead on increasing the transparency of govertinaen especially, on the ease of access to
regulatory information and data sets. Otherwiseisit‘business as usual’—with the staff
reviewing proposed and final rules with only an asional flare-up over controversial issues,
such as whether or not to designate coal ash asaadous waste.

The failure to rethink the executive order is uhioate—especially given the global
trend to institutionalize something called impassessment (I1A). 1A is not quite the same thing
as CBA, but it is grounded in an identical commitinéo promulgating policies that have

positive net benefits while at the same time imprg\public accountability and incorporating

presidential role in regulatory review, see JamesBBwers,Looking at OMB’s Regulatory
Review Through a Shared Powers Perspecl8eRRESIDENTIAL STUD. Q.331(1993).
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AFFAIRS, EXEC. OFFICE OF THEPRESIDENT, Public Comments on OMB Recommendations for a
New Executive Order on Regulatory Review REGINFO.GOV,
http://lwww.reginfo.gov/public/jsp/EO/fedRegReviewlgicComments.jsp (last visited Oct. 7,
2010).
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other value$.A bandwagon may be starting that needs to be situjecritical scrutiny before it
acquires the status of conventional wisdbm.

With no change in the executive order, CBA will tone to be enshrined as the ideal
standard for regulation in the United States. BEf¢ime actual cost-benefit studies performed by
U.S. government agencies are highly variable inligjuand often lack key components, the
technique remains a benchmark for anal¥fis.

| seek to challenge the hegemony of CBA on two gdsu First, cost-benefit analysis
should be used to evaluate only a limited clasegtlatory policies, and even then it should be
supplemented with value choices not dictated byfameleconomics. Second, CBA presents an

impoverished normative framework for policy choideat do not fall into this first category.

8 On impact assessment in European Union membeesstaee ADREA RENDA, IMPACT
ASSESSMENT IN THEEU (2006);Jonathan B. WieneBetter Regulation in Europ&9 GQJRRENT
LEGAL PrOBS 447 (2006). For material on the European Uniampact-assessment initiative,
consult Impact Assessment—Key Documents  EUR. COMMISSION,
http://ec.europa.eu/governance/impact/key_docst@ys en.htm (last updated Sept. 28, 2010).

® For arguments that cost-benefit analysis has dyréscome and ought to continue to be a
routine tool for policymaking, seel®HARD L. REVESZ & MICHAEL A. LIVERMORE, RETAKING
RATIONALITY : HOw COST-BENEFIT ANALYSIS CAN BETTER PROTECT THE ENVIRONMENT AND
OuR HeALTH (2008); CAss R. SUNSTEIN, THE COST-BENEFIT STATE: THE FUTURE OF
REGULATORY PROTECTION (2002); Graham,supranote 4, at 515-16. Sunstein is, of course, the
current head of OIRABuUt see FRANK ACKERMAN & LISA HEINZERLING, PRICELESS ON
KNOWING THE PRICE OFEVERYTHING AND THE VALUE OF NOTHING (2004); SONEY A. SHAPIRO

& ROBERT L. GLICKSMAN, RISK REGULATION AT RISK: RESTORING A PRAGMATIC APPROACH
(2003). An alternative is “feasibility” analysis der which policy is pushing up to the point
where widespread plant shutdowns would occur atdridevels of stringencyseeDavid M.
Driesen Distributing the Costs of Environmental, Healthda®afety Protection: The Feasibility
Principle, Cost-Benefit Analysis, and RegulatorydRa, 32 B.C.ENvTL. AFF. L. REV. 1 (2005);
Amy Sinden et al.,Cost-Benefit Analysis: New Foundations on ShiftBand 3 ReG. &
GOVERNANCE 48, 63—66 (2009) (reviewing MATTHEW D. ADLER & ERIC A. POSNER NEWwW
FOUNDATIONS OF COST-BENEFIT ANALYSIS (2006)). In my view, this option has little to
recommend it because of its failure to balance gxaethe knife edge.

19 SeeRobert W. Hahn & Patrick M. DudleyHHow Well Does the U.S. Government Do
Benefit-Cost Analysjd Rev. ENVTL. ECON. & PoL’Y 192 (2007).



Policy ought to be made on other grounds even thaogsideration of the costs and the benefits
of a program is obviously a requirement for soualicgmaking.

I do not wish to be misunderstood. | favor techaticranalysis that measures both costs
and benefits in the most accurate way possiblefsatduses these data to make intelligent policy
choices' Problems arise, however, when the search forglesibest” policy forces analysts to
make controversial assumptions simply to producarswer that “maximizes” social welfare.
The debate often conflates two related problemst,Fanalysts must resolve a set of difficult
conceptual issues even where CBA is an approptéafenique on normative grounds. More
fundamentally, the second set of problems strikethe heart of the technique and make it an
inappropriate metric for the analysis of some poigsues.

First, difficult issues arise even if net-benefiaximization is a plausible public goal. In
the best case for cost-benefit analysis, the progreeks to correct a failure in private markets,
and the law’s distributive consequences are noaj@meconcern. Overall distributive effects may
be small or, if large, tilt in an egalitarian diten, as when a regulation limits the monopoly
power of large businesses. Here, the main problamresmeasurement difficulties that are
sometimes so fundamental that better analysis wsuttation with experts cannot solve them. |
am thinking mainly of debates over the proper distoate for future benefits and costs; efforts
to incorporate attitudes toward risk; and the vgxamoblems of measuring the value of human
life, of aesthetic and cultural benefits, and ofnhao the natural world. Disputes over these

issues turn on deep philosophical questions—fomgika, valuing future generations versus

1 See, for example, my advocacy of cost-benefityaimlas a background norm for courts to
apply to the review of regulations designed to edrra market failure in (AN ROSE
ACKERMAN, RETHINKING THE PROGRESSIVE AGENDA: THE REFORM OF THE AMERICAN
REGULATORY STATE (1992). Sunstein claims that, in a weaker and mexdlifiorm, this is already
what the courts do.UBISTEIN, supranote 9, at 31-89.



balancing capital and labor in the production cbdmand services; acknowledging the value of
extra years of life versus *life” itself; takingsk preferences into account; and giving culture,
ecosystems, and natural objects a place in theloalcThese issues do not have “right” answers
within economics. They should not be obscured Wgresf to put them under the rubric of a
CBA. Politically responsible officials in the agées and the White House should resolve them
in a transparent way.

Sometimes one policy is much better than many stherder a wide range of
assumptions. Sensitivity tests can explore thisipddy. There is no need to resolve difficult
conceptual and philosophical issues if the prefeaetcome does not depend on the choice of a
discount rate or the value given to human life.IStests should be a routine part of the analytic
toolkit and of the options presented to the ultenadlicymakers.

Second, many policies raise important issues dfiloigive justice, individual rights, and
fairness, especially between generations. Talk rat-benefit maximization” does not help
illuminate these value choices. These issues rasa&surement problems, but the difficulties
with CBA run deeper. Even if everything could beaswed precisely, CBA would be an
inappropriate metric. Attempts to add distributweights to CBA are fundamentally misguided.
They suppose that technocrats, especially econsyeis resolve distributive justice questiohs.
The distributive consequences of policies shoulgdr¢ of the public debate over policies, aided

by technocrats who can help to outline the distifeuconsequences of various policies. The

12 For a recent attempt to revive the concept ofciasavelfare function (SWF) weighted toward
those with low levels of utility, see Matthew D. I&d Future Generations: A Prioritarian View
77 GE0. WASH. L. Rev. 1478 (2009) [hereinafter Adlefuture Generations see alsdMatthew

D. Adler, Risk Equity: A New ProposaB2 Harv. ENvTL. L. REV. 1 (2008) [hereinafter Adler,
Risk Equity. Adler, however, does not explain how a SWF oughie constructed except that it
should be strictly increasing and concave in igdit and he argues that the resulting SWF,
however derived, ought to be only an input intopgthecess of policy choice.



main analytic problem is familiar to students of tacidence. The nominal cost bearer may pass
on some of the costs to others. Distributive impace often difficult to measure and trace.

This second category includes policy issues thet ladarge impact on society, at present
and over multiple generations. Choices taken today be irreversible or very costly to change,
and they may risk large negative consequences uturef generations. In these cases, the
marginal, microanalytic framework characteristiccobt-benefit analysis is not appropriate even
if one stays within a utilitarian framework. Theoplems—climate change, risks from the
storage of nuclear waste, loss of biodiversitygitee a few examples—may have large pervasive
impacts that stretch far into the future. Catastespare possible, even if not likely. These issues
raise broad economic and social issues that requdifferent normative framework.

| review the limitations of CBA as a policy criten and use my critique as a ground for
proposing a revised executive order to the ObammiAdtration. The new executive order
should continue to require both up-front consutaton the regulatory agenda and ongoing
review of major regulations above some minimum lleg€ importance. As Revesz and
Livermore recommend, OIRA could play a larger roteoverall agenda setting and policy
coordination across agencigésSuch review serves the interest of any presiderking to
influence the overall regulatory environment. Henloeth consultation and review should be
mandatory for core executive agencies, but, undeproposed framework, the executive order
would only require agencies to carry out formal GHAr a subset of regulations.

To avoid conflicts with the political pressures ifay the President, an advisory body
independent of the White House should provide edqealytic advice to agency policy analysts

and to OIRA. In this, | build on Stephen Breyer,omirges the creation of a separate expert

13 SeeREVESZ & LIVERMORE, supranote 9, at 171-83.



agency with the mission of rationalizing regulatgulicy across programs that regulate fisk.
Bruce Ackerman also recommends the creation of rdegiity branch, concerned with
transparency and limiting corruption, and a regulabranch insulated from day-to-day political
influences but required to justify its actions palyl*® Either OIRA, or this new advisory body,
should create a library of innovative tools for i@eing regulatory goals that go beyond the
much criticized command-and-control model. Agenoliggmakers could access this library as
they look for innovative ways to achieve goals,casld those contemplating amendments to
existing laws.

OIRA is a mixture of expertise and politics. As Bud is an important part of any
President’s efforts to control the executive bratfcHowever, it is not a neutral arbitrator. A
reformed OIRA can serve an important function, aumore independent source of analytic
knowledge could provide a useful check.

| begin with situations where cost-benefit critessem unproblematic—at least to those
with some training in public-finance economics—timtgovernment efforts to correct market
failures caused by such factors as externalitiem@nopoly power. Next, | expand my compass
to include programs with other goals besides econ@fficiency where the regulatory agency

may seek cost-efficient solutions but cannot redagearogram’s goals to an exercise in net-

14 SeeSTEPHEN BREYER, BREAKING THE VICIOUS CIRCLE: TOWARD EFFECTIVERISK REGULATION
55-81(1993).

1> SeeBruce AckermanThe New Separation of Powersl3 HRv. L. Rev. 633, 688-714
(2000).

16 SeeGrahamsupranote 4, at 465-80 (defending the role of OIRA dgtitis tenure as OIRA
head during the George W. Bush Administratiddyt seelisa Schultz Bressman & Michael P.
Vandenbergh|nside the Administrative State: A Critical Look the Practice of Presidential
Control, 105 McH. L. Rev. 47 (2006) (discussing the relatively limited raé OIRA even
within the White House).



benefit maximization. Finally, based on these quiéis | conclude with proposals for the
restrained use of cost-benefit criteria and poéoglytic techniques that acknowledge both the
President’s interest in managing the regulatorycgse and the need for some check on the
analytic practices of a diverse set of regulatggreies.

CASE 1: CORRECTINGMARKET FAILURES

Markets are not always efficient. So much is thevemtional wisdom in economics.
Externalities, such as air and water pollution, @sg costs that a profit-maximizing firm will not
take into accountunless regulatory laws or theathoé legal liability induce it to do so. Firms
may seek to exercise monopoly power, and high dwdryiers can make competition unlikely.
Information about risks and harms may be unavalablpoorly processed by busy people who
lack expertise. One can plausibly view regulat@wyd that seek to correct such market failures
through the lens of economic efficiency. They amtorrect problems in particular markets and
sectors and are not appropriate loci for broadridigive justice concerns that implicate the
overall distribution of income, wealth, and econompportunity. True, some policies may have
a particularly severe impact on a narrowly focugemlp, but such problems can be dealt with as
a side constraint.

For such policies, the goal of finding the mostremuically efficient solution seems
relatively unproblematic. The problem is one of meament, not principle. Yet, even here
issues of principle arise in seeking appropriatasneng rods. At the most basic level, the goal
is to maximize the net benefits from a policy, botv should one measure benefits and costs so
that they are calculated in units that permit congpa? Jeremy Bentham, the ultimate source of

the cost-benefit test, thought that individualityticould be measured in cardinal, interpersonal



units and added up to get “the greatest happinésheogreatest numbetl?” Suppose that
marginal benefits fall as the scale of the polingréases and that marginal costs rise. Then
welfare is at a maximum where the marginal benefitshe policy equal the marginal costs.
Leaving aside debates over the implications of grisciple for population policy, the key
problem with Bentham’s formulation is that no om®Wws how to measure utility so as to permit
cardinal, interpersonal comparisons. Utility is aot essence that can be measured in units like
inches and pounds and compared across p&bplertunately, the Marginalist Revolution in
economics at the end of the nineteenth century dstrated that one could obtain the key results
in economic theory by doing away with cardinal,enpersonally comparable utility and
assuming only that people could order the optionsilable to them in a consistent way.
Eventually, revealed-preference theory showed howsistent preference relations could be
derived from the study of the actual choices thdividuals make in the markEtHowever, that
revolution, elegant and important as it was, essdéndid away with the normative analysis of
policy in utilitarian terms. How could one tellahe policy was better than another if one could
not compare the benefits and costs obtained berdiit people on a single metric? Pareto
efficiency seemed to be all that was left—thagtispllection of possible outcomes where no one

can be made better off without someone else besdpnworse off. All societies have many such

7 EREMY BENTHAM, AN INTRODUCTION TO THEPRINCIPLES OFMORALS AND LEGISLATION 5 n.1
(photo. reprint 1907) (1823).

18 van Neumann and Morgenstern developed a way tduee a cardinal utility scale for
individuals based on their revealed preferences loteries, but it does not permit interpersonal
comparisons.See JOHN VON NEUMANN & OSKAR MORGENSTERN THEORY OF GAMES AND
EcoNnomic BEHAVIOR (3d ed. 1953). For criticisms of this approache $€&N BINMORE,
RATIONAL DECISIONS58-59(2009).

19 SeePAUL ANTHONY SAMUELSON, FOUNDATIONS OFECONOMIC ANALYSIS 90—124(1948).
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points where no resources are being wasted butdiffat in the way resources are allocated
across individuals. One can identify market faitutieat put society below the efficiency frontier,
but that leaves open a range of possible ways tertwan efficient outcome that might impose
costs on some and benefits on others.

Many Pareto optimal results are not Pareto sup#sithe status quo; in other words, they
are efficient, but getting there imposes costs@mnesand benefits on others. However, limiting
policy only to Pareto superior options places aehmgrmative weight on the status quo
distribution of resources. One would have to artae the status quo is so fair and just that no
one should be made worse off in order to provideastenefits for society.

Economists filled the breach in the mid-twentiedmttiry by positing a “social- welfare
function” to represent the way society somehow Hadided to trade off the welfare of its

citizens. Policymakers should maximize this funttsubject to the Pareto efficiency frontier to

produce the best possible choice given limited ussss—an outcome called, oddly, “the bliss
point” by some economic analy$fskenneth Arrow’s Impossibility Theorem demonstratidt
such a function did not exist under minimal cormi, something that political scientists and

practical politicians with experience of the clash private interests may not have found

surprising® The economics profession seemed to be back tont#re claim that government

20 Seeid. at 219—28; Abram Bergspi Reformation of Certain Aspects of Welfare Ecuiog
52Q.J.ECoN. 310(1938).

21 SeeK ENNETH J. ARROW, SOCIAL CHOICE AND INDIVIDUAL VALUES (1951).
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policy could be used to correct market failurest Wwith little to say about which option was
best??

Cost-benefit analysis entered to fill the gap—fifet dam building by the Army Corps
of Engineers and then for a broader range of msljchow including regulatory policié$The
basic idea was to stick to a Benthamite utilitareaftculus but to use dollars as the common
metric instead of utilities. But there is a familiaroblem with dollars. They do not have a one-
to-one relationship to utility or happiness. A whglperson may be willing to pay more dollars
for a benefit or to avoid a cost than a poorer @essmply because he or she has more money to
spend. However, if the program is small relativahe overall size of the economy and is not
particularly skewed toward or away from one or Aroincome group, market prices provide a
reasonable proxy for the opportunity cost of resesirused to carry out the policy. One can think
of the policy as a marginal change toward the Bafeintier with any serious distributive
consequences highlighted and dealt with separétely.

Suppose one has allayed those fears and is reaclyritp out a CBA that isolates the
opportunity costs of a program and quantifies teaedfts. In other words, the goal is to go

beyond the budgetary costs to the government toifaiere are other social costs and to

2 A recent attempt to revive the concept by Matthesler has not solved the problem of
making interpersonal comparisons in a persuasivwe ®aeAdler, Future Generationssupra
note 12; AdlerRisk Equitysupranote 12.

23 On the early history of CBA in the federal goveemn see generallyuBLIC EXPENDITURES
AND PoLicy ANALYSIS (Robert H. Haveman & Julius Margolis eds., 19°&¥s€ssing the state of
policy analysis as a technique and as used witlenféderal government under the so-called,
planning programming budgeting system). For anyeeollection of cost-benefit studies, see
MEASURING BENEFITS OF GOVERNMENT INVESTMENTS (Robert Dorfman ed., 1965). The first
mention of cost/benefit balancing was in the 19B@®é& Control Act (P. L. 74-738) that required
that “the benefits to whomever they accrue excheatbpsts.”

24 SeeMISHAN & QUAH, supranote 2; WEIMER & VINING, supranote 2.

12



calculate the social benefits. The first task is timproblematic one of itemizing benefits and
costs measured in whatever units are availablghég dollars; expected lives saved or lost;
health effects; or benefits to nature and to caltar historical artifacts. These benefits and £ost
need to be quantified on an annual basis into uh&d with any uncertainties noted. These are
the basic building blocks, and it is hard to citicefforts to amass such information, except to
note that scarce time and money may limit the tpahd quantity of these data.

The easiest cases are those where a reasonablgtiiivepnarket exists so that analysts
can use market prices to measure opportunity @rstie assumption that the policy itself does
not affect market prices. For example, when the YA@orps of Engineers considers whether to
build a dam, it can use the market prices of cepsarid, and labor to estimate costs. Farmers
benefit from cheaper irrigation water. This camslate into higher yields with the benefits
measured by the increased sales of farm produsssirang the project has no impact on the
overall market. The Corps can discount the stredrbemefits back to the present using a
discount rate that reflects the opportunity costapital. One can criticize the narrow focus on
farm productivity and tangible costs, but giverstliiew of the relevant costs and benefits, the
Corps can rely on the larger market system to deter the opportunity costs and the benefits of
the project.

Note how easily measurement problems arise in a¢guyl areas that do not track the
simple case outlined above. Market prices are matlable for many regulatory benefits and
costs, and clever attempts to mimic the market femeght with uncertainty. One possible
discount rate is the opportunity cost of capitailt bthers argue for the consumers’ rate of time
preference—rates that, in our imperfect world, neet be equivalent. Using the opportunity

cost of capital assures a capital-labor ratio fovegnment programs in line with private

13



investment incentives so that capital is not owerunderused by the government. A familiar

problem in the Soviet Union was the overly capiténsive nature of investment projects

because capital, in Marxist theory, had no valug leence was overused. Using the rate of time
preference requires one to know how citizens ti@tipresent and future benefits and costs. If
capital markets have imperfections, these rates neebe equal’

If the benefits of correcting a market failure exdefar into the future, the policy must
incorporate the preferences of future generatidime logic of discounting means that these
preferences are given little weight beyond fiftysoryears at any discount rate close to the long-
run rate of return on capital. For most conventioegulatory and spending programs this does
not raise any particular problems. The policiegadrmarket failures that will benefit people in
the relatively short run, and most importantly,réhare no irreversibilities. The effects do not
threaten future generations with catastrophe optssibility of bad macroeconomic outcomes.
In general, one can presume that policies that rtfakeconomy more efficient and less subject
to negative externalities will, on balance, be g@ebl that future generations will want to
continue. However, future generations can decidetheir own, whether or not to pursue the
policy. One still needs to set a discount rateabteast, to perform a sensitivity analysis using a
range of plausible rates, but the problem arisesnfrmarket imperfections, not deep

philosophical controversies. A key condition isttttze policy is reversible in the future if the

25 For different perspectives articulated in artictsslected in aUniversity of Chicago Law
Reviewsymposium on intergenerational equity and disdagnseeGeoffrey Heal Discounting:

A Review of Basic Economjcg4 U.CHI. L. Rev. 59 (2007);Louis Kaplow, Discounting
Dollars, Discounting Lives: Intergenerational Digtutive Justice and Efficiency4 U.CHI. L.
Rev. 79 (2007),Douglas A. KysarDiscounting . . . on Stilts74 U.CHi. L. Rev. 119 (2007);
Dexter Samida & David A. WeisbacRaretian Intergenerational Discounting4 U.CHl. L.
Rev. 145 (2007)Cass R. Sunstein & Arden RoweaDn Discounting Regulatory Benefits: Risk,
Money, and Intergenerational Equity4 U.CHI. L. REv. 171 (2007)W. Kip Viscusi, Rational
Discounting for Regulatory Analysig4 U.CHI. L. ReEv. 209 (2007).
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polity so decides. Present-day policymakers arelouking in future governments and are not
subjecting future generations to irreversible dabg@ic risks.

A second measurement issue is the treatment ofivigky policies, especially in the area
of health and safety, have uncertain benefits. Thdyuce the risk of cancer or lung disease, say,
but there is a large margin of error in the estematurthermore, even if the actual number of
cases is known with a high level of certainty, me@ eonay know ex ante who will actually get
sick. These two kinds of risk raise different, boked, issues of measurement.

The easiest case is one where the risk is disttblroadly and equally across the
population, and the regulation reduces everyorislslyy an equal amount. Then the expected
benefit would be the fall in risk multiplied by thaverage level of harm. If the harm is
measurable, the only problem here is the possilitiat people have different attitudes toward
risk. Should one use expected values, which assigkeneutrality, or assume that people are
generally risk averse? This is an issue either refdipting preferences or of arguing that
government policy ought to adopt a particular adk toward risk independent of the expected
views of citizens.

More difficult cases arise when the science dodspnwvide good estimates of the risk
avoided by the policy. Then the risk is not limitexthe identity of the victims but includes

uncertainty about the actual level of harm avoitfddow precautionary should the regulation be

2% See, for example, the debate over the EnvironrEnidection Agency’s regulation of arsenic
in drinking water.See ACKERMAN & HEINZERLING, supranote 9, at 91-98, 111-14; Jason K.
Burnett & Robert W. Hahm Costly Benefit: Economic Analysis Does Not Supp8&A’'s New
Arsenic RuleReG., Fall 2001, at 44; Lisa Heinzerlinlylarkets for Arsenic90 G=o. L.J. 2311
(2002);Cass R. SunsteiiThe Arithmetic of Arseni®0 G=o. L.J. 2255 (2002); Richard Wilson,
Underestimating Arsenic’s Risk: The Latest ScieBopports Tighter Standard&ec., Fall
2001, at 50.
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when there is some chance that the harm avoidedomayite small? Should this depend upon
estimates of risk aversion or, alternatively, oteptial victims’ fear of being harmed?

Paradoxically, a policy may be harder to put incpl# the state knows the identities of
the victims, some of whom can be saved depending the stringency of the policy. Here, most
receive no benefits, and a few receive very largeebts in extra years of life or enhanced
quality of life. There is no reason to think tha&ople value life and health in a linear fashion.
Perhaps you will pay a small amount to improveghtety of your automobile so that the risk of
a fatal car crash is reduced from, say, two pert®mne percent, but one cannot multiply that
number by 100 to determine the amount you mustdiet tp be killed for sure. Presumably, the
curves relating willingness to pay and probabitfydeath or serious injury are not linear. This
poses the familiar conundrum in public policymakivbere society spends large amounts to
rescue particular individuals trapped in coal mioesnder earthquake rubble but does not spend
much up front to prevent such accidents in the filgce.

Finally, beyond attempts to measure the valuefefdnd morbidity, the market does not
price other benefits and costs. These include #ieevof natural objects, and of historical and
cultural monuments and practices. Travel-time ssidian proxy recreation benefits so long as
there is some parallelism between more distants sited newly available ones closer to
population centers. Property-value gradients camceqmate the value of clean air. Surveys help
place a value on saving wildlife. All of these nmmdk have weaknesses, but, at least, they

recognize that such benefits are not Zérblowever, they often represent efforts to shoehorn

2" For examples, see MION CLAWSON & JAck L. KNETscH EcoNomics OF OUTDOOR
RECREATION (1966) (discussing travel costs); Peter A. DiamafdJerry A. Hausman,
Contingent Valuation: Is Some Number Better ThanNJdmber? 8 J.ECON. PERSR, Autumn
1994, at 45 (discussing contingent valuation); \érm¢ Smith & Ju-Chin Huangzan Markets
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impressionistic, subjective benefits into objectbategories so that one is not sure what has been
gained as a result of the Herculean assumptiordedet® represent the benefits in dollar terms.
Jonathan Wiener makes a distinction between “caldd “warm” analysis. The former only
includes benefits and costs that can be quantifiednproblematic dollar terms. The latter
attempts to include the kind of benefits and caedtimed here. Wiener rejects “cold” CBA, but
that seems an easy chof€é&ven to the most committed cost-benefit proponieaid” analysis

is simply incompetent analysis that does not satisé requirements of the technique. The only
important conceptual issue raised by these ditfims#measure factors is not the lack of good-
dollar estimates, but the question of whether drailsl include any benefits and costs outside of
those experienced by humans.

Thus, even when one can justify CBA as a normatedter, cost-benefit analysis faces
at least four challenges. These are the probleriaki®etween dollar totals and overall utility or
net benefits; the choice of a discount rate; tleattment of risk and uncertainty; and the
guantification of life, health, and other nonmarkedues in the metric of dollars. Economic
experts can highlight the wrong way to deal witlesth difficult problems, but they cannot
ultimately solve these problems within the paradighmwelfare economics. Nevertheless, if
analysts admit to these difficulties and carry eatsitivity analyses to see if the choice of
discount rate or the use of proxies for nonmarledties matters to the outcome, a cost-benefit
framework can help structure the policy debateait highlight the areas where judgments from

outside welfare economics need to be brought mdke the final decision.

Value Air Quality? A Meta-Analysis of Hedonic Pragevalue Models103 JPoL. ECon. 209
(1995) (discussing property values).

28 See\Wiener,supranote 8, at 483—89.
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CAsE 2: OTHER VALUES IN REGULATORY PoLIcY

Many regulations are meant to take account of walaeer and above economic
efficiency. They guide transfer programs, such@s&b Security, disability, or welfare. They are
part of the administration of subsidy programs,hsas those under the jurisdiction of the
Department of Agriculture (USDA). They are concefméth the fairness and equity of markets,
such as the regulations of the Equal Employmento@ppity Commission (EEOC) and some
rules issued by the Department of Labor and theur8exs and Exchange Commission. They
take on moral issues, as in the Federal CommuaiatCommission’s (FCC) regulation of
speech in the medfd.A pure cost-benefit test, with its omission oftdiutive, fairness, and
procedural concerns, would not encompass the pespolsthese statutory mandates. Transfers
from taxpayers to beneficiaries cancel out in a CB#wever, economic analysis can help
locate cost-efficient options and can encouragen@ge to find ways to give incentives to
regulated firms to take these other values intmact It can complement traditional public
administration reforms by introducing economic m@ees into bureaucratic performance. But
for such programs, CBA cannot be the criteriontli@ choice of a regulatory policy or the scale
of a policy already mandated by statute.

One can frame the issue in terms of benefits asts¢bat should or should not enter the
policy calculation. A strong utilitarian in the Bdamite tradition would not omit any gains or

losses, including those experienced by other ganieings that feel pain. However, just as some

29 See, for example the recent controversy over tB€'§ regulation over “fleeting expletives”
which has already gone once to the U.S. Supremet Gowadministrative law grounds and may
return under a constitutional free-speech challeSgeFCC v. Fox Television Stations, Inc.,
129 S. Ct. 1800 (2009)ev’'g 489 F.3d 444 (2d Cir. 2007). On remand, the Seddinduit
granted Fox’s petition for review of the FCC’s ardéox Television Stations, Inc., v. FCC, 613
F.3d 317 (2d Cir. 2010).
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want to include a wide range of weakly quantifieehéfits and costs, others argue for the
exclusion of benefits and costs experienced by lpeap a result of their violent behavior or
fraudulent activities. One possible guide is thiengral law. One can argue that if the state
designates an action as a crime, then the gaitieetperpetrator should not count in the social
calculation® In a similar vein, Matthew Adler and Eric Posriartheir effort to give CBA a new
and distinctive grounding, argue for “launderingfprences” so only idealized ones count in the
cost-benefit calculud: They emphasize cognitive errors and biases inviddal choices.
However, an alternative based on actual politidadiaes would use the criminal law as a
measure of society’s willingness to include certazénefits in the welfare calculus.

OIRA review does not extend to independent agensiesh as the EEOC and FCC.
However, it does cover the USDA and Health and Hur8arvices (HHS), which administer
many social-benefit programs. During the Clintom#listration, HHS and USDA were second
and third after the Environmental Protection AgerfEy?A) in the number of economically
significant rules reviewed by OIRE.Many of their rules govern the operation of goveent
subsidy programs. For these rules noneconomic saluk often be primary. Executive Order
12,866 does permit OIRA and the agencies that pegpa analyses to consider a broad range of

values, but just how they should do this is lefyue® Hence, OIRA review may at times be

%0 Consistent application of this criterion, of carmight lead one to advocate decriminalization
of some offenses.

31 SeeADLER & PosNERsupranote 9, at36—38,124-53.

32 Under Clinton, the EPA issued 149 economicallyniigant rules, HHS issued 121 and the
USDA issued 118. Crolepupranote 4, at 865.

33 SeeExec. Order No. 12,866, 3 C.F.R. 638 (1998printed as amended i U.S.C. § 601
(2006).
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over-inclusive, applying cost-benefit criteria tolipy choices where they do not fit with the
underlying purposes of the regulatory policy. Ateetresponse would be to require cost-
effectiveness analysis in such cases and to h&pcas design innovative programs that build
on individual incentives to further program goals.

CASE 3: LARGE-SCALE MULTI-GENERATION PROBLEMS:
IRREVERSIBILITIES ANDCATASTROPHES

Welfare economists often study long-run macroecaaguulicies where nothing is held
constant. The normative framework has traditionallyed to maximize the sustainable rate of
economic growth, a policy position that obviousblls for the present generation to give up
consumption in the interest of that gdalOthers have pointed out that there is no sound
philosophical reason to favor the future over thespnt so that the goal should be to maximize
the steady-state level of per capita income oveeif These models assume an infinitely lived
civilization that can save and invest at differeates over time. If we add in the possibility that
the present can impose large, irreversible, angiplyscatastrophic costs on the distant future,

this raises the question of intergenerational alian with particular salience.

% See, e.g.Edmund Phelpsihe Golden Rule of Accumulation: A Fable for Grawem 51 Aw.
EcoN. R.638(1961);see alsdHeal,supranote 25, at 67 (distinguishing, as | do, betweealkm
projects and those with economy-wide implicatio®®r small projects, the consumers’ rate of
time preference or the return on capital is appab@r as argued above. For projects with
economy-wide implications, Heal argues that theepate of time preference should be used to
discount utility, a rate that does not depend @nhistorical return to capital. His analysis draws
on research on economic growth and assumes aaudiht social-welfare function—not an
obvious choice outside of economics. He does npli@tly consider irreversibilities, such as
those that may arise with global warming. Both Heal Kysar argue that for long-term policies,
the discount rate is not exogenous but is a funatiopolicy choicesSeeKysar, supranote 25,

at 128. Once again the distinction between paatia general equilibrium analysis is important.
But seeViscusi,supranote 25 (arguing that no distinction should be made

% See, e.g.Samida & Weisbaclsupranote 25.
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To see the problem, consider the issue of climhtage. Society will experience many
of the benefits of climate change policy far in theure. Using even a low-end discount rate, say
5%, implies that a $1 benefit obtained 50 yearthanfuture has a present value of 9 cents. At
3%, the present value is 23 cents and at 6% itcsnBs. Suppose, to keep things simple, that all
the benefits will accrue in year 50 and that thély/lve $5 billion. At 5%, the discounted present
value of these benefits is $450,000, but it cowddntuch higher or lower depending upon the
discount rate chosen. Should that choice deterthmglobal policy on climate change?

Even those who advocate the equal worth of all geioes accept a long-run positive
growth rate as a fact of human history, in spiteh& doubt cast on this claim as a result of
climate change or other systemic risks. In otherdsothey assume that the market will generate
a positive interest rate. That assumption produeesh of the agonizing over the social rate of
discount. Some claim that the lives of those infeitgenerations should count equally to present
lives and that that implies a zero discount ratestved lives or sacrifices under some poffcy.
With a positive rate of return on capital, howevarch a philosophical commitment to equity
would imply that, under a cost-benefit test, itlvalways be optimal to accept present risks to
life that will reduce comparable future risks bgraall amount’

If, instead, one considers the welfare of futureegations, and not just the number of
people alive, then one can avoid this extreme te&slSamida and Weisbach point out, treating

all generations as equally worthy is not the sahiegtas putting aside the same amount of

% See e.g.Richard L. ReveszEnvironmental Regulation, Cost-Benefit Analysisd ahe
Discounting of Human Live99 LuM. L. REV. 941(1999).

37 John Graham provides an example of the absurdit&scan resulSeeGrahamsupranote 4,
at 442-47.
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money in the present for all generatidfihe present generation must only put aside ensagh
that compound interest will produce an amount etpualhat it has kept for itself. It is one thing
to value all generations equally in the social-aedf calculation and quite another to use a
discount rate of zero when evaluating the valuesafed lives and morbidity. The former
assumes a policy goal and asks the state to achiibyemeans of choices that take account of
the opportunity cost of capital to investors. Tadr takes the choice of a discount rate to reflec
the social values of benefits and costs occurringiferent points in time. If we assume a
civilization of infinite (or at least several ceriis) duration, with no irreversible links between
catastrophe risks and today’s policies, then therésts of the future are reflected in the discount
rates that exist at present. However, two probleensain: converting wellbeing to a metric that
can be measured and compared and dealing with desiljility of catastrophic, irreversible
downside risks.

As to the former, Louis Kaplow has tried to getuard this problem by assuming that
utility at any point in time can be converted tdlais, discounted back to the present at the
opportunity cost of capital, and then compared vetisimilarly monetized value for present
lives>® That technique is consistent with the Samida armdsidéch approach, but it downplays
the problem of making the required conversion. &weould be no difficulty if we could assume
that different generations are essentially sinvlaraverage, that we only care about the average,
and that the distortions introduced to the welfaessure by using a monetary proxy are not so
severe as seriously to skew the ranking of optiéiusthermore, there must not be important

irreversibilities that threaten overall wellbeing a way that cannot be balanced by other

3 SeeSamida & Weisbaclsupranote 25, at 145.

39 SeeKaplow, supranote 25, at 79.
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compensating measures. Unfortunately, even if theraassumptions hold, the issue of climate
change and other large-scale risks do not satigfyrteversibility condition. For such issues, one
should not waste time worrying about problems #nee in ordinary policy analytic exercises.

If catastrophic and irreversible harms are possilhen conventional cost-benefit
analysis is not an appropriate tool. If our preserions increase the chances of a global disaster,
this behavior will show up in the long-run rate inferest. The rate on long-run investments
ought to rise to reflect that risk so that the @iatlyy equivalents of different investments are kept
in line. The supply of funds ought to shrink foojacts that will only pay off in the distant
future. Those shifts might be sufficient to persaidide government to initiate policies to limit
those risks, but note that, because of the logaistfounting, very long-run harms will have little
impact on current markets. The debate ought ndietdramed as a debate over the discount
rate’® Rather, it concerns the obligations of the presemiards the future. Some economic
analysts have dismissed this concern with the claahfuture generations will be richer than we
are and so we need not worry about them, beyonthtieatives for saving and investment given
by market interest rates and inter-familiar affexti Today, the ground has shifted as climate
change and other risks appear to threaten futurerggons’ hold on prosperity. We can still use
economics to discuss the cost-effective ways té wéh climate change, but it is not going to
resolve the basic issue.

—
In short, we should discount all future benefitsl amosts for focused regulatory and

spending programs that correct market failureshim mear to medium term. We should be

0 As it is in many of the contributions to thiiversity of Chicago Law Reviesymposium on
intergenerational equity and discountir@ge, e.g Sunstein & Rowellsupranote 25, at 171,
Viscusi,supranote 25, at 209.
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transparent about modeling and measurement chthe¢sequire us to bring in noneconomic
judgments and use a sensitivity analysis to sdedfsions involving these variables matter to the
final outcome. We should not, however, force castdiit analysis to perform tasks for which it
is, in principle, not suited. Those include polgchich serve other goals, such as fairness or
poverty alleviation, and those that have macroeconoconsequences that are large,
multigenerational, and potentially irreversible. $uch cases, economic analysts can help to
frame cost-effectiveness studies and to assurgttialymakers include all the opportunity costs
and secondary benefits. However, the ultimate pallwoices must be made on other grounds.
These distinctions suggest a reconstituted rol®OI®A and for economic analysis in general to
which | now turn.
OIRA AND ORPAT:PUTTING COST-BENEFITANALYSIS IN ITSPLACE

OIRA should have two tasks: a broad coordinatind) agenda-setting role, and a role for
reviewing regulations that seek to correct markdtifes in the short to medium run. Congress
might then create an office charged with developgemeric improvements in cost-benefit
analysis and related techniques and in carefupgsging difficult issues that can be enlightened
by better economic analysis and those that redqbi&econsideration of other values. Because
there may be a mismatch between statutory purpsg&conomic justifications for regulation,
one role for this new office could be to proposeeadments to existing statutes that would do a
better job of sorting out market failures from othlgoals and that would tailor regulatory

technigques to statutory purposes.
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The existing executive order asks the agency totiiyethe market failure that justifies
the regulatior’! The wording, however, suggests that market faslane the only justifications
for regulations—an obvious falsehood—and also ifretmarket failure exists, then cost-benefit
analysis is the proper approach to policymaking-e-alsnistake. Rather, the wording should be
changed to say thé#ta market failure justifies regulatioifi,the program has over $100 million
per year in impact on the econonifythe regulated entities are “small” relative to g#ewnomy
as a whole, and most benefits and/or costs will be felt within ¥ifyears orif the policy is
reversible,then OIRA should require the agency to document theebiesnand costs. These
should be monetized whenever feasible using oppitytgost principles and discounted to the
present at the riskless rate of return on capiadgof taxes. If this rate is demonstrated tcediff
from consumers’ rate of time preference, an altereacalculation should document that
divergence. Policies that save or take life-yeansl/or involve injuries and illnesses should be
monetized on the basis of data suggesting willisgrie pay for or willingness to accept risks in
the job market and in the product market, taking iaccount the usual caveats. Once again,
controversies over the estimates used should beoat&dged and dealt with through a
sensitivity analysis. Of course, other problemsaitiation exist, including attitudes toward risk,
and the valuation of nature and of historical andtucal objects. These add additional
complications that will sometimes mean that a testefit analysis is not worthwhile. Even if
one can identify a market failure, for examplethia production of culture, a formal cost-benefit
analysis might include so many imponderables thigt useless as a policy tool. The same may

be true of regulations seeking to prevent terror@snimprove national security. A cost-benefit

*1 SeeExec. Order No. 12,866 § 1(b)(1), 3 C.F.R. 63® €®93),reprinted as amended &
U.S.C. § 601 (2006).
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analysis will only be a salient tool in the polipyocess if most decision-makers accept its
validity as a guide to choice and if measuremeablems do not undermine its ability to narrow
the policy space.

If the above conditions do not hold, OIRA should regquire a CBA of an agency. For
rules with short- and medium-term effects, it skoakk for a cost-effectiveness analysis that
shows how the goals of the program can be attah#te same time as the regulatory burden is
kept in check. This exercise may involve a setmifoms that show how the policy goal can be
met at higher or lower costs to the economy.

Broad systemic policies, such as climate changeuldhbe outside the programmatic
framework of CBA or cost-effectiveness studies. Séhpolicies need to involve the Council of
Economic Advisors and other agencies, such ase¢dergl Reserve System and the Department
of the Treasury, which focus on macroeconomic polidowever their involvement is not
sufficient. To the extent that these agencies denghe long run, they generally concentrate on
measureable economic growth. The economy-wide aed global scale of their concerns is the
correct one for the issue of climate change, beairtifocus is too narrow. Furthermore,
conventional intergenerational analysis is limitédthere is the added possibility of an
irreversible catastrophe, rather than the more lfamiinancial panics, housing bubbles, and
stock market crashes, which eventually bottom adtraverse.

Although the President needs to draw on the exgeedf policy analysts in setting and
overseeing the regulatory agenda, technical anthiadetogical issues could be better resolved

outside the political hothouse of the White HouSeen if the staff and the director of OIRA are
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devoted to high-quality analysiéthey are still in the Office of Management and Beidand are
inevitably part of the President’s attempts to saicy priorities within the Executive Branch.
That seems, on balance, a desirable role for OllRAeans that the lessons of public-policy
analysis are on the table, even if they are noagdnwaccepted. However, if OIRA not only tries
to shape the substantive policy agenda but alsksdeedetermine best practices for objective
analysis, it may face a conflict of interest. lili@ce pressures to tailor its recommendations to
the President’s agenda. For individual regulatitive is to be expected, but for generic issues,
such as best practice for cost-benefit analysispamsibility should rest in a group that is
independent of the White House and Congress. Thei@ment Accountability Office (GAO)
could play that role even though it reports to Gesg. The Comptroller General, who heads the
agency, is appointed to a long term with removdy éor cause’® True, the GAO does respond
to congressional requests for studies, but it ¢sm take action on its own, and it has become a
respected source of policy analytic work. The GADId be given a statutory mandate to create
an Office for the Review of Policy Analytic Techoes (ORPAT) and to appoint an outside
board of academic advisors to help it perform itssion. Alternatively, ORPAT might be placed
within the National Science Foundation or the NaiocAcademy of Sciences. The goal would
be to separate the development of better backgromfotmation and better techniques of CBA
from the fundamental policy choice of whether a CBAan appropriate decision criterion in a

particular casé’

2 SeeGrahamsupranote 4, at 465-80 (defending the role of OIRA ngrhis tenure as OIRA
head during the George W. Bush administration).

*3See31 U.S.C. § 703 (2006).

* For similar proposals with respect to environmestience, see Angus Macbeth & Gary
Marchantlmproving the Government's Environmental Scieh@d&.Y.U. ENvTL. L.J. 134, 162—
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CONCLUSION

The controversy over the use of cost-benefit amalye make and assess regulatory
policy has generated heated debate. Disputantss@ceach of other being illogical, elitist,
unethical, or lacking in compassion. The politicéficulties of making policy in areas that
involve morbidity and mortality are either usedustify the rejection of economic analysis or to
argue for reliance on impartial expertise insteidhere political rhetoric. CBA is undermined
by claims that it is biased in favor of the wealtnd of business. Alternatively, some urge that it
can counter the impact of narrow interests by ipomting a comprehensive list of costs and
benefits.

These debates often obscure the normative undangirfor cost-benefit analysis—a
technique for “project” choice in the public sectbat seeks to analogize those choices to the
ones made by business firms picking profitablequtsj. The difference is that, instead of profits,
the criterion of choice is overall net social béndiut the principle is the same. Measurement
issues arise in applying the net-benefit criteribat such concerns do not challenge the basic
appropriateness of CBA as a normative principleweleer, if the social choice cannot be
characterized as a “project” or as a policy whaosplications are small relative to the society as
a whole, then CBA is not an appropriate tool. Syst@de costs and benefits that accumulate
over time can change the fundamental characteroofety; prices and other background
conditions cannot be taken as given. Then poli@hyais treads on the turf of economic-growth
analysis and of political philosophy. It must canmft the future of a society over a long time

frame. The debate over climate change policy amdniersection with analyses of economic

68 (2008). Macbeth and Marchant propose an Institut Scientific Assessments that would be
an independent, stand-alone agency to “gatheruategland assess the existing data” for use by
regulatory agenciesd. at 162.
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growth has highlighted the necessity of taking {hésspective. Because climate change could
produce catastrophic irreversibilities where thénga from inaction in the present cannot
compensate the losers in the future, ordinary giteno incorporate the future through interest
rates and discounting do not capture the essenite groblem. The logic of discounting, where
a small investment today grows by compound intetesh massive sum centuries hence, is
irrelevant if there might be few people in existerio enjoy the benefits. If that possibility is
simply accepted as given by the present generafienyalue of investing will eventually fall,
and the present generation, seeing catastropherigdior its children and grandchildren, will
fail to save and invest. This may be a self-futfdl prophecy for the kinds of society-wide risks

that could appear on the horizon in the abseneetin in the relatively near future.
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