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Defining Our Subject

Regulation is a hot topic of conversation these days. The financial crisis of the

last decade and the subsequent economic downturn have sparked all sorts of

categorical statements on “regulation” generally. Progressives often blame the

financial crisis on a lack of regulation; conservatives complain that excessive

regulation has held back the economic recovery. All this talk suggests that one

must be either “pro” or “anti” regulation.

Regulation, though, is no monolith. Some regulations are good. Some are

bad. Governments overregulate in some areas, underregulate in others, and

many times “misregulate” by imposing rules that do not really fit the problems

they are ostensibly aimed at correcting. Surely we can do better.

Part of the problem is that the two groups most involved in crafting the

substance of regulations – lawyers and economists – have blind spots. Lawyers,

who typically write the rules governing private conduct, receive precious little

training in policy analysis. Most lawyers study administrative law, the body of law

governing the administrative agencies that set forthmost complex regulations. But

administrative law courses tend to focus almost exclusively on the process of

regulating, not the substance of the rules being adopted. Accordingly, the lawyers

taskedwithwriting rules are often in a poor position to assess the substantivemerits

of the rules they are writing and to consider alternative regulatory approaches.

Economists, who are trained in policy analysis, often augment the work of

the lawyers drafting the rules. They regularly provide testimony and analysis to

legislatures and regulatory bodies, and interest groups lobbying for or against

rules frequently enlist them to provide intellectual support for a favored policy

position. Academic economists, though, tend to have little exposure to reg-

ulatory, enforcement, and litigation processes. They do not have a good sense

of how their textbook models may become corrupted in the regulatory process

or for how imperfect (over- or under-) enforcement of a rule may occur,

thwarting the rule’s effectiveness.
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This book aims to improve regulatory performance by providing some

relevant economic education to the lawyers (and law students) who write (or

will write) rules, and an understanding of the “limits of law” to the economists

and other policy wonks who advise on the substance of regulations. Of course,

anyone with an interest in regulation – and, given the prominent role regula-

tion plays in all our lives, that should be a great many people – may benefit

from the ideas set forth herein.

At the outset, we need to define our subject. It’s easy to tick off

examples of regulations – emission limits for coal-fired power plants,

registration requirements for companies selling stock to the public, work-

place safety rules – but what exactly is regulation? We know that it

involves some sort of rule or order coupled with an “or else” –

a sanction for noncompliance. But that is too broad a definition. We’re

constantly being subjected to threat-backed commands in contexts that

don’t seem to involve “regulation.” Examples of a directive plus a threat

of sanction for noncompliance would include:

1) your spouse telling you to pick up your dirty laundry or else he won’t make

the morning coffee;

2) your boss telling you to finish a report by Monday or else you’ll get a bad

review that will reduce your bonus;

3) your favorite ski mountain telling you not to ski too fast or else you’ll lose

your lift ticket;

4) the Securities and Exchange Commission (SEC) telling you not to share

your spouse’s confidential work information with your stock broker or else

you’ll be penalized for insider trading;

5) your state legislature telling you to buckle your seatbelt when driving or

else you’ll have to pay a ticket;

6) the Internal Revenue Service (IRS) telling you to pay your federal taxes or

else you’ll face fines and eventually jail time;

7) a court in your state telling you not to operate a smelly pig farm on your

property or else you’ll have to pay damages to your neighbors;

8) a federal court telling you not to agree with your business rivals on the

prices you will charge for your products or else you’ll have to pay three

times the amount of the overcharge.

Each of these eight directives sets forth a behavioral norm and is backed by

a threat of sanctions, but they don’t all comport with our intuitive under-

standing of regulation. The first three, in particular, don’t seem regulation-

like. For one thing, they’re not imposed upon you without your consent. You

assent to be in a spousal relationship with certain norms of reciprocity, to obey
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your boss’s orders in exchange for a paycheck, and to follow the rules of a ski

resort in exchange for the right to ride its lifts and ski down its slopes.

Regulation, by contrast, tends to be imposed from the “top down,” even absent

the assent of the regulated. We might therefore think that imposition regard-

less of assent is an essential aspect of regulation.

But what about government-imposed rules governing professionals?

Physicians, for example, choose to become doctors knowing that their right

to practice medicine is conditioned on their compliance with certain state-

imposed rules. They have in some sense “assented” to be governed by those

rules and to suffer punishment for noncompliance, just as you assent to refrain

from reckless skiing (and to suffer a punishment for noncompliance) when

you purchase a lift ticket at your favorite ski mountain. Yet our intuitions, as

well as common parlance, tell us that physicians are “regulated.” An absence

of assent, then, does not seem to be part of the essence of regulation.

Examples 1–3 above also share another feature: Your failure to comply with

the directive cannot legitimately result in your being physically locked up.

While your noncompliance may cause you to lose your morning coffee, annual

bonus, or skiing privileges, the command-giver could not legitimately confine

you because of your noncompliance with the directive or the assented-to

penalty.1 By contrast, you may legitimately be thrown in jail for insider trading

(4); for repeated refusal to pay driving citations, taxes, or nuisance damages

(5–7); or for price-fixing (8). This is because directives 4–8, unlike directives 1–3,

are government-imposed rules, and the government is the only institution in

society that may legitimately use physical coercion to enforce its directives.

It possesses, asMaxWeber famously put it, “a monopoly of the legitimate use of

physical force within a given territory.”2 Our intuitions tell us, then, that for

a directive to count as regulation, it must be government-imposed – i.e., it must

ultimately be backed by a threat of legitimate physical force if the one being

regulated flat-out refuses to comply.

The fact that force is a legitimate penalty for noncompliance is not suffi-

cient, however, to turn a directive into a regulation – at least as defined for

purposes of this book. Every governmental directive involves an explicit or

implicit threat of legitimate physical coercion for noncompliance, but not

1 With respect to example 3, one might respond that a speeding skier who loses his lift ticket and
refuses to leave the ski area may legitimately be confined. But that is because remaining on the
property after having been legitimately ordered to leave is itself a tort – trespass – not unlike the
tort in example 6 (nuisance). It is failure to comply with a state-imposed tort duty that would
create the right to confine the violator.

2 Max Weber, Politics as a Vocation, in From Max Weber: Essays in Sociology 77, (eds. & trans.
H. H. Gerth and C. Wright Mills, New York: Oxford University Press, 1958), 78.
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every law or governmental command is a “regulation.” To segregate those that

qualify as regulations, we could focus on the source of the directive. Expert

agencies such as the SEC, Environmental Protection Agency (EPA), and

Federal Communications Commission (FCC) promulgate many regulations,

so we might think that a regulation must come from an expert agency with an

acronym. That would cover example 4 (the SEC’s command not to misap-

propriate your spouse’s confidential information in connection with a stock

trade), but it would not cover example 5 (a state legislature’s command to

buckle your seatbelt when driving). Surely, though, the legislature is “regulat-

ing” citizens’ driving behavior when it mandates seatbelt usage. It seems, then,

that a regulation need not arise from within the alphabet soup of adminis-

trative agencies; some legislative directives should count.

Some, but not all. Legislatures pass laws to cover all sorts of matters.

They may seek to police the conduct of individuals or businesses, to

redistribute wealth from rich to poor or from disfavored to favored groups,

to raise money for public goals (defense, a social safety net, etc.), to

express official support or condemnation for a cause or behavior, or to

accomplish some combination of these or other ends. Legislation need

not be regulatory in nature.

A workable definition of regulation would be any threat-backed govern-

mental directive aimed at fixing a defect in “private ordering” – the world that

would exist if people did their own thing without government intervention

beyond enforcing common law rights to person, property, and contract3 –

where the defect causes total social welfare (i.e., the aggregate welfare of all

citizens) to be lower than it otherwise would be. Such a definition would

count as regulation of the seatbelt mandate in example 5, but would exclude

statutes aimed solely at raising revenue for the government (example 6),

redistributing wealth, or expressing official favor or disfavor. It would include

some judicial directives, such as the court ruling not to engage in naked price-

fixing (example 8), but it would deem the traditional common law of torts,

property, and contracts to be part of the scheme of private ordering and would

therefore exclude judicial directives, such as example 7, that simply state the

long-recognized background rules on rights to person, property, and contract.

3 These “common law” rights are those that do not arise from statute, an express vote of
a legislature, but have instead arisen as judges throughout the centuries have decided discrete
disputes among individuals and have created a body of precedent that sets forth rights and
duties. The common law rights that appear in the law of torts, property, and contract are so well
established that they may well be deemed part of the private order. Indeed, many of the rights
first appeared when judges were not public officials but were instead acting as private “law
merchants” whom individuals would engage to settle disputes.
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It is important to note a couple of things about this definition of regulation.

Observe first that the precise source of a governmental directive is not deter-

minative of whether it is a regulation. Regulation can come from any branch

of the government – executive, legislative, or judicial (or, of course, from an

independent administrative agency, such as the SEC, that may not fit cleanly

within any of the branches).

Second, note that only those threat-backed governmental directives that are

aimed solely at raising revenue, redistributing wealth, or some other objective

besides correcting welfare-reducing defects in private ordering are excluded from

the definition of regulation. Many governmental directives raise revenue, redis-

tribute wealth, or express legislators’ views but also seek to mitigate a wealth-

reducing defect in private ordering (a “market failure”). A gasoline tax, for

example, might raise revenue and attempt to correct for negative externalities –

carbon emissions – associated with gasoline consumption. (As we’ll see, such

externalities may reduce overall social welfare, and are properly deemed defects

in private ordering.) Similarly, a penalty for failure to carry health insurance may

be aimed at raising revenue, redistributing wealth from the young and healthy to

the older and sicker, and preventing adverse selection, a result of the market

failure we’ll consider in Chapter 8. Given that correction of a market failure is

one – though not the only – apparent aim of both the gasoline tax and the penalty

for failure to carry health insurance, laws or rules imposing such taxes or penalties

would be considered regulation for purposes of this book. Most aspects of the

basic federal income tax, by contrast, have only revenue-raising and redistribution

aims and therefore would not be considered regulation.

One may wonder why the redistribution of wealth is not included as

a “regulatory” objective. After all, an inequitable distribution of wealth

might be deemed a defect in private ordering, the sort of thing regulation

seeks to fix.Why limit regulation (for purposes of this book) to efforts to correct

those private ordering defects that reduce overall social welfare?

There are several reasons for drawing the line like this. As an initial matter,

observe that doing so in no way impugns redistributive efforts. To say that

governmental directives aimed solely at redistribution are not regulatory is not

to say that they are illegitimate or even ill-advised. This book takes no position

on the propriety of redistributive governmental commands; it just wouldn’t

label them “regulation.”

Limiting regulation to threat-backed governmental directives aimed at cor-

recting private ordering defects that reduce overall welfare offers several practical

benefits. For one thing, it helps maximize this book’s appeal by focusing on the

policy objective that commands the greatest overall support. Most people agree

that private ordering defects that make society poorer are generally bad and
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should be remedied if the cost of correction is less than the wealth saved. There

is much less consensus on governmental efforts to pursue equality of end-states

among citizens. Allowing creative and productive individuals to accumulate

wealth creates a socially desirable incentive to be productive and creative, and,

for that reason, many people think government should limit its redistributive

efforts. Defining regulation as this book does allows us to focus on how the

government should pursue a goal that nearly all people believe it should seek.

Doing so also makes our inquiry – how to regulate? – much more manageable.

If we deem equality of end-states a regulatory objective, then we must answer

a nearly intractable question: How should policymakers trade-off an increase in

equality against a decrease in overall social welfare? Limiting our inquiry to how

to regulate so as to maximize social welfare saves us from having to compare

incommensurable values (efficiency and equity). Finally, there is great benefit

in knowing how to regulate to maximize welfare even if one chooses to pursue

another objective. Policymakers who decide to implement a policy that furthers

end-state equality at the expense of social welfare should at least have a sense of

what they are sacrificing. They must decide whether it is better to command

specific behaviors aimed at equalizing end-states or to regulate to maximize

social welfare and then just engage in direct redistribution. This book could

assist them with that inquiry.4

Once we define regulation as threat-backed governmental directives aimed

at correcting private ordering defects that diminish total social welfare, four

questions naturally arise. Three are obvious: (1) What are the well-recognized

defects in private ordering?; (2) How do they diminish social welfare?; and (3)

What tools are available for correcting them? The fourth arises as soon as one

realizes that corrective efforts, like medical treatments, often have “side

effects” that may overwhelm their benefits. Given that fact, we should ask

(4) How might our corrective tools themselves decrease social welfare?

The bulk of this book focuses on these four questions. We will consider six

conditions that may cause problems for private ordering, and we will examine

how each may generate welfare-reducing outcomes. We will also catalogue

the major tools available for addressing the various conditions and the poten-

tial maladies those tools may occasion.

Before we get to all that, though, we will set up an overarching model through

which we may process our learning about private ordering defects, the social

harms they cause, the available corrective tools, and their possible side effects.

4 The book’s conclusion revisits the trade-off between maximizing social welfare and achieving
a more equal distribution of wealth. Readers who are put off by the efficiency focus announced
here might wish to give the book’s last few pages a quick read.
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