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Abstract

Most regulatory statutes and regulations contain exemptions:  certain persons or transactions are freed from some or all of the rule’s requirements.  If we concede for the purpose of argument that the regulation is an efficient one—that is, application of the regulation generates greater benefits than its costs (or more accurately, the level of regulation generates the greatest net benefit possible)—then the only basis for exemptions is that, for the particular persons or transactions exempted, the cost-benefit condition does not hold.  For the exempted persons and transactions, the costs of regulation (or, in the case of a partial exemption, the costs of full regulation), exceed the benefits.

A limited number of scholars, including myself, have considered the economics of particular types of exemptions, especially the small business exemptions that are prevalent in American regulatory practice.  In a paper presented at the 2001 annual meeting of the American Law and Economics Association, for example, I explored the theoretical argument for exempting small businesses or small transactions from regulatory requirements.  That paper briefly touched on, but did not fully explore, the transaction costs associated with exemptions and the effect of those transaction costs on the efficiency of exemptions.  Those transaction costs are the focus of this paper.

Some of the transaction costs associated with regulatory exemptions are obvious—for example, the one-time cost to the regulator of drafting and adopting the exemption.  Other costs are less apparent.  One cost is specification error: no matter how carefully drafted, an exemption cannot precisely target only those persons or transactions for which the cost of regulation exceeds the benefit.  The exemption will be both over- and under-inclusive: firms that should be regulated will fall within the exemption and firms that should be exempted will fall outside the exemption.  Exemptions also increase both compliance and enforcement costs.  Regulated firms must become informed of the exemption and determine whether they fit within it.  If the exemption is uncertain, the risk generated by the uncertainty is an additional transaction cost associated with the exemption.  The regulator, when it observes non-compliance with the regulation, must determine whether or not the non-compliance is lawful.  Is the activity exempted or regulated?  An obvious tradeoff exists among the various transaction costs of exemptions.  For example, the more detailed the exemption, the greater the drafting cost, but the lower the specification error.

In addition to this static analysis, there are dynamic concerns.  Some firms, particularly those near the borderline of the exemption, will modify their behavior to take advantage of the exemption, even if that behavior would otherwise be inefficient.  Moreover, the appropriate level of exemption will change as technological changes and other changes in circumstances change the costs and benefits of regulation.  As a result of changes over time, even the “static” transaction costs will recur. 

All of these transaction costs need to be taken into account in analyzing the economics of exemptions.  I consider the costs of exemptions, and examine how transaction costs affect the economic argument for regulatory exemptions as well as the efficient level of exemption.  I argue that the types and levels of exemptions that would be optimal if we considered only the costs and benefits of the regulation itself will not be optimal once we account for the transaction costs associated with exemptions.

I.  Introduction


Many government regulations, whether they appear in statutes or administrative rules, contain exemptions: certain persons or transactions are fully or partially excused from complying with the regulatory scheme.  Even regulations without explicit exemptions may be worded in such a way as to implicitly exempt certain persons.  A rule that applies to “all green objects” implicitly excludes objects of every other color.

Economists and legal scholars have written dozens of analyses of the efficiency of various types of regulation,
 but, with a few exceptions,
 they have not paid much attention to the exemptions from those regulatory requirements.  Most of the analysis that does exist has focused on one particular type of exemption—the exemptions for small businesses that appear in many U.S. statutes and regulations.


The basic economic case for exemptions is not difficult.  Government regulation is economically efficient only if, considering all possible regulatory alternatives including no regulation at all, it produces the greatest possible net benefit.
  If the cost of government regulation exceeds the benefit, regulation is not efficient.
  But, even if a regulation produces a net benefit,
 an even greater net benefit might be obtained through the use of exemptions.  If the cost of regulating particular firms or transactions exceeds the benefit of applying the regulation to those same firms or transactions, the net benefit of the regulation as a whole can be increased by excluding those negative-net-benefit firms or transactions.

The economic case for exemptions is incomplete, however, unless one takes into the costs of the exemptions themselves.  Regulatory exemptions involve various types of costs—the cost to the regulator to draft the exemption is an obvious one, but there are many other less obvious costs.  Since no exemption can be drafted perfectly, exemptions necessarily exclude regulated firms or transactions for whom application of the regulation is beneficial—the benefit of applying the regulation to the firm or transaction exceeds the entity.  The less precisely defined the exemption, the greater the lost benefits from not regulating these firms or transactions.  At the extreme, if this definitional imprecision is too great, adopting what appears to be a legitimate exemption could actually reduce the net benefit of the regulation.  In that case, the exemption is inefficient; it decreases the net benefit produced by the regulation.


Exemptions have other costs.  Exemptions create two classes of firms or transactions, one of which must comply with the regulation and one of which must not.  Enforcement becomes more difficult for the regulator as observed non-compliance is no longer an obvious violation.  And the regulated entities themselves incur costs in determining which side of the line they fall on.  Moreover, exemptions encourage strategic behavior as firms modify their activities to obtain the exemption and avoid the cost of the regulation.  This strategic behavior has external costs that firms will not consider in acting, possibly producing inefficiencies.  Finally, just as the regulatory agency must distinguish between regulated and non-regulated entities, so sometimes must third parties.  Third parties, particularly consumers, cannot assume that all firms are regulated, as they might with a single, globally applicable regulation.  Exemptions impose information costs on these third parties.


In sum, the conventional analysis of exemptions is incomplete.  It is true that, for an exemption to make economic sense, the cost of regulating the exempted entities or transactions must exceed the benefit of applying the regulation to those entities or transactions.  But that is only a necessary, not a sufficient, condition.  The cost of the exemption itself must also be taken into account.  An exemption is economically justified only if the cost of regulating the exempted entities or transactions exceeds the sum of the benefit of applying the regulation to those entities or transactions and the costs of having the exemption.

II. The Economic Case for Exemptions

A.  The Costs and Benefits of Regulation

A regulation is efficient only if it produces a net benefit—that is, only if the benefit produced by the regulation exceeds its cost.  Let TBi be the total benefit of applying a particular regulatory scheme to a given firm i.  Then, ignoring cross-firm effects, the total benefit of applying the regulatory scheme to all firms 
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TBi, where n is the number of regulated firms.  Similarly, if TCi is the total cost of applying a particular regulatory scheme to a given firm i,
 and we any cross-firm efficiencies, such as industry cooperation and cost-sharing, the total cost of applying the regulatory scheme to all n firms is 
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TCi.   The regulation is a Kaldor-Hicks improvement
 over the unregulated world only if  
[image: image3.wmf]å

=

n

i

1

TBi – TCi > 0.


Legislators and the personnel at regulatory agencies do not always consider this equation when they approve new regulation.  Sometimes, they focus only on the benefit of regulation with little consideration of its cost.  It is not uncommon for legislators and others to identify a problem publicly, show how particular legislation or regulation would alleviate that problem, and congratulate themselves on their successful justification of the regulation, without considering whether the benefits produced by the regulation are worth their cost.  In other words, they assume that regulation is justified as long as the regulation produces benefits—that is, as long as 
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TBi > 0.  Regulatory agencies are sometimes equally guilty of this behavior.  The Securities and Exchange Commission (SEC), for example, has sometimes indicated that investor protection, its regulatory goal, will not be sacrificed for cost considerations,
 as if a marginal improvement in investor well-being justifies any cost.


Lately, with a renewed focus on the costs imposed by government,
 the cost of regulation has become a more important consideration.
  Benefit and cost are not always explicitly balanced, but there is at least some recognition that regulation that imposes “excessive” costs is bad.  Some agencies are even paying lip service to the idea that regulation should be adopted only if it produces a positive net benefit—that is, if the total benefit produced by the regulation exceeds its total cost:
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TBi – TCi > 0.
  This is usually as sophisticated as legislative and regulatory analyses get, but even this condition does not assure efficiency.  Economic efficiency is achieved not when an action produces a net benefit, but when the chosen action maximizes the possible net benefit.  A regulation might produce a positive net benefit but still not be efficient if we can modify the regulation to produce an even greater net benefit.  This is the insight underlying exemptions.

One way to increase the net benefit of a regulation is to exempt firms or transactions whose regulation imposes a net cost rather than a net benefit.  That possibility is the subject of the rest of this article.

B.  The Extent of Regulation


Regulation does not involve a simple yes-no choice.  Both the level and the coverage of a regulation are variable.  By the level of regulation, I mean the standard with which regulated entities must comply—for example, whether to have a  .001 ppm or .005 ppm discharge limitation.  By the coverage of regulation, I mean the person or transactions required to comply with that rule.  Level and coverage decisions are the keys to all regulatory exemptions.


1.  The Level of Regulation


First, the level of regulation can vary.  For example, environmental regulations attempting to control the level of pollutants may choose among an infinite number of possible levels of allowable discharge for each particular pollutant.  Each possible level of allowable discharge has its own costs and benefits.  If the goal is economic efficiency, the regulator should choose the discharge level that produces the greatest net benefit—in other words, the one that maximizes 
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TBi – TCi.

2. Coverage


Regulation can also vary in coverage—the firms or transactions that must comply with the regulatory requirements.  The scope of the regulation can vary from the entire population to a single firm.

Coverage decisions can affect the efficiency of the regulation.  The overall net benefit of the regulation is maximized by excluding those firms or transactions as to which the net benefit of applying the regulation is negative.
  Assume, for example, that the net benefit of applying the regulation to all n firms is positive: 
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TBi – TCi > 0.  But assume further that we can identify a subset of firms (k, l, …, n) to whom application of the regulation produces a negative net benefit: 
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TBi –TCi < 0.  In other words, the cost of regulating these firms exceeds the benefit produced by their regulation.  The net benefit of the regulation is lower when they are included.  Exempting that subset of firms (k, l, …,n) from the regulation and regulating only the remaining firms (1, 2, …, j) will increase the overall net benefit of the regulation.  Since 
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TBi –TCi < 0, then 
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TBi –TCi  > 
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Legislators and other regulators understand this point on a basic, intuitive level, even if they’re not willing to trade off costs and benefits explicitly.  Very few regulations apply to the population as a whole.  Why not?  Because people drafting regulations recognize that not all people are responsible for every problem.  Regulating those who have nothing to do with a problem imposes a cost with absolutely no resulting benefit.  For example, law professors are not required to file reports on the pollutants they discharge because they discharge no pollutants in their work.
  Applying anti-pollution regulation to law professors would impose a cost on them with no corresponding benefit.  The regulation is more efficient with their exclusion.


The efficiency argument for exemptions of firms and transactions otherwise within the general scope of regulation is just an application of this intuitive cost-benefit argument.  But most exemptions involve situations where regulation produces a non-trivial benefit, and the argument for an exemption becomes more difficult politically.  For one thing, it involves an explicit tradeoff between cost and benefit, a tradeoff many regulators are unwilling to make publicly.  In addition, imposing a regulatory cost on one set of firms within an industry while exempting competing firms raises cries of unfairness and political favoritism.  

Most of the economic analysis of exemptions has involved the exemptions fro small businesses that appear in many U.S. regulations.
  There is a substantial body of literature examining whether the costs of regulatory compliance are proportionally greater for small businesses.
  A much smaller body of literature considers whether this empirical difference, if it exists, justifies small business exemptions.
  The existence of these exemptions might be explained by the political power exercised by local small businesses.
  But there is also a plausible economic efficiency case for such exemptions, one I made in another article.

3.  Tiering: Mixing Level and Coverage Decisions


Decisions concerning the level of regulation and decisions concerning the coverage of regulation are not necessarily independent.  To maximize the net benefit produced by a regulation, it is possible to apply different levels of regulation to different classes of firms and transactions.  This is generally known as tiering.
  Ignoring transaction costs for the moment, the net benefit of regulation is maximized if, for each class of regulated firm, the level of regulation (from none to full) is chosen that maximizes the net benefit for that class.  For example, Class A might be completely exempted because no level of regulation produces a positive net benefit for that class.  Class B might be fully regulated because that produces the greatest net benefit for Class B.  And Class C might be subjected to an intermediate level of regulation because that produces a greater net benefit for the firms in Class C than either a full exemption or full regulation.

III. The Transaction Costs of Exemptions


We have seen why exemptions might be efficient, even if a regulation produces a net benefit:  if, for the exempted firms or transactions, the total cost of regulation exceeds the benefit, exempting those firms or transactions may increase the total net benefit of the regulation.  Other analyses of regulation have recognized this point.
  But this analysis is incomplete it ignores an important cost—the transaction costs associated with the exemptions themselves.  Exemptions are not costless and, in deciding whether exemptions are efficient, those costs must be considered.  Those costs include specification costs, the cost of strategic behavior, enforcement costs, and third-party information costs.  An exemption is efficient only if the regulatory gains resulting from the exemption exceed the costs of the exemption, including transaction costs.

A.  Specification Costs

1. The Cost to Create an Exemption

Exemptions do not appear spontaneously out of thin air.  The legislature or regulatory agency must create them, and that involves a cost.  This promulgation cost is not trivial, especially given the expenses associated with the notice-and-comment provisions of the Administrative Procedure Act (APA).

Creating a regulatory exemption involves several different types of costs.  First, the regulator must research the need for an exemption—whether the costs of complying with the regulation exceed the benefits for certain segments of the regulated industry.  Estimating costs and benefits for particular segments of the regulated industry will be more difficult than obtaining the industry-wide data necessary to adopt the regulation itself.  Second, the regulator must draft a rule that defines, as accurately as possible, the entities or transactions to be exempted.  This definitional problem will be discussed in greater detail in the next subsection.  Third, the regulator must actually propose the rule—under the APA, this involves the publication of the rule and fairly substantial supporting documentation.  Finally, the regulator must review the comments on the proposed rule, respond to those comments, make any necessary revisions, and then publish the final rule with the responses to the comments.  The cost of each of these steps is a cost of having exemptions instead of a universal, one-size-fits-all regulation.


These are not necessarily one-time costs.  The costs and benefits of regulation change over time, necessitating a reevaluation of both the regulation and its exemptions.  If this reevaluation shows that the exemption needs to be modified, these promulgation costs recur.


2.  The Cost of Error: Over- and Under-Inclusiveness


The economic purpose of exemptions is to free from regulation those transactions or entities for whom the cost of regulation exceeds the benefit, TCi > TBi.  However, no exemptive rule is perfect.
  No matter how well-crafted the exemption and no matter how expertly and vigorously the regulator enforces the exemption, exemptions are bound to be both over- and under-inclusive.  In applying the regulation, there will be false negatives—firms that are exempted that should be regulated because the benefit of applying the regulation to them exceeds the cost: TBi > TCi.  And there will be false positives—firms that should be exempted because the cost of applying the regulation to them exceeds the benefit (TCi > TBi), but are not.  These mistakes are unavoidable in an imperfect world, and this imprecision needs to be taken into account in deciding whether the exemption is efficient.

Figure 1

	
	TBi > TCi
	TCi > TBi

	Regulated
	True Positives
	False Positives

	Exempted
	False Negatives
	True Negatives



As shown in Figure 1, we can group the universe of all entities and transactions into four categories:

1. True positives: Regulated entities for whom regulation is efficient because the benefit of regulation exceeds the cost: TBi > TCi.

2. False positives: Regulated entities for whom regulation is inefficient because the cost of regulation exceeds the benefit: TCi > TBi.

3. False negatives: Exempted entities for whom regulation is efficient because the benefit of regulation exceeds the cost: TBi > TCi.

4. True negatives: Exempted entities for whom regulation is inefficient because the cost of regulation exceeds the benefit: TCi > TBi.

In a perfect regulatory world with no information or other transaction costs, all entities and transactions would be either true positives or true negatives.  All firms for which TBi > TCi would be subject to  the regulation and all firms for which TCi > TBi would be exempted.  But, in the real world, no regulation can be drawn so perfectly and, even if it could, the cost of implementing and enforcing it would be prohibitive.  Therefore, in a world of transaction costs, the regulatory goal should be to craft the exemption so that categories two and three—the false positives and the false negatives—are minimized and categories one and four—the true positives and the true negatives—are maximized.  


To simplify the discussion, let us define four variables, TP, FP, FN, and TN, to equal the total net benefit associated with each of the four categories.  TP is the total net benefit associated with regulating all the true positives in the diagram above: TP = 
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TBi - TCi, where n is the number of true positives.  Since, by definition, TBi > TCi for each of the entities or transactions in this group, the total, TP, is positive.  FP is the total net benefit associated with regulating all the false positives in the diagram: FP = 
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TBi – TCi, where m is the number of false positives.  Since, by definition, TCi > TBi for each of the entities or transactions in this group, the total, FP, is negative.  Let FN be the total benefit associated with regulating all the false negatives in the diagram: FN = 
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TBi – TCi, where k is the number of false negatives.  Since TBi > TCi for each of the entities or transactions in this group, the total, FN, is positive.  Finally, let TN be the total benefit associated with regulating all the true negatives in the diagram: TN = 
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TBi - TCi, where j is the number of true negatives.  Since TCi > TBi for each of the entities or transactions in this group, the total, TN, is negative.


The total error cost associated with imperfectly tailored exemptions is FN + |FP|.  FN is the value lost by exempting from the regulation entities or transactions that should be regulated.  FP is the value lost by not exempting from the regulation entities or transactions whose regulation produces a net cost.  Ignoring all transaction costs other than this specification error, we can derive the following rules:

1.  An exemption should be adopted if |TN| > FN.  The exemption increases the net benefit associated with the regulation if this is true.  The net gain associated with the exemption is the gain produced by not regulating exempted entities whose regulation produces a net loss (|TN|) minus the loss produced by exempting firms that should be regulated (FN).  If |TN| exceeds FN, the exemption produces a net gain compared to a global regulation and should be adopted.
  A perfect exemption that costlessly exempted all firms for which TCi > TBi and regulated all firms for which TBi > TCi (in other words, an exemption that resulted in no false negatives or false positives) would be preferable, but an imperfect exemption is better than no exemption at all.

2.  If FN > |TN|, then the exemption is not efficient.  The cost of the exemption (the foregone benefits from not regulating the false negatives) exceeds the benefit (the gain from exempting the true negatives).  A universally applicable regulation with no exemptions is preferable to the regulation with this exemption.  Of course, it is still possible that no regulation at all is preferable to both, if the regulation applied universally does not produce a net benefit.  The fact that the regulation might be efficient if we could accurately segregate and exempt the firms for whom regulation does not produce a net benefit is irrelevant.  We cannot efficiently do that and the second best alternative is no regulation at all.

B.  The Cost of Strategic Behavior


Once an exemption has been adopted, firms have an economic incentive to modify their behavior to fit within the exemption and avoid the cost of complying with the regulation.  Since some of the costs of this strategic behavior are external to the firm, the firm will not take those costs into account in deciding what to do, and this strategic behavior could therefore be inefficient.  The cost of this strategic behavior is another cost of having regulatory exemptions.


The following example illustrates this problem.  Assume that Acme Corporation is a manufacturer subject to environmental regulation.  It costs Acme $10 million to comply with the required environmental pollution controls, but that compliance produces a $15 million benefit to society in terms of reduced pollution costs.  To simplify the example, assume that these are the only costs and benefits of the regulation, so applying the regulation to Acme produces a net benefit of $5 million.  Assume further that the cost for “small” plants, however defined, to comply with the regulation is $9 million and the benefit of compliance is only $8 million, because small plants pollute less than larger plants.  An exemption for small plants thus makes sense, absent any consideration of transaction costs, because the cost of compliance exceeds the benefit by $1 million.  Knowing this, the regulator exempts small plants from the regulation.


Before the exemption was adopted, Acme operated a “large” plant and assume that operating at that plant size maximized Acme’s profits.  Once the regulatory exemption is adopted, Acme can save money by reducing the size of its plant.  Operating a smaller plant would reduce Acme’s business profits, let’s assume, by $6 million, but, since reducing the size of its plant would qualify Acme for the exemption, Acme would save $10 million in regulatory compliance costs.  The net gain to Acme of reducing its plant size would be $4 million, so Acme would reduce the size of its plant to obtain the exemption.


This change is profitable to Acme, but economically inefficient.  Consider the societal cost of Acme’s change from a large plant to a small plant.  Acme’s benefits and losses—the $10 million gain resulting from not complying with the regulation and the $6 million cost due to the reduced efficiency of the smaller plant—are also societal benefits and costs.  But there is an additional cost external to Acme—the $8 million in additional pollution the small plant produces because it is not subject to the pollution controls.  Thus, the net effect of Acme’s change to a smaller plant is a $4 million loss ($10 - $6 million - $ 8 million = - $4 million).  Acme’s strategic behavior is inefficient because Acme does not take into account the external benefit of regulation—the reduction in pollution.  If an exemption results in strategic behavior of this sort, those costs must be considered in deciding whether the exemption is efficient.

C.  Enforcement Costs


Exemptions also create additional enforcement costs.  If there are no exemptions, the regulator may assume that any observed non-compliance violates the regulation.  Exemptions, however, make some non-compliance legal and impose an additional cost on the regulator.  The regulator must determine whether entities failing to follow the regulatory requirements are violators or merely exempted.  The regulator’s problem is that it is often difficult to differentiate exempt entities or transactions from regulated entities or transactions.  Regulated entities have an incentive to mask their behavior so it appears they qualify for an exemption when they really do not.  This results in two related costs: (1) the costs incurred by regulated entities to disguise their behavior so they appear to qualify for an exemption;
  and (2) the cost to the regulator to discover that cheating or, if the cheating is not discovered, the reduced benefits produced by the regulation.  These costs are far from trivial, as the two following examples illustrate.

1.  An example: the regulation of securities offerings

Consider first the regulation of securities offerings pursuant to the Securities Act of 1933.  The Securities Act imposes filing and disclosure requirements on companies selling securities,
 but the Securities and Exchange Commission (SEC) has adopted several exemptions for offerings to sell relatively small dollar amounts of securities.
  Securities Act Rule 505,
 for example, exempts offerings of less than $5 million, provided that the offering meets certain other requirements.


Since the availability of the exemption turns on the size of the offering, a difficult enforcement problem arises when a single company engages in multiple offerings.  Assume, for example, that a single company sells $4 million worth of securities now and another $3 million of the same security two months later.  If those two offerings really are different offerings, each is less than $5 million and therefore possibly entitled to the Rule 505 exemption.  If, on the other hand, this is really only a single $7 million offering, that offering is not exempt.  A company’s incentive to disguise a single offering as two to obtain the exemption is obvious.  But should the two offerings be treated as one?  To use the terminology used by the SEC, should the two offerings be integrated?


To answer that question, the SEC has developed a five-factor test that focuses on the similarity of the two offerings,
 but the results have been less than satisfying.  The criteria are “nearly impossible to apply”
 and an American Bar Association subcommittee concluded that the SEC staff’s interpretations of the integration criteria were “difficult to reconcile even when dealing with similar fact situations involving the same subject matter.”
  According to one scholar, the integration criteria “[engulf securities issuers] in a sea of ambiguity, uncertainty, and potential liability.”
 

2.  Another example: minimum wage requirements

 
A second example shows that the SEC’s experience is not unique.  The Fair Labor Standards Act
 imposes minimum wage and overtime pay requirements on employers.  An individual employee is covered by the Fair Labor Standards Act if the employee himself is engaged in interstate or foreign commerce or producing goods for transportation in interstate or foreign commerce.
  But, whether or not an employee is directly involved in interstate or foreign commerce, he is still covered by the Act if he works for an “enterprise engaged in commerce or in the production of goods for commerce.”
  To be covered, an enterprise must have an annual gross volume of sales made or business done of not less than $500,000.
  In other words, enterprises with gross sales of less than $500,000 are exempted from this type of coverage.


This exemption gives larger companies an obvious incentive to split a single, integrated business operation among several legally distinct entities, each with less than $500,000 of sales, in an attempt to qualify for the exemption.   To protect against this and limit the exemption to the small companies it was intended to benefit, the term “enterprise” is defined in the Act to mean 

the related activities performed (either through unified operation or common control) by any person or persons for a common business purpose, and includes all such activities whether performed in one or more establishments or by one or more corporate or other organizational units including departments of an establishment operated through leasing arrangements, but shall not include the related activities performed for such enterprise by an independent contractor.
  

This statutory definition has in turn spawned fifteen pages of interpretive regulations
 and substantial case law,
 including a constitutional challenge before the United States Supreme Court,
 attempting to determine when entities are sufficiently related to constitute a single enterprise.


These types of regulatory issues increase the cost to the regulator of policing the regulation.  Moreover, regulated entities incur a cost in determining on which side of the uncertain line between exempt and regulated they fall. 

D.  Third-Party Information Costs


One of the costs of exemptions is incurred by neither the regulated firm nor the regulator.  Regulatory exemptions can impose information costs on third parties, who sometimes need to know whether or not a firm is subject to the regulation.  If all firms are regulated, with no exemptions, third parties may simply assume that all firms are regulated and act accordingly.  If some firms are exempted, third parties must sometimes incur a cost to determine if the firm is regulated or exempted.  

These information costs most commonly arise when the regulation is intended to protect parties in a contractual relationship with regulated firms.  Assume, for example, that the Consumer Product Safety Commission adopts a regulation requiring all children’s toys to comply with certain safety requirements.  If all toy-making firms are regulated, with no exemptions, a toy buyer may assume the toy he is purchasing meets the safety requirements.  The toy buyer does not need to examine the toy to determine if it is safe.
  If some toy manufacturers are exempted from the safety regulations, the consumer’s calculus is different.  Assume, for example, that the safety regulations exempt all toy manufacturers with less than $500,000 in assets.  As a result of the exemption, some toys in the market are manufactured by exempted firms and may not comply with the safety regulations.  Before buying a toy, a consumer must determine if the toy he wishes to purchase is manufactured by a regulated firm or by an exempted firm, so he can determine if further safety examination is necessary.  If it is not easy to determine whether a particular manufacturing firm is regulated, the buyer may (1) not buy a toy at all; (2) inspect all toys without regard to whether they are regulated; or (3) inspect no toys and just bear the risk that the toy is unsafe.  The option chosen depends on their relative costs, but no matter which choice the toy buyer makes, the exemption has imposed an additional cost on the buyer.
  Requiring a label disclosing whether the toy’s manufacturer is regulated or exempted may solve the problem,
 but the labeling requirement itself imposes a cost that is necessary only because of the exemption.


Exemptions usually only cause third party information costs like these where the third party is involved in a direct or indirect contractual relationship with the regulated firm.  Other third parties do not usually need to distinguish between regulated and exempted firms.  For example, a third party does not ordinarily need to know whether a given firm is subject to pollution controls, even if the third party benefits from those controls.  Knowing whether a particular firm is regulated or exempted will not affect the third party’s behavior.  However, third party information costs can arise even in noncontractual situations like this.  Consider, for example, an individual deciding whether to buy a home near a manufacturing plant with a smokestack.  The value of the home depends on the smokestack’s emissions, which in turn depend on whether or not the plant is subject to pollution controls.  If, as is probably the case, a home buyer cannot easily determine the amount of pollutants by direct observation, she needs to know whether the plant is regulated or exempted.  The plant’s exemption status affects the amount of pollutants, which in turn affects the value of the home.

IV.  The Modified Case for Exemptions


It is clear that the existing economic arguments for exemptions must be modified to account for the transaction costs discussed above.  An exemption is not justified merely because the cost of regulation exceeds the benefit of regulation for the exempted firms or transactions.  It is a necessary condition that 
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TBi < TCi for the exempted group, but that is not a sufficient condition, because we also must consider the costs of the exemption itself—the transaction costs discussed in the previous section.  Adding an exemption to a regulation is efficient only if the gains from exempting the exempted firms or transactions [
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TCi – TBi, where n is the number of exempted firms or transactions] exceed the transaction costs associated with having the exemption.  


To evaluate an exemption, we must first account for the problem of specification error—the possibility of false negatives.  If the specification error is great enough that the false negatives dominate the true negatives covered by the exemption, we need go no further: the exemption is uneconomic because 
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TCi – TBi < 0.  Even if this sum is positive after considering all the false negatives (that is, the true negatives dominate the false negatives), we still must account for all the other transaction costs mentioned above: specification costs, the cost of strategic behavior, enforcement costs, and third-party information costs.  An exemption provides a net benefit only if, for the exempted firms or transactions (1-n), 
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TCi – TBi – S – B – I – E > 0, where  S = specification costs, B = the cost of strategic behavior, I = third-party information costs, and E = enforcement costs.  And, in choosing among possible exemptions, we want to choose the set of exemptions that maximize this sum.

This calculation is not, of course, easy or, in most cases, even feasible.  One cannot accurately calculate any of these costs.  But it is important in our thinking about regulatory exemptions not to fall into the trap of comparing only the estimated costs and benefits of applying the regulation to the exempted group.  The economic case for an exemption requires us to consider the transaction costs of the exemption as well.

V.  Conclusion

The case for regulatory exemptions is more complicated than traditionally assumed.  It is not just a matter of comparing the benefits of regulating particular firms or transactions to the costs of that regulation.  To justify an exemption for particular firms or transactions, the cost of regulating those firms or transactions must exceed the benefit of that regulation.  But this is a necessary condition, not a sufficient condition.  The transaction costs of exemptions must also be considered—specification costs, strategic behavior, enforcement costs, and any third-part information costs.  An exemption is economically justified only if the cost to regulate the exempted firms exceeds the sum of the benefit of regulating the exempted firms and those transaction costs.
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� Viewed this way, it is obvious that questions about the design of the regulation itself shade imperceptibly into questions of exemption.


� See, e.g., Steven A. Morrison, Clifford Winston & Tara Watson, Fundamental Flaws of Social Regulation: The Case of Airplane Noise, 42 J. L. & ECON. 723 (1999) (cost-benefit analysis of the 1990 Airport Noise and Capacity Act); Robert W. Hahn & John A. Hird, The Costs and Benefits of Regulation: Review and Synthesis, 8 YALE J. ON REG. 233, 261-278 (1990) (summarizing studies of the costs and benefits of regulation).


� I have written several articles examining regulatory exemptions.  See, e.g., C. Steven Bradford, Does Size Matter? An Economic Analysis of Small Business Exemptions from Regulation, unpublished manuscript (available from the author); C. Steven Bradford, Securities Regulation and Small Business: Rule 504 and the Case for an Unconditional Exemption, 5 J. SMALL & EMERGING BUS. LAW 1 (2001); C. Steven Bradford, Transaction Exemptions in the Securities Act of 1933: An Economic Analysis, 45 EMORY L. J. 591 (1996).  See also, e.g., Marc Linder, The Small-Business Exemption Under the Fair Labor Standards Act: The Original Accumulation of Capital and the Inversion of Industrial Policy, 6 J. L. & POLICY 403 (1998); Peggy H. Luh, Pay or Don’t Play: Background Music and the Small Business Exemption of Copyright Law, 16 LOY. L.A. ENT. L. J. 711 (1996).


� See, e.g., C. Steven Bradford, Does Size Matter? An Economic Analysis of Small Business Exemptions from Regulation, unpublished manuscript (available from the author); Richard J. Pierce, Jr., Small is Not Beautiful: The Case Against Special Regulatory Treatment of Small Firms, 50 ADMIN. L. REV. 537 (1998); William A. Brock & David S. Evans, THE ECONOMICS OF SMALL BUSINESS: THEIR ROLE AND REGULATION IN THE U.S. ECONOMY (1986).  For a review of studies considering the differential impact of regulation on small businesses, see Henry B. R. Beale & King Lin, IMPACTS OF FEDERAL REGULATIONS, PAPERWORK, AND TAX REQUIREMENTS ON SMALL BUSINESS, report prepared for the U.S. Small Business Administration (Sept. 10, 1998).


� See, e.g., Edith Stokey & Richard Zeckhauser,  A PRIMER FOR POLICY ANALYSIS 134-158 (1978); Eugene Bardach & Robert A. Kagan, GOING BY THE BOOK: THE PROBLEM OF REGULATORY UNREASONABLENESS 6-7 (1982).  Throughout this paper, I shall use the term “net benefit” to refer to the difference, whether positive or negative, between the total benefit of regulation and its total cost: Net Benefit = Total Benefit – Total Cost.


� See, e.g., M.A. Utton, THE ECONOMICS OF REGULATING INDUSTRY 16 (1986); Allen R. Ferguson & Murray L. Weidenbaum, The Problem of Balancing Costs and Benefits of Regulation: Two Views, in James F. Gatti, ed., THE LIMITS OF GOVERNMENT REGULATION 153-154 (1981).


� For purposes of this article, I shall assume that the regulation as a whole is economically efficient.  I am not foolish enough to believe that all, or perhaps even most, government regulation produces a net benefit, but this assumption allows me to focus on regulatory exemptions: if a regulation is efficient, what is the case for exempting certain firms and transactions?


� Obviously, not all exemptions promote economic efficiency.  Some exemptions arise from jurisdictional limitations.  An agency in State A will not usually regulate transactions in State B.  Other exemptions are purely political.  Attempts may be made to justify such exemptions in economic terms, but they really arise because the regulator has insufficient political power to impose the regulation on the exempted entities.  Of course, jurisdictional exemptions or exemptions adopted for reasons of political expediency may be economically efficient.  But I am not claiming that all, or even most, exemptions are adopted out of economic efficiency concerns.  I am merely examining whether there is an economic efficiency justification for exemptions and, if so, what conditions are necessary for regulatory exemptions to be efficient.


� TCi must, of course, include all of the costs associated with the regulation—the regulated firm’s cost of compliance, the enforcement cost incurred by the regulator, and any costs incurred by third parties as a result of the application of the regulation to the regulated firm.  


� [Add definition of Kaldor-Hicks efficiency].


� [cites needed here].


� Fortunately, in spite of this rhetoric, the SEC does consider cost when acting, although not often in any formal weighing of cost and benefit.  [cite to a couple of examples].


� [general cite here about concerns re; government regulatory costs].


� [cite].


� [cites].


� In making this choice, it must be remembered that no regulation at all, with a baseline net benefit of 0, is always an option.  If all possible regulations produce a negative net benefit compared to the baseline no-regulation option, the efficient choice is not to regulate.


� This assumes that there are no transaction costs associated with exempting those firms or transactions.  This assumption will be relaxed later in the article.


� I will refrain from the obvious joke about law review articles.


� Persons like this are often excluded not by an express exemption, but by limiting the positive coverage of the regulation.  In other words, instead of a universally applicable regulatory requirement with an exemption that says “This exemption shall not apply to C and D,” the regulation merely says “A and B shall” do whatever the regulation requires, implicitly excluding C and D.  Except for certain procedural issues that might arise in a proceeding to enforce the regulation, such as the burden of proof, this is, of course, purely a matter of semantics.  Questions of coverage and questions of exemption are merely two sides of the same coin.


� See, e.g., [cites].


� See, e.g., [cites].


� See [cites].


� See Charles Brown, James Hamilton, & James Medoff, EMPLOYERS LARGE AND SMALL 1-2 (1990) (small businesses possess considerable resources and power); Ann M. Reilly, Small Business’ Big Clout, 115 DUN’S REVIEW 69 (March 1980) (small business has “marshaled its forces into a highly effective lobby”).  But see Milton Z. Kafoglis, Mandated Costs: Impact on Small Business, in Robert F. Lanzillotti, ed., ECONOMIC EFFECTS OF GOVERNMENT-MANDATED COSTS 111 (1978) (small businesses were not well represented in the enactment of the “new regulation”).


� [cite to my article with a But See to Pierce’s article].


� See United States Regulatory Council, TIERING REGULATION: A PRACTICAL GUIDE (March 1981).


� For a discussion of why tiering makes sense in the context of federal regulation of securities offerings, see C. Steven Bradford, Transaction Exemptions in the Securities Act of 1933: An Economic Analysis, 45 EMORY L. J. 591, -- (1996).


� [cites].


� 5 U.S.C. § 551 et seq.


� More accurately, the cost of formulating and applying a “perfect” exemption exceeds the gains.


� If, in addition, |FP| exceeds TP, then there should be no regulation at all because, in that case, the total cost of the regulation itself, even after the exemption, exceeds the total benefit.





� My thanks to my colleague Norm Thorson for pointing out the problem discussed in this section.


� From the standpoint of the regulated entity, this strategic behavior appears similar to the strategic behavior discussed in the previous section.  The difference is one of illegality.  In the previous case, the entity is modifying its behavior so that it actually qualifies for the exemption.  In this case, the entity is trying to disguise its behavior so that it appears to qualify for the exemption even though it actually does not.


� See 15 U.S.C. § 77e.


� See 17 C.F.R. §§ 230.251(b); 230.504(b)(2); 230.505(b)(2).


� 17 C.F.R. § 230.505.


� The SEC’s five-factor test asks whether “(1) the different offerings are part of a single plan of financing, (2) the offerings involve issuance of the same class of security, (3) the offerings are made at or about the same time, (4) the same type of consideration is to be received, and [and] (5) the offerings are made for the same general purpose.”  Non-Public Offering Exemption, Securities Act Release No. 4552, 1 Fed. Sec. L. Rep. (CCH) ¶¶ 2270-83 (Nov. 6, 1962).


� Rutheford B. Campbell, Jr., The Plight of Small Issuers (and Others) Under Regulation D: Those Nagging Problems That Need Attention, 74 KY. L. J. 127, 164 (1985-86).


� Subcommittee on Partnerships, Trusts and Unincorporated Associations, Integration of Partnership Offerings: A Proposal for Identifying a Discrete Offering, 37 BUS. LAW. 1591, 1605 (19--).


� Perry E. Wallace, Jr., Integration of Securities Offerings: Obstacles to Capital Formation Remain for Small Businesses, 45 WASH. & LEE L. REV. 935, 940 (1988).


� 29 U.S.C. §§ 201-219.


� See 29 U.S.C. §§ 206(a), 207(a).


� See 29 U.S.C. §§ 206(a), 207(a).


� 29 U.S.C. § 203(s)(1)(A)(i).


� 29 U.S.C. § 203(r)(1).


� See 29 C.F.R. §§ 779.201-779.235.


� See Reich v. Bay, Inc., 23 F.3d 110, 114-116 (5th Cir. 1994); Dole v. Odd Fellows Home Endowment Board, 912 F.2d 689, 692-695 (4th Cir. 1990); Brock v. Best Western Sundown Motel, Inc., 883 F.2d 51, 52-53 (8th Cir. 1989); Donovan v. Grim Hotel Co., 747 F.2d 966, 969-971 (5th Cir. 1984).


� See Maryland v. Wirtz, 392 U.S. 183 (1968), overruled by National League of Cities v. Usery, 426 U.S. 833 (1976).


� More accurately, if the regulation is adequately policed, the cost to examine the toy outweighs the risk that the toy doesn’t comply with the safety requirements.


� This problem of distinguishing regulated and unregulated firms is an application of Akerlof’s problem of the lemons.  See George A. Akerlof, The Market for “Lemons”: Qualitative Uncertainty and the Market Mechanism, 84 Q. J. ECON. 488 (1970).


� See, e.g., 17 C.F.R. § 230.502(d) (exemptions from Securities Act registration requirements for securities offerings requiring disclosure to purchasers that the securities purchased have not been registered and therefore are subject to resale restrictions).


� In an efficient housing market, the home’s market price will be affected by the plant’s status, but the market requires information to make that adjustment, so someone somewhere still incurs the information cost.
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