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principle of motion besides that which
the hand impresses upon them; but
that, in the great chess-board of human
society, every single piece has a prin-
ciple of motion of its own, altogether
different from that which the legislature
might chuse to impress upon it. If those
two principles coincide and act in the
same direction, the game of human
society will go on easily and harmoni-
ously, and is very likely to be happy and
successful. If they are opposite or differ-
ent, the game will go on miserably, and
the society must be at all times in the
highest degree of disorder.

Roberts gives examples of “men of sys-
tem,” ranging from extreme mass mur-
derers—Pol Pot, Stalin, and Mao (I would
have added Hitler)—to the less extreme

examples we see in the United States: those
who decided to invade and try to remake
Iraq and those who think the government
can achieve good results with the drug war.

Roberts writes that people often “have
trouble remembering that there are other
ways of changing the world than using leg-
islation.” He takes the example of smoking.
Per-capita consumption of tobacco in the
United States “fell by 50 percent in the last
half of the twentieth century.” Admittedly,
some of this was due to higher taxes on cig-
arettes and restrictions on where one can
smoke. But most of those restrictions came
along within the past 20 years, by which time
much of the decline had already occurred.
Roberts writes, “Smoking is no longer cool
or hip.” Great change happened because
individual people decided to change.

Men of system, take note. And get lost.

From More than Zero
to Less than One

®C REVIEW BY PIERRE LEMIEUX

eter Thiel co-founded PayPal in 1998. The intention was “to cre-
ate a new internet currency to replace the U.S. dollar ... [with] a
digital currency that would be controlled by individuals instead
of governments.” After selling the company to eBay, he became a very
successful venture capitalist, including being the first outside investor

in Facebook. Another startup in which he
has invested is SpaceX, the private space
flight company whose reusable rockets
are “the key to making human life multi-
planetary,” according to the company’s
website. He is now a billionaire.

Thiel is also an avowed libertarian. He
expounded his version of libertarianism in
“The Education of a Libertarian,” published
in the April 2009 Cato Unbound. Unlike most
Silicon Valley entrepreneurs, his political
contributions go to Libertarian and Repub-
lican candidates. He has financially backed
the Seasteading Institute, which aims to
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Create autonomous communities on man-
built structures at sea.

Now he has published Zero to One, a
book in which he offers insights into busi-
ness innovation and economic growth. It
is more than the typical billionaire’s ghost-
written book: it is based on the notes taken
by a student—Blake Masters, the book’s
co-author—in a class Thiel gave at Stanford
University in 2012.

In the book, Thiel explains how success-
ful startups—those that change the world—
are created and managed. He argues that
they are monopolies and that, in terms of
economic growth, monopolies are prefera-
ble to market competition because success-
ful monopolies typically create completely

new goods. Instead of merely “adding more
to something familiar,” of going from one
to some finite number on an allegorical
scale of innovation, they go from zero to
one, approaching infinite growth.

Entrepreneurial reflections /| Business
management theory is a very soft field,
often based on slogans and fads. Look-
ing over the past decades, think of such
management-techniques-cum-mantras

» «

as “management by objectives,” “the pur-

» «

suit of excellence,” “employee empower-
ment,” “business process engineering,”
“core competencies,” and “six sigma,” not
to mention the Japanese model, business
ethics, “corporate social responsibility,”
and corporate governance.

Thiel should not be held to standards
that full-time management gurus do not
reach. Moreover, he is more interested in
entrepreneurship and the creation of new
businesses than in dry management of
established dinosaurs. The entrepreneur-
ship he practices and preaches resembles
the Kirznerian type (after Austrian School
economic theorist Israel Kirzner), defined
as the mysterious alertness and ability to
see opportunities that nobody else notices.
You need to “have secrets,” writes Thiel—
that is, “specific reasons for success that
other people don’t see.”

It follows that entrepreneurship is not
teachable: “The paradox of teaching entre-
preneurship is that such a formula neces-
sarily cannot exist.” It is no surprise then
that Zero to One has problems explaining it.

Thiel’s musings are often original.
For example, “a valuable business must
start by finding a niche and dominating
a small market.” Grand missions and big
plans are necessary. Founders should be
“unusual individuals” who “lead compa-
nies beyond mere incrementalism.” But
even if an entrepreneurial company should
mimic a cult, “you also need a structure to
keep everyone aligned for the long term.”
“A bad plan is better than no plan” (emphasis
in original).

The reader may find some of Theil’s
management principles a bit too obvious,
like “sales matter just as much as prod-
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ucts,” or “creating value is
not enough—you also need to
capture some of the value you
create.” But perhaps obvious
things need to be repeated.
Yet Thiel yields to the
management guru’s temp-
tation. He has seven ques-
tions that, if all answered
positively, will ensure that
you “master fortune and
succeed.” His venture capital
fund claims to “never invest
in a tech CEO that wears a

Zero to One: Notes on
Startups, or How to
Build for the Future

By Peter A. Thiel
with Blake Masters

suit.” (Applicants for Thiel’s
venture money take notice!)
In a new venture, “working
remotely should be avoided.”
He postulates that “a startup
messed up at its foundation
cannot be fixed.” Obscure
rhetoric is just around the corner: “no
company has a culture; every company is
a culture.”

Sometimes, he pushes his ideas too
far and spreads them too thin. He seems
to favor a very nonevolutionary vision of’
progress: “How can the future get better if
no one plans for it?” He criticizes the use
of Darwinist evolution “to build a better
society,” apparently unaware of Hayek’s
argument that Darwin borrowed the con-
cept of evolution from social scientists, not
the other way around.

It is fashionable to criticize economists
and they sometimes deserve it. Thiel falls
prey to a strand of libertarian thinking
that rejects rational choice. “In econom-
ics,” he argues, “disbelief in secrets leads
to faith in efficient markets.” He ignores
that markets tend to be efficient precisely
because intuitive and enthusiastic entre-
preneurs go against conventional wis-
dom, incorporate new information in
prices, and push the market closer to its
equilibrium.

He also seems under the influence of
another, sometimes parallel, strand of
populist libertarianism that rejects the
usefulness of formal, standardized learn-
ing in favor of practical deeds and tradi-
tional knowledge. He offers fellowships

ONE
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that pay chosen students not
to go to college. There may be
a contradiction here between
the espousal of populism and
the implicit elitism of con-
trarian entrepreneurs and
thinkers, but Thiel does not
explore the issue.

Competition and monopoly
/ Thiel, whose formal train-
ing is in law, seems to hold
economics in high suspicion.
He gets many things right
when he stays close to what
he knows—when he defends
the usefulness of techno-
logical progress, for example.
But economic analysis would
have saved him from some
errors—or, at least, would
have helped him argue his case better.
Consider his take on competition,
monopoly, and capitalism. We can sum-
marize his argument in four points:

m Economics puts too much emphasis
on competition, “the ideal and the
default in Economics 101.”

m Monopoly, not competition, is the
goal of business: “Monopoly is the condi-
tion of every successful business [emphasis
in original]. ... All failed companies
are the same: they failed to escape
competition.”

m “Most businesses are much closer to
the extreme of monopoly than we
commonly assume.”

m “Capitalism and competition are
opposites.”

These statements are either incomplete or
incorrect, for the following reasons:

Not all of economics overemphasizes compe-
tition. Many economists, no doubt, have
mistakenly taken the explanatory model
of perfect competition as an exact ideal
to be imposed onto real markets, as in
antitrust crusades. Yet, there is a positive
reason for sticking to competition as an
explanatory model: it often provides the
best model to describe what happens in

the real world, just as a Euclidian line
with zero thickness is useful to measure
real-world lines. At the normative level,
competition does have large benefits: the
tendency toward a competitive equilib-
rium allows consumers to get what they
want at the lowest possible price.

Perhaps it is true that monopoly “can
allow a business to transcend the daily
brute struggle for survival.” But a free
economy works for the benefits of consum-
ers, not producers. Of this, the competitive
model serves as a constant reminder.

Itis because businesses want monopolies that
competition exists. Thiel himself seems
to understand this: “The dynamism of
new monopolies itself explains why old
monopolies don’t strangle innovation.”
So why the criticism of competition?
When “monopolies” compete or face
potential competitors, we have a competi-
tive system, not a monopolistic one.

There are no monopolies on a free market.
The problem with Thiel’s focus on monop-
olies might be a matter of definition. But
some definitions are more fruitful than
others. It is useful to view a monopoly as
a single firm protected from competition
by legal constraints to entry in its industry.
Thiel correctly opposes such constraints
and emphatically states that the good
monopolies he argues for are not the state-
protected variety. But then he tends to for-
get that there is no monopoly when many
firms compete, even if they are not equal.
There is a more fundamental argument
against seeing monopolies everywhere. As
Thiel himself suggests (without following
through on the idea), determining whether
there is competition or monopoly depends
on how one defines the relevant markets.
Google has 68 percent of the search-engine
market, which it uses for advertising, but
only 3.4 percent of the global advertising
market and only 0.24 percent of the con-
sumer tech market (the figures are from
Thiel). How one defines a market is essen-
tially arbitrary, so each firm can be thought
of as either a tiny monopoly or an atomis-
tic competitor in the larger market. What
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Thiel call “monopolies”—Google, Apple,
PayPal, etc.—are only large companies that
have dominant positions in some markets.

The opposition of capitalism and competi-
tionis notuseful. One can define capitalism
and competition as one wants, including
in opposition to each other. But defin-
ing capitalism as an economic system
where there is no competition easily leads
to many errors. One is to forget the con-
sumer in favor of the producer. Another
error is to underplay the importance of
freedom to enter markets and freedom
to compete—those freedoms being what
really matters if we are interested in eco-
nomic efficiency and consumer welfare.

Poor economics/ In his 1973 book Capital-
ism and the Permissive Society, Samuel Brit-
tan expressed dismay at how inefficient
capitalists were at defending capitalism,
but noted that “businessmen are paid to
operate the system rather than under-
stand or expound it.” I would add that
great entrepreneurs get their money for
the new opportunities they offer to con-
sumers, but their economic and social
theories are not necessarily outstanding.
Zero to One does have the benefit of
emphasizing entrepreneurship, but one
would not use the book to teach either
political philosophy or economics. Con-
sider the nature of value. Why does some-
thing have value? Thiel makes the strange
claim that Google creates less value than
the airlines. To reach that conclusion, he
equates a firm’s value with its revenues
or profits. A few centuries of economic
analysis teach that value is the “utility”
(satisfaction of preferences) that individu-
als get from exchange. If we use a partial
equilibrium framework, we can (concep-
tually) calculate value as the consumer
surplus—that is, the difference between
what consumers would have been willing
to pay for something and what they actu-
ally have to pay. Profits or rents translate
into value only because they allow their
recipients to get their own consumer
surpluses when they spend their money
as consumers. It is thus very likely that

Google creates much more value than
Thiel assumes.

To take another example, he compares
the revenues of venture capital-backed com-
panies with gross domestic product, of which
the companies represent “an astounding 21
percent.” This is only astounding because
it compares revenues (total sales) of some
companies with value added (profits) in the
whole economy, GDP being the sum of the
latter, not of the former.

Zero to One is a small, easy-to-read book
in which the reader will learn about what a
great entrepreneur and libertarian vision-
ary thinks. Some of this is interesting but
intellectually light. There is not a single
footnote in the book, so the reader cannot
check sources. On the positive side, Tyler
Cowen endorsed the book. But I suggest
that it will, at best, only take your social
and economic understanding from more
than zero to less than one.

Sunstein’s Knowledge

Problem

REVIEW BY PHIL R. MURRAY

n the layman’s way of thinking, a regulation that saves just one life
is worthwhile regardless of its costs. In the economic way of think-
ing, a regulation that saves just one life is worthwhile only if it costs
less than the value of a life. Cass Sunstein expands on this economic
way of thinking in his new book, Valuing Life. In it, he documents his

experience overseeing the Office of Infor-
mation and Regulatory Affairs (OIRA)
in the early years of the Obama admin-
istration, explains how the regulatory
apparatus works, and shares his views on
“humanizing” the process.

By “humanizing the regulatory state,”
Sunstein wants to accomplish four objec-
tives. The first is to justify a widespread
application of cost-benefit analysis. He puts
it this way: cost-benefit analysis “should see
costs and benefits not as arithmetic abstrac-
tions, but as efforts to capture qualitatively
diverse goods and to promote sensible trade-
offs among them.” His second objective is to
recognize “nonquantifiable” factors such as
“dignity,

is to incorporate behavioral economics into

” “equity,” and “privacy.” The third
cost-benefit analysis, and the fourth is “to
collect the dispersed information held by a
nation’s citizenry” and use that to formu-
late regulations.

OIRA’s work Sunstein wants to remedy the

PHIL R. MURRAY is a professor of economics at Webber
International University.

“poorly understood” operation of OIRA,
which neither originates nor rubber-
stamps regulations. “It would not be exces-
sive,” in his view, “to describe OIRA as, in
large part, an information aggregator.” By
gathering this “specialized information”
and “dispersed information,” he sees OIRA
trying to overcome the “knowledge prob-
lem” outlined by Friedrich Hayek.

OIRA aims “to promote a well-func-
tioning process of public comment,
including state and local governments,
businesses large and small, and public
interest groups.” Sunstein describes this
as “regulatory due process.” There are four
essential aspects of OIRA procedure:

m OIRA incorporates “interagency
views.”

m The discussion of these interagency
views explains why the OIRA proce-
dure may be long and drawn out.

m Even though OIRA focuses on costs
and benefits, it concentrates more on
“interagency concerns, promoting
the receipt of public comments (for
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proposed rules), ensuring discussion
of alternatives, and promoting consid-
eration of public comments (for final
rules).”

m OIRA’s work is “technical,” relating to
economics, science, the law, etc.

Valuing Life is not a manual with detailed
instructions on how to calculate costs
and benefits. Sunstein presents dozens of’
“highly stylized problems” with the costs

Humanizing regulation /| What circum-
stances make a problem more challeng-
ing? Take a regulation that costs $200
million per year. The agency proposing it
estimates that it will save 24 people from
dying of cancer, and the VSL is $8 mil-
lion. Although the benefits in this case
in terms of lives saved ($192 million) are
less than the costs, “it will be acceptable
for the agency to do a sensitivity analysis
in which it increases the VSL because can-
cer is involved.” This is one

and benefits given, and tells
us how the process will con-
tinue from there. The sim-
plest problem he presents is
a regulation that costs $200
million per year and gener-

ates $400 million in benefits i 7

per year. “In the process of

OIRA review, the numbers
will be carefully scrutinized, 5

and many questions will be :

asked about their accuracy

Cass R. Sunstein

VALUING LIFE

HUMANIZING THE
REGULATORY STATE

instance in which Sunstein
advocates “humanizing”
regulations.

Consider his reasons
for humanizing regula-
tions related to cancer. “For
example,” he reports, “some
evidence suggests that peo-
ple are willing to pay high

2 amounts to avoid cancer

risks, and hence there is rea-

and meaning,” he assures us,

son to think that people’s

“but if those questions have
good answers, this is an easy
one in favor of proceeding.”
As part of that work, gov-
ernment agencies estimate
a “value of a statistical life

Valuing Life: Human-
izing the Regulatory
State

By Cass R. Sunstein

248 pp.; University of
Chicago Press, 201

VSL is higher for cancer risks
than sudden, unanticipated
deaths.” Perhaps a greater
aversion to death from can-
cer than, say, a heart attack
is rational. Sunstein adds
that “all cancer fatalities are

(VSL).” Sunstein explains:
“Suppose that workers must be paid $900,
on average, to assume a risk of 1:10,000.
If so, the VSL would be said to be $9 mil-
lion.” For an alternative approach to reach
the same VSL, suppose that one in 10,000
firefighters will die on the job and the
typical firefighter is willing to pay $900 to
eliminate that risk. Multiplying $900 per
firefighter by 10,000 firefighters yields $9
million, which is the value of eliminating
the risk necessary to save one firefighter’s
life. The simplest problem Sunstein pres-
ents that involves a life-saving regulation
costs $300 million per year and saves 40
lives. Using the $9 million VSL, the ben-
efits of the regulation amount to $360
million and “the regulation will likely go
forward.” Note that if this regulation were
to save just one life, it would be a mistake
to implement it because the costs would
exceed the benefits.

not the same; informed people would
surely make distinctions between those
that involve long periods of suffering
and those that do not.” Despite people’s
greater willingness to pay to avoid some
risks over others, OIRA does not “distin-
guish among mortality risks” and never
has. However, an agency may do “sensitiv-
ity analysis,” add a “cancer premium” to
the VSL, and possibly “conclude that the
benefits ‘justify’ the costs.” That would
amount to the same thing as computing
different VSLs based on different risks,
would it not?

Sunstein is well known for using
insights from behavioral economics to
shape public policies. In Valuing Life, he
describes a behavioral slip-up dubbed
“probability neglect” that relates to can-
cer risk. “People fall victim to probability
neglect,” he explains, “if and to the extent

that the intensity of their reaction does
not greatly vary even with large differ-
ences in the likelihood of harm.” Take the
results of an experiment Sunstein and a
colleague conducted with their law stu-
dents. They queried a first group “to state
their maximum willingness to pay to elimi-
nate a cancer risk of 1 in 1 million.” They
put the same question to another group
but increased the risk of cancer to one
in 100,000. A third group faced the same
question as the first, plus “the cancer was
described in vivid terms, as ‘very gruesome
and intensely painful, as the cancer eats
away at the internal organs of the body.”
The fourth group faced the same question
as the second, along with the “emotional
description” of cancer.

If the subject of cancer causes people
to neglect probability, their willing-
ness to pay to eliminate a risk of one in
100,000 will be less than 10 times that
for arisk of one in 1 million. That is what
Sunstein and his colleague found when
asking questions both with and without
the “emotional description” of cancer.
They also expected that adding the emo-
tional description would cause greater
probability neglect, and confirmed that,
too. Subjects who heard the emotional
description stated a mean willingness
to pay of $211.67 to eliminate the one
in 1 million risk of cancer, compared
to $250 to eliminate the risk of one in
100,000. “When the cancer was described
in emotionally gripping terms,” in other
words, “people were insensitive to prob-
ability variations.”

This reviewer doubts that we should
attach much weight to a single experi-
ment involving 67 students at Harvard
Law School. Nonetheless, Sunstein draws
from it “two implications for the public
reaction to emotionally gripping events.”
One is that “simply because such events
arouse strong feelings, they are likely to
trigger a larger behavioral response than
do statistically identical risks that do not
produce emotional reactions.” This is
the rationale an agency uses when con-
sidering a “cancer premium” along with
other benefits of a regulation designed to
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reduce the risk of cancer. Another impli-
cation is “that probability neglect might
well play a role in the government’s reac-
tion to emotionally gripping events, in
part because many people will focus on
the badness of the outcome, rather than
on its likelihood.”

This point raises the question of what
the government should do when events
such as terrorism raise the public’s alarm.
On the one hand, it would be wise to do
nothing. “There is a strong argument
that government should not respond,”
Sunstein reasons, “if the relevant risks
are very small and if the requested steps
have costs in excess of benefits.” There
is also a role for the government “to
inform and educate people” whenever
the probability of a tragic event is low.
“But if information and education do
not work,” Sunstein continues, “gov-
ernment might be willing to consider
regulatory responses to fears that are not
fully rational, but real and by hypothesis
difficult to eradicate.”

He is not using probability neglect as
an excuse to open the door wide for more
regulations. He warns that “a special dif-
ficulty here consists in the problem of
quantifying and monetizing fear and its
consequences.” Quantification and mon-
etization are more ways of “humanizing”
regulations.

He presents a scenario in which the
costs of a regulation “to make buildings
more accessible to people who use wheel-
chairs” exceed the “monetized benefits.”
Officials proceed with the regulation,
nevertheless, by making a case that the
value of “human dignity” to wheelchair
users makes up for the deficiency of
monetized benefits. Sunstein cites the
actual reasoning of Justice Department
officials from a document pertaining
to the Americans with Disabilities Act:
“Dividing the $32.6 million annual cost
by the 677 million annual uses [of water
closets with doors that open outward,
making them more accessible], we con-
clude that for the costs and benefits to
break even in this context, people with
the relevant disabilities will have to value

safety, independence, and the avoidance
of stigma and humiliation at just under
5 cents per use.” It seems plausible that
this lower bound on the value of human
dignity would justify the costs of modi-
fying such water closets. Sunstein rec-
ognizes “objections” to quantifying or
monetizing benefits, though he contin-
ues to advocate those practices.

Moral heuristics [ I had suspected that
Sunstein was eager to regulate. In Valuing
Life, however, his presentation of behav-
ioral economics causes me to reconsider.

“Heuristics” are “mental shortcuts” that
people use when making decisions. Even
though they may be reliable sometimes,
they may also produce bad outcomes. For
anyone who ever asked whether behavioral
economists ever cite the anomalies they are
so fond of to make a case against regulation,
Sunstein’s explanation of “moral heuris-
tics” is evidence that he, for one, does.

Take the “Precautionary Principle,”
which according to Sunstein “is designed
to insert a ‘margin of safety’ into all deci-
sion making, and to impose a burden of
proof on proponents of activities or pro-
cesses to establish that they are ‘safe.”
(See “The Paralyzing Principle,” Winter
2002-2003.) That idea sounds reasonable
initially. But Sunstein deems it “incoher-
ent.” “The reason,” he explains, “is that
risk regulation often introduces risks of
its own.”

His critique is so effective that this
reviewer wonders why the Precaution-
ary Principle is not less popular. “For
example,” he continues, “regulation of
nuclear power might increase the likeli-
hood that societies will depend on fossil
fuels, which create air pollution and emit
greenhouse gases.” The following point
not only goes against the Precautionary
Principle, but too much regulation in
general: “By its very nature, costly regula-
tion threatens to increase unemployment
and poverty, and both of these increase
risks of mortality.”

Heuristics explain the principle’s intui-
tive appeal. One is the “act-omission dis-
tinction,” whereby regulators prohibit

endeavors with visible risks (such as the
Keystone XL pipeline) even though pro-
hibition entails less visible risks (war over
oil in the Middle East). To be clear, Sun-
stein does not recognize moral heuristics
in order to reduce the number of pages
in the Federal Register. His goal is to refine
cost-benefit analysis. Whether his acolytes
show as much restraint when applying
behavioral economics to formulate regula-
tions remains an open question.

Conclusion/ Valuing Life contains no battle
stories involving regulators, politicians,
and lobbyists arguing over any regula-
tion. There are a few glaring errors that
may be excused. Pertaining to “a regula-
tion designed to reduce the incidence of
prison rape,” Sunstein writes, “If a sin-
gle rape is valued at $500,000, the rule
would be easily justified if it prevented
only 1,600 rapes.” It is safe to assume
that he intended to write “if preventing a
single rape is valued at $500,000.” Like-
wise when he wrote “a dollar today is
worth less than a dollar tomorrow,” he
intended to write “a dollar today is worth
more than a dollar tomorrow.”

Readers might be surprised to learn
that OIRA listens to “businesses and oth-
ers” who resist regulations on more occa-
sions than it listens to “public interest
groups” who favor them. Sunstein claims
that OIRA avoids politics. “At least in my
experience (and some people will find
this surprising),” he admits, “politics,’
in the sense of interest-group pressures
and electoral considerations, usually does
not play a significant role in the regula-
tory process.”

Although he teaches that there may be
too much regulation as well as too little,
he maintains that “the financial crisis of
2008 and succeeding years was, in part, a
product of insufficient regulation, which
could have provided safeguards against
systemic risks.” Even the Financial Crisis
Inquiry Commission Report, which faults
free-market ideology for the crisis, also
blames regulatory forbearance. Sunstein
emphasizes his appreciation of Hayek.
“The Hayekian theme,” he explains,
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“emphasizes the dispersed nature of
human knowledge and OIRA’s role in
attempting to acquire as much of that
knowledge as possible, above all through
careful attention to public comments.” In
his conclusion he acknowledges that “it
is an understatement to say that [Hayek]
would not have endorsed all of the argu-
ments in this book (much less all of the

regulations that the United States has
issued in the name of public health,
safety, and environmental protection).”
Given the knowledge problem, Sunstein
believes that OIRA’s role as “an informa-
tion aggregator” is an appropriate way
to deal with it. One wonders whether
Hayek would endorse that approach or
judge it quixotic.

‘Moneyball for Government’
Needs ‘Moneyball’ Politicians

®{ REVIEW BY SAM BATKINS

eginning in the 1990s, Oakland Athletics general manager Billy
Beane gained acclaim for using statistical analysis to identify
undervalued players and baseball strategies, which he then used
to turn the small-budget team into a consistent winner. Since then, all
sorts of analysts have proposed applying similar “Moneyball” strate-

gies to other human endeavors, including
government.

Who could oppose collecting data
about government spending, building evi-
dence to implement effective programs,
and directing funds away from failing poli-
cies? In the new book Moneyball for Govern-
ment, a plethora of writers, policy wonks,
and two former heads of the federal Office
of Management and Budget make the case
thata data-driven approach to government
and regulation would create better results
at a lower cost to taxpayers.

Data and analytics about how govern-
ment operates could certainly be improved.
But whatever the apparatus that policy-
makers establish to measure government,
self-interested politicians must still pay
attention to the findings and be willing to
cut failing programs. Bill Niskanen noted
that in these pages many years ago (“More
Lonely Numbers,” Fall 2003), and I share
his skepticism about that possibility.

But that skepticism may be uncalled
for, claim book contributors and political
advisers Kevin Madden (a Republican) and

SAM BATKINS is director of regulatory studies at the
American Action Forum.

Howard Wolfson (a Democrat). They argue
that both sides of the aisle have incentive
to play Moneyball with government.
Republicans presumably would benefit
by pushing for more efficient government
rather than being labeled “antigovern-
ment,” though that distinction may be
lost on some Republican politicians. For

director’s cheat sheet, and that makes read-
ing his portion of the book a chore for any-
one who dislikes hackery. Fortunately, he
does ultimately circle back to discussing the
idea that data-driven government will make
“people’s lives better.”

Of course, Madden and Wolfson are
right in theory that both parties have
incentive to learn more about govern-
ment programs and regulation in order
to drive better policy. The hurdle for apply-
ing Moneyball to government—as opposed
to just one or two instances that happen
to follow party dogma—is that statistical
analysis will sometimes indicate that a
strongly favored program is failing. Per-
haps politicians of both parties can accept
“Moneyballing” USAID, but what about
Social Security or defense appropriations?

Rest assured, Madden, Wolfson, and
other book contributors are willing to criti-
cize some government programs. But too
often their policy recommendations are
for more government, such as establish-
ing whole new offices for policy evalua-
tion. There is a call for a “chief evaluation
officer” in every federal agency, agencies
setting aside up to 1 percent of each agen-
cy’s budget for evaluation, and the estab-
lishment of “cross-government prizes for
innovative approaches to evaluation.” Sup-
posedly, those actions would lead to agency
innovation where before the

Democrats, Wolfson proudly
trumpets their strong record
of fiscal responsibility. He
points out that President
Obama has recently been
reducing the deficit at the
fastest rate since World War
II—though he doesn’t say that
this reduction is from the
trillion-dollar deficits Obama
rang up early in his presidency.
If this represents the authors’
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_ evidence. There is plenty of

get cuts from appropriators.

The book devotes sig-
nificant attention to the dis-
tinction between data and
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data on government programs, but as the
authors argue, little evidence that demon-
strates what is working and what is failing.
Initial evidence, through a randomized
controlled trial, may reveal that a specific
regulation or program is not generating the
promised benefits. But even some of the
book’s contributors don’t seem willing to
heed such findings, as former agency heads
caution that the initial results of such analy-
sis should not portend the end of a program.

That’s the problem with policymak-
ers. Scores of analysts can point to fail-
ing or wasteful programs, but there will
always be a constituency or special inter-
est prepared to defend each program, and
they have more at stake in that spending
battle than good-government advocates.
More data on evaluation will only create
a more efficient government if politicians
care enough about the data, and there is
plenty of evidence today that they do not.

There are several references to the Office
of Information and Regulatory Affairs
(OIRA) as a paragon for good data and
program evaluation. Any critical followers

of OIRA will question that praise. OIRA
reviews less than 10 percent of all federal
rules each year and while that review might
be extensive, political considerations from
OIRA’s White House overseers are com-
mon. What’s more, wide swaths of the
economy are exempt from its oversight:
Dodd-Frank, for instance, is virtually
exempt from OIRA review.

More faint praise for OIRA is inspired
by its “government-wide” retrospective
regulatory review that was done in 2011,
and is supposedly continuing today. First,
the review wasn’t government-wide, as it
wasn’t mandatory for independent agen-
cies. And while the book’s authors may
claim that “the lookback process yielded
scores of measures to update regulatory
regimes,” the reality is decidedly differ-
ent. As Ike Brannon and I have argued in
these pages (“First-Year Grades on Obama
Regulatory Reform,” Spring 2012), many
of those updates were in fact just new regu-
lations implementing new programs rather
than an honest review of past regimes. Ret-
rospective review has been successful at

increasing the nation’s regulatory tab, all
under the guise of “reform.”

There are dangers in embracing so-
called Moneyball for government. New
hires designated for program evalua-
tion could face resistance from agencies,
just as the Government Accountability
Office does currently. One percent bud-
get set-asides for evaluation could evolve
into 1-percent add-ons, with few politi-
cians willing to act on the recommenda-
tions. And it’s hard to see how regulatory
capture wouldn’t rear its ugly head sooner
rather than later in such an arrangement.

That’s not to say there aren’t good ideas
in this book. For one, interagency data shar-
ing that allows the public to view which
programs are failing and which are the most
efficient will undoubtedly place additional
pressure on legislators. But to expect such
efforts to result in a government that func-
tions as well as the private sector is opti-
mistic. The federal government is unlikely
to function as efficiently as Beane’s A’s, but
performance akin to last season’s New York
Yankees is within reach. B

Working Papers ¢ BY PETER VAN DOREN
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SEC Regulation

“Corporate Governance and the Creation of the SEC,” by Arevik
Avedian, Henrik Cronqyvist, and Marc Weidenmier. September 2014.
SSRN #2498007.

“The Costs and Benefits of Mandatory Securities Regulation:
Evidence from Market Reactions to the JOBS Act of 2012,” by Dham-
mika Dharmapala and Vikramaditya S. Khanna. July 2014. SSRN
#2293167.

oes regulation of stocks and bonds by the Securities and
Exchange Commission, with its regime of registration
and mandated information provision, create net benefits
for investors? In these pages, Michael Greenstone, Paul Oyer,
and Annette Vissing-Jorgensen argued in the affirmative (“The
Value of Knowing,” Summer 2006). They analyzed the effects of

PETER VAN DOREN is editor of Regulation and a senior fellow at the Cato Institute.

the Securities Acts Amendments of 1964, which extended the
registration and disclosure regime to stocks traded “over the
counter,” and found positive abnormal returns of $3-$6 billion.
On the other hand, in these same pages Elizabeth de Fontenay
compared corporate bonds subject to disclosure requirements
with syndicated loans, which are not subject to such require-
ments (“Putting Securities Laws to the Test,” Fall 2014). She
found the syndicated loan market to be thriving and growing,
suggesting that investors found little value from the registration
information requirements.

Now, two new working papers take up this question. The first,
by Arevik Avedian, Henrik Crongvist, and Marc Weidenmier,
analyzes the effect of SEC regulation by comparing stocks listed
on the New York Stock Exchange (NYSE) with stocks listed on
the regional exchanges. The main effect of the 1933 Securities Act
was to take NYSE listing standards at that time, convert them into
federal law, and apply them to publicly traded firms on regional
exchanges. The authors conduct a difference-in-differences analy-
sis of NYSE and non-NYSE firms before and after the act’s cre-
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ation of the SEC. Their measure is whether a majority of board
members are “independent,” meaning they are neither officers
nor family members of officers. The authors find a 30 percent
reduction in board independence of the regional firms post-SEC,
but no change in firm valuation by investors. Firms traded off
private and public provision of reassurance. As government sup-
ply increased, the private supply of reassurance through board
independence was reduced.

The second paper, by Dhammika Dharmapala and Vikrama-
ditya Khanna, examines the effects of the JOBS (Jumpstart Our
Business Startups) Act of 2012. The law relaxed disclosure and
compliance rules for “emerging growth companies” (primarily
those firms with less than $1 billion in revenue)—whose initial
public offering (IPO) of stock was after December 8, 2011. The
authors conducted an event study comparing small firms with
IPOs between July 2011 and December 8,2011 to small firms with
IPOs between December 9, 2011 and April 5, 2012, when President
Obama signed the bill into law. Some 87 firms conducted IPOs
between July 2011 and April 5,2012. The control group contains
33 firms with less than $1 billion in revenue whose IPO was prior
to December 8, 2011.

The authors calculate whether differences in returns between
treatment and control firms (so-called cumulative abnormal
returns) exist in the event window (February 29 to April 9,
2012) surrounding a prominent March 15 statement by Senate
Majority Leader Harry Reid’s (D-Nev.) about the importance of
the bill. The event window starts with House Financial Services
Committee’s approval of the bill, which included an explicit
relaxation of the rules for all IPOs after Dec. 8, 2011, and ends
four days after the presidential signing on April 5, 2012. The
central result is positive abnormal returns of 3-4 percent for
treatment relative to control firms during the event window.
Investors reacted as if elimination of the SEC reporting require-
ments for small firms created net benefits that were reflected in
positive abnormal returns.

Cash Transfers and

Educational Attainment

“Human Capital Effects of Anti-Poverty Programs: Evidence from a
Randomized Housing Voucher Lottery,” by Brian Jacob, Max Kapus-
tin, and Jens Ludwig. May 2014. NBER #20164.

y do poor parents have children who also grow up
to be poor? One possible explanation is that poor
families do not have access to credit that would allow

parents to invest more in the human capital improvement of
their children. The policy solution that results from this notion
is to increase transfers to poor families in order to remove their
credit constraints.

The expansion of the Earned Income Tax Credit (EITC)—which
uses the tax system to transfer money to low-income households—

has been shown to increase standardized test scores. But critics
argue that factors unobservable to researchers but correlated
with EITC receipt are responsible for children’s success, not the
EITC transfers.

In this study, Brian Jacob, Max Kapustin, and Jens Ludwig use
the 1997 housing voucher lottery in Chicago (the first opening of
voucher lists in the city in 12 years). They examine the outcomes
14 years later for children whose families won housing vouchers
versus children of families that did not. Families that won the
lottery received a very large positive income shock—the equivalent
of $12,000 a year—relative to the average income in the sample
($19,000 a year).

The authors find very few effects on schooling, crime, or health
outcomes and none are significant. “Our estimates imply that
extra cash transfers beyond the current level provided in the
United States are likely to have a smaller impact per dollar than
the best-practice educational interventions explicitly designed
to improve children’s human capital,” they write. Their results
are consistent with the findings of sociologist Susan Mayer, who
concluded in What Money Can’t Buy (Harvard University Press,
1997) that there is “little reason to expect that policies to increase
the income of poor families alone will substantially improve their
children’s life chances.”

Air Pollution Regulation

“Toward a More Rational Environmental Policy,” by Richard L.
Revesz. December 2014. SSRN #2534018.

ichard Revesz, professor of law at New York University,
describes five principles that should govern environmen-

al policy:

m Environmental restrictions on emissions should be governed
by cost-benefit analysis and maximize net benefits.

m Environmental objectives should be achieved at minimum
cost.

m Environmental policies should be implemented with market
instruments such as emission prices or tradable emission
permits.

m Grandfathering of emission sources introduces fatal arbi-
trage problems into environmental regulation and should be
severely constrained. (See “New Source Review: What’s Old
Is New,” Spring 2006.)

m The most compelling case for federal regulation is the con-
trol of interstate externalities.

From a libertarian perspective, the fifth principle is the most
important. And yet one ironic response of states to the passage of
the Clean Air Act amendments in 1970 and 1977 and their require-
ment that states enact plans to reduce stationary source emissions
was to mandate taller smokestacks—a cheap solution that solved
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the intrastate problem by creating an interstate problem.

Rather than just reverse course and require the shortening
of smokestacks to revert an interstate problem back into a local
matter that the states would have to address, the federal courts,
Congress, and the U.S. Environmental Protection Agency have
been wrestling with the upwind-downwind problem ever since.
The record of the courts and the EPA in tackling interstate pol-
lution (at least partially created by the Clean Air Act itself) has
not been very good. In 1984 the Sixth Circuit Court of Appeals
ruled that an upwind Indiana power plant with no emission
controls emitting six pounds of sulfur dioxide per million British
Thermal Units (BTUs) of coal combustion had not violated the
law even though it contributed almost half of the ambient pollu-
tion in downwind Jefferson County, Ky., and the power plant in
Jefferson County emitted only 1.2 pounds of sulfur dioxide per
million BT Us of coal combustion after investing $138 million in
pollution control.

The EPA did not attempt to deal with interstate air pollution
until 1998, during Bill Clinton’s second term. That effort was
halted by the George W. Bush administration, which instead
asked Congress to amend the Clean Air Act and explicitly expand
the cap-and-trade market for sulfur dioxide (created by the 1990
Clean Air Act Amendments) to include other pollutants such as
nitrogen oxides. The congressional reform attempt ended in 2005
when the bill failed to be approved by the Senate Environment
and Public Works Committee on a 9-9 tie vote.

Revesz tells the story of how the courts finally allowed the
EPA to implement a pollution reduction plan that minimized
costs (specifically an emission rights trading regime) even though
Congress failed to explicitly grant such permission through an
amendment of the Clean Air Act. (See “An EPA War on Coal?”
Spring 2013.) Shortly after the failure of the Senate committee
to approve the Bush initiative in 2005, the EPA issued the Clean
Air Interstate Rule (CAIR) to implement the Bush proposals
administratively. In 2008 the D.C. Circuit Court of Appeals
struck down CAIR because a strict reading of the statute was
thought not to allow a trading program that reduced emissions
based on the cost of reduction rather than the amount of pol-
lution generated.

In 2011 the EPA responded with the Cross State Air Pollu-
tion rule, which again allowed the trading of emission reduction
quotas, but with constraints so that all upwind states would have
to reduce emissions rather than simply buy emission rights suf-
ficient to allow their emissions. In 2012 the D.C. Circuit Court
of Appeals struck down the Cross State rule because state emis-
sion limits were established on the basis of the cost of reduction
rather than how much each state’s emissions contributed to the
downwind ambient result. In 2014 the Supreme Court reversed
the D.C. Circuit and concluded reductions could be allocated in
a way that minimized aggregate costs.

For Revesz the story is positive because the courts finally
allowed policy to be more rational. But that conclusion is possible

only if one thinks that the courts rescuing the legislature from its
enactment of “bad” statutes is a good thing and that interstate
conventional pollution, itself, was not the unintended result of
national attempts to make localities have “better” environments.

Bank Credit Supply and

the Great Recession

“Do Credit Market Shocks Affect the Real Economy? Quasi-Exper-
imental Evidence from the Great Recession and ‘Normal’ Economic
Times,” by Michael Greenstone, Alexandre Mas, and Hoai-Luu
Nguyen. November 2014. NBER #20704.

en Bernanke’s work on the causes of the Great Depression

concluded that bank failures were an important contribu-

tor to the Depression’s length and depth. According to his
research, lending was highly localized and the supply of credit to
businesses was reduced by local bank failure.

Small firms, which are more reliant on bank lending, suf-
fered disproportionate employment losses during the 2007-2009
“Great Recession.” Mindful of his findings on the Depression,
Bernanke and Alan Krueger have both suggested that impaired
bank credit markets were a major cause of overall employment
losses in the recent recession. Hence, the Bernanke-led Federal
Reserve implemented various direct lending programs to financial
institutions to “fix” impaired credit markets for firms.

Despite the emergence of a national banking market in recent
decades, small businesses still rely heavily on local lenders. The
median distance between firms and lenders is only about three
miles and only 14.5 percent of firms borrow from a lender located
more than 30 miles from the firms’ headquarters.

During the last recession, banks reduced their lending to
small businesses in widely varying degrees. For example, Citibank
reduced small business lending by 84 percent while US Bankcorp
reduced its lending by only 3 percent. Michael Greenstone, Alex-
andre Mas, and Hoai-Luu Nguyen exploit small firms’ reliance on
local lenders and the differential lending cutbacks among regional
banks to create a quasi-experimental research design.

They ask whether counties with more Citibank branches before
the crisis experienced a greater reduction in lending and greater
economic decline during the recession than counties with more
US Bankcorp branches. The answer is yes but the magnitude is
small. If you unrealistically consider all the lending decline to be
supply-driven rather than attributing some of it to a recession-
caused reduction in demand, then reduced lending would account
for just 0.5 percentage points of the 10 percent decline in small
business employment in the recession—about 5 percent of the
decline. If you use the upper bounds rather than the average of the
95 percent confidence intervals of the estimated effects, you can
explain 13 percent of the decline—a real but small effect. And this
is for small businesses; larger businesses with access to non-local

credit supply would be even less affected, if at all. B
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