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EPA-SAB-xx-xxx

The Honorable Andrew Wheeler

U.S. Environmental Protection Agency
1200 Pennsylvania Avenue, N.W.
Washington, D.C. 20460

Subject: Transmittal of the Science Advisory Board Report titled “SAB Peer Review of EPA’s
Revised Guidelines for Preparing Economic Analyses”, dated Click or tap to enter a date..

Dear Administrator Wheeler,

Please find enclosed the final report from the Scientific Advisory Board (SAB). The EPA’s
National Center for Environmental Economics (NCEE) requested that the SAB review their
revised Guidelines for Preparing Economic Analysis. In response to the EPA’s request, the SAB
assembled a panel with subject matter experts to conduct the review.

The SAB- Economic Guidelines Review Panel (later referred to as EGRP or Panel) convened three
public meetings to conduct a peer review of the EPA’s revised document. Meetings were held on May
18,2020, May 21, 2020, and May 26, 2020. Oral and written public comments were considered
throughout the advisory process. The Panel also met on June 9, 2020 to discuss its draft report.

Oral and written public comments were considered throughout the advisory process. This report
conveys the consensus advice of the SAB.

While the SAB includes several recommendations within this report, we would like to highlight the

following.
*

*
*

As the EPA finalizes its draft guidelines, the SAB encourages the Agency to address the concerns raised
in the enclosed report and consider the presented SAB advice and recommendations . The SAB
appreciates this opportunity to review the revised Guidelines for Preparing Economic Analysis and looks
forward to the EPA’s response to these recommendations.

Sincerely,
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Chair Chair
EPA Science Advisory Board EPA Committee/Panel
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NOTICE

This report has been written as part of the activities of the EPA Science Advisory Board, a public
advisory committee providing extramural scientific information and advice to the Administrator and
other officials of the Environmental Protection Agency. The Board is structured to provide balanced,
expert assessment of scientific matters related to problems facing the Agency. This report has not been
reviewed for approval by the Agency and, hence, the contents of this report do not represent the views
and policies of the Environmental Protection Agency, nor of other agencies in the Executive Branch of
the Federal government, nor does mention of trade names or commercial products constitute a
recommendation for use. Reports of the EPA Science Advisory Board are posted on the EPA website at
http://www.epa.gov/sab.
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CERCLA Comprehensive Environmental Response, Compensation, and Liability Act
CGE Computable general equilibrium

Cv Compensating variation

DWL Deadweight loss

EIA Economic impact analysis

EO Executive Order

EPA Environmental Protection Agency

EV Equivalent variation

GDP Gross domestic product

GHG Greenhouse Gas

MATS Mercury and air toxics standards

NCEE National Center for Environmental Economics
OIRA Office of Information and Regulatory Affairs
OMB Office of Management and Budget

PRP Potentially responsible parties

RIA Regulatory impact analysis

SAB Science Advisory Board

SL Supply of labor

WTA Willingness-to-accept

WTP Willingness-to-pay

1



O IN N KW~

W L LY LW LW LW LW W WD NN = = e e e
O X I AN WO OOVWOINNIA WD, OOUXINONDB WD~ OO

Science Advisory Board (SAB) Draft Report (June 2, 2020) to Assist Meeting Deliberations -- Do Not Cite or Quote --
This draft is a work in progress, does not reflect consensus advice or recommendations, has not been reviewed or
approved by the chartered SAB and does not represent EPA policy.

1. INTRODUCTION

The Environmental Protection Agency (EPA) National Center for Environmental Economics (NCEE)
requested that the Science Advisory Board (SAB) conduct a peer review of its draft revised document
titled “Guidelines for Preparing Economic Analyses” (later referred to as Guidelines). The purpose of
the document is to define and describe best practices for economic analysis grounded in the economics
literature. It also describes Executive Orders and other documents that impose analytic requirements and
provides detailed information on selected important topics for economic analyses.

In response to the EPA’s request, the SAB convened a panel of subject matter experts to conduct the
review. The Science Advisory Board Economic Guidelines Review Panel (later referred to as EGRP or
Panel) convened three public meetings to conduct a peer review of the EPA’s revised document
Meetings were held on May 18, 2020, May 21, 2020, and May 26, 2020. The Panel also met on June 9,
2020 to discuss its draft report. Oral and written public comments were considered throughout the
advisory process.

This report is organized by the revised Guidelines chapters to state each charge question raised by the
agency followed by the SAB’s consensus response and recommendations. Charge questions were
specified for chapters 1 -10 of the revised Guideline document. In order to provide a thorough review of
the document overall, the Panel also provided comments on chapter 11 and appendixes A and B.
Recommendations are prioritized to indicate relative importance during EPA’s revisions. Prioritizes are
defined as follows:

» Tier 1: Key Revisions — Recommendations that are necessary in order to improve the critical

scientific concepts, issues and/or narrative within the assessment.

» Tier 2: Suggestions — Recommendations that are encouraged for EPA to adopt in order to
strengthen the scientific concepts, issues and/or narrative within the assessment, but other factors
(e.g., Agency need) should be considered by EPA before undertaking these revisions.

* Tier 3: Future Considerations — Useful and informative scientific exploration that may inform
future evaluations of key science issues and/or the development of future assessments. These
recommendations are likely outside the immediate scope and/or needs of the current assessment
under review.

When the SAB was unable to reach consensus, members with differing opinions were asked to provide
responses and recommendations separately. All dissenting opinions (or additional comments) are
presented within appendix B. All materials and comments related to this report are available at:
https://yosemite.epa.gov/sab/sabproduct.nsf//MeetingCalBOARD/ATE9SFA28E40593A852585520058
733A?0penDocument.
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2. RESPONSE TO CHARGE QUESTIONS

2.1. Chapter 1: Introduction.
This chapter provides an overview of how to do economic analysis for EPA regulations.

Laws and Executive Orders (EO) govern how and when economic analyses are done providing insights
to analysts. They also provide guidance to decision makers on how decisions to use economic analysis
are written. In particular, instructions like “maximize net benefits,” choose the least cost option,” and
“costs should be justified by benefits” are written for decision makers. Alternatively, Regulatory Impact
Analyses (RIA) and other economic analyses are written for anyone who is involved in EPA decisions
including EPA managers and the Administrator, the President and Executive Branch staff, Congress, the
Courts, stakeholders and the general public. The SAB suggests that these Guidelines be written solely
for subject matter experts, people with a background in economic analysis.

Many years ago, the Office of Personnel Management set guidelines for policy analysts. An excerpt

from 1981 concludes:
The policy analyst, as defined in this guide, is set apart from other participants in the decision-
making process by his or her professional objectivity, nonpartisanship, balance, and ability to
provide comprehensive advice and analysis. The policy analyst serves the political decision-
making process by providing comprehensive, balanced information and analysis to all sides of
policy issues rather than by advancing the ideas of a single decision maker, philosophy, or point
of view.!

This requirement was changed from earlier views that subject matter experts be used to “defend” policy

makers decisions.” The SAB agrees that subject matter experts defend their analysis, both internally and

externally without trying to defend a particular decision, as is currently required throughout the

Guidelines.

The SAB recommends that all questions or instructions targeted towards policy makers be moved to the
policy section of preambles. As an example, the questions below (listed in Text Box 1,should be
moved.
"Does the preferred option have the highest net benefits — unless a stature requires a different
approach?
Does the RIA include an explanation of why the planned regulatory action is preferable to the
identified potential alternatives?"

If the location of the questions cannot be altered, the SAB recommends that the questions be revised to
reflect something like the following:

Does the analysis provide sufficient information for the policy maker to Identify the option that
has the highest net benefits?

The SAB concludes that separating the instructions for analysis and policy decision makers would have
several positive effects. First, they will help to remove pressure on economists to make analyses

! https://www.opm.gov/policy-data-oversight/classification-qualifications/classifying-general-schedule-positions/functional-
guides/gspolanl.pdf
2 IBID.
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conform to decisions. Second, by making the Guidelines public, it will help to allay the suspicion that
economists are making decisions based on their own relatively narrow paradigm of evaluating the
efficiency of regulatory options, i.e., choosing the regulatory option that maximizes net benefits
(benefits minus costs).

The SAB notes that decision makers often use other criteria to drive decisions including what is
perceived as the intention of Congress, the law, distributional equity such as protecting highly sensitive
or highly exposed subpopulations, agency resources or ethical considerations. Options chosen using
these alternate criteria may or may not be the most efficient option.

2.1.1. Charge Question 1:

Are the statements and analytic recommendations made in the chapter consistent with the
theoretical and empirical peer-reviewed economics literature?

[BLANK]

2.1.2. Charge Question 2:

Does the chapter contain an objective, balanced, and reasonable presentation and interpretation
of the peer-reviewed theoretical and empirical economics literature, as well as any analytic
methods described?

On page 1-5, the Guidelines states “adhere to applicable directives in EOs.”, but a statute might preclude
consideration of costs. The SAB finds that “adherence” is too strong a word.

2.1.3. Charge Question 3:
Are there topics that warrant more discussion or elaboration in the chapter?

The SAB finds that the Guidelines should distinguish between proposed and final rules. The SAB
recommends that in the proposed rule the options singled out is called the “proposed” rule to distinguish
it from other options. Similarly, in the final rule, the SAB suggests that the final option is referred to as
the “selected” rule.

The SAB concludes that defense of decision options should be put into the preamble of the rule, not in
either the PRIA or the FRIA. That defense may include how the economic analysis informed the
decision. The SAB recommends that this receive strong emphasis in the opening to Chapter 1.

The SAB finds that economists should never try and bias an analysis for any reason, including and in
particular, to defend a decision. The SAB recommends that this receive strong emphasis in the opening
to Chapter 1.

One page 1-3, the SAB suggests that EPA ensure that the Guidelines differentiate between personal
welfare losses that are not social costs as opposed to those that are social costs.

Several changes are suggested for clarity of questions included in Text Box 1:
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Does the RIA include a reasonably detailed description of the need for regulatory action? The
SAB suggests that the text read “... need for regulatory action including whether there is a
market failure and, if so, explain the evidence for the existence of the failure.”

Does the RIA use an appropriate baseline? The SAB suggests new language - ... “Does the RIA
use the same baseline for changes in behavior for both the benefits and costs and use the same
changes by key participants likely to occur without regulation?

Is the information in the RIA based on the best reasonably obtainable scientific, technical, and
economic information and is it presented in an accurate, clear, complete, and unbiased manner?
The SAB suggests new language - “...accurate, clear, complete and unbiased manner such that it
can be replicated by a competent economist?”

Does the RIA assess the potentially effective and reasonably feasible alternatives? The SAB
suggests new language - ...” reasonably feasible alternatives, including those not currently
lawful.”

Does the RIA explain and support a reasoned determination that the benefits of the intended
regulation justify its costs? The SAB suggests new language - “Does the RIA provide enough
information to help the policy maker make a reasoned determination that the benefits of the
intended regulation justify its costs?”

Does the preferred option have the highest net benefits — unless a stature requires a different
approach? The SAB suggests new language - “Does the RIA provide enough information to help
a policy maker determine which option has the highest net benefits?”

Does the RIA include an explanation of why the planned regulatory action is preferable to the
identified potential alternatives? The SAB suggests removing this.

Finally, the SAB suggests that the Text Box include a reference to unquantified and qualitative costs and
benefits.

2.1.4. Charge Question 4:

Are there any inconsistencies in the way an issue or topic is discussed either within or across
chapters?

There are direct benefits and costs, co-benefits and costs, and countervailing benefits and costs. Some
are market driven and some are nonmarket driven. The distinction between benefits and negative costs
(or costs and negative benefits) is at times arbitrary. Here’s an example:

The RIA for MY 2017-2025 Light-Duty Vehicle Greenhouse Gas Emission Standards and
Corporate Average Fuel Economy Standards lists fuel savings separately from Costs and
Benefits, but as a positive number, so implicitly as a benefit. (Executive summary Table 1).

But in that same rule, the “increased accidents, noise, and congestion associated with additional
vehicle use due to the rebound effect” as a negative benefit rather than as a cost (Table 7.3-4).
One could easily make the case for fuel savings as being a subtraction for costs, and/or
accidents and congestion being an addition to costs. This is why we use net benefits (B-C)

6
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instead of benefit/cost ratios (B/C). The distinction between benefits and negative costs doesn’t
matter for the difference but matters for the ratio.
The SAB recommends that EPA create consistent definitions, perhaps including standardized names.
The placement of those terms within the Guidance will be covered in subsequent comments.

In Text Box 1.1, the SAB suggests that EPA provide cross references to places in the document answers
to these questions might be found. In addition, Text Box 1.1 is adapted from the Office of Management
and Budget (OMB) checklist and the SAB suggests that it could be helpful to point out which sections of
the text box are written just for EPA analyses. Finally, there is a tremendous amount of redundancy
across chapters. The SAB suggests that the document could be shortened considerably by putting
references to appropriate sections where a complete explanation is made. For the electronic version, this
could consist of a link.

2.1.5. Charge Question 5:
Are the definitions provided in the glossary accurate? Please identify any in need of revision.

[BLANK]
The following recommendations are noted for Chapter 1:

Tier 1- Key Revisions
e The SAB recommends not using the term “preferred” for the option it has chosen. Alternatively,
the SAB suggests that in the proposed rule the option singled out is called the “proposed” rule to
distinguish it from other options. Similarly, in the final rule, the SAB suggests that the final
option is referred to as the “selected” rule.

e The SAB concludes that defense of decision options should be put into the preamble of the rule,
not in either the PRIA or the FRIA. That defense may include how the economic analysis
informed the decision. The SAB recommends that this receive strong emphasis in the opening
to Chapter 1.

e The SAB finds that economists should never try and bias an analysis for any reason, including
and in particular, to defend a decision. The SAB recommends that this receive strong emphasis
in the opening to Chapter 1.

Tier 2 - Suggestions
e The SAB recommends that EPA create consistent definitions for benefits, costs, co-benefits and
costs, and countervailing benefits and costs.

e The SAB recommends some language changes (above) in Text Box 1. It also recommends that
it add in a reference to unquantified benefits.

Tier 3- Future Considerations
e The SAB suggests that in the future, this document could be shortened by either using cross
references so as not to be redundant or make it an electronic document only with links.

7
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2.2. Chapter 2: Executive Order and Statutory Requirements for Conducting Economic
Analyses.

Chapter 2 provides a list of all Executive Orders and Laws that govern the work of EPA economists.
There are many different requirements and, if possible, this chapter can suggest where complying with
the same requirements might be lumped together. Overall, the SAB finds this chapter helpful and well
written.

2.2.1. Charge Question 1:

Are the statements and analytic recommendations made in the chapter consistent with the
theoretical and empirical peer-reviewed economics literature?

BLANK

2.2.2. Charge Question 2:

Does the chapter contain an objective, balanced, and reasonable presentation and interpretation
of the peer-reviewed theoretical and empirical economics literature, as well as any analytic
methods described?

BLANK

2.2.3. Charge Question 3:
Are there topics that warrant more discussion or elaboration in the chapter?

The SAB suggests that in section 2.1.1 on whether an RIA is significant, it should conclude with noting
that, whatever Office of Information and Regulatory Affairs (OIRA) says is “significant” is the final
determination. The reasoning for the determination of significance is whether it triggers an OIRA
review. In footnote 12, it mentions EO 13563, the OMB guidelines for regulatory review. The SAB
finds that that this footnote should be expanded to cover more of what is in the OMB EO and move it up
into the main text.

The SAB suggests that EPA include new guidelines for analyzing federal investments in water sources.
In Section 2.1.7 Executive Order 13563, "Improving Regulation and Regulatory Review the SAB
suggests that EPA prioritize rules for review where there are high costs or benefits with large
uncertainties.

2.2.4. Charge Question 4:

Are there any inconsistencies in the way an issue or topic is discussed either within or across
chapters?

The SAB suggests that Section 2.1.2 mention costs to minority and low-income subpopulations and refer
to Chapter 9 and 10 for further information. In Sections 2.1.3 and 2.2.2 , the Guidelines ask that
explanations for policy choices be included. The SAB finds that these requirements should be rewritten
to say that the analysis supplies information to policy makers or remove it. The SAB further suggests

8
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that this chapter would be a good place to determine what information will be needed to do further
analysis.

2.2.5. Charge Question 5:
Are the definitions provided in the glossary accurate? Please identify any in need of revision.

BLANK
The following recommendations are noted for Chapter 2:

Tier 1- Key Revisions
e Expand footnote 12 to cover more of what is ion the EO and move it to the main text.
e In Section 2.1.7 Executive Order 13563, "Improving Regulation and Regulatory Review, the
SAB finds that EPA identify rules for review where there are high costs or benefits with large
uncertainties.

Tier 2 - Suggestions
e The SAB suggests that, in the section on whether an RIA is significant, it should conclude by
noting that OIRA makes the final determination, which triggers an OMB review.

e In the Section 2.1.2, the SAB suggests that this section mention costs to minority and low-
income subpopulations and refer to Chapter 9 and 10 for further information.

Tier 3- Future Considerations
e The SAB suggests that this chapter would be a good place to determine what information will be

needed to do further analysis in a future guideline.

2.3. Chapter 3: Need for Regulatory Action and Evaluation of Policy Options.

This chapter provides an overview of evaluating the need for regulatory intervention into private
markets and analyzing options for solving problems. Market failures are not one-off issues but rather
systemic problems that are expected to continue to occur into the future. Every market failure is also a
market opportunity and may be in the process of self-correcting at the point at which government is
considering intervening. Also, assertion of market failure requires that evidence be produced, it is not
enough to theoretically speculate on failures. Some theoretical market failures of the past may no longer
be so, particularly given the existence of the internet.

While the draft Guidelines contain guidance on the severity of potential interventions, they do not
provide sufficient detail on the scope of regulatory options and suggestions are made for a new section
to cover this.



01N L AW =

Science Advisory Board (SAB) Draft Report (June 2, 2020) to Assist Meeting Deliberations -- Do Not Cite or Quote --
This draft is a work in progress, does not reflect consensus advice or recommendations, has not been reviewed or
approved by the chartered SAB and does not represent EPA policy.

2.3.1. Charge Question 1:

Are the statements and analytic recommendations made in the chapter consistent with the
theoretical and empirical peer-reviewed economics literature?

For Section 3.1, the SAB finds that the discussion of market failure may lead some to conclude that a
market failure can be a “one-off” issue. In fact, market failures must be systemic, and the SAB finds
that evidence needs to be provided to prove the existence of a market failure. Where the market does
not fail, benefits cannot exceed costs, with the possible exception internalities.

2.3.2. Charge Question 2:

Does the chapter contain an objective, balanced, and reasonable presentation and interpretation
of the peer-reviewed theoretical and empirical economics literature, as well as any analytic
methods described?

BLANK

2.3.3. Charge Question 3:
Are there topics that warrant more discussion or elaboration in the chapter?

The SAB has concluded that this chapter needs a new section — Section 3.1.4 Possible Scope of
Regulatory Action with the following information:
A key issue in regulatory design is the scope (also called coverage) of the regulatory
action. Scope refers to the breadth of a regulation's applicability, which will influence how many
entities or persons are covered by the requirements and what the magnitudes of benefits and
costs might be. The concept of stringency is different than scope/coverage because stringency
(how demanding an environmental-protection requirement is for a covered entity) is relevant
only for entities covered by the regulation.

Here are some key issues that commonly arise in scope/coverage determinations:

--Should the regulatory action cover all sectors of the economy or only a subset (e.g., electric
utilities, manufacturing, agriculture and so forth)?

If the environmental problem is concentrated in one or two economic sectors, it may make sense
to have a somewhat narrow focus but if the problem is significant in all sectors, broader coverage
may be appropriate. Regulations that cover sectors without significant problems may create
costly monitoring and reporting requirements without commensurate environmental benefits. In
some situations, sufficient information exists to justify prompt coverage of one sector, but further
inquiry is necessary to determine whether other sectors should be covered. The preamble to a
proposed rule may seek public comment on which sectors of the economy should be included.
The SAB finds that coverage of a sector should not be based on potential risks, but rather
existing risks based on the available evidence.

--Should the regulatory action cover only new products/processes or should it cover existing
products/processes already in use or operation?

10



0N N kW

Science Advisory Board (SAB) Draft Report (June 2, 2020) to Assist Meeting Deliberations -- Do Not Cite or Quote --
This draft is a work in progress, does not reflect consensus advice or recommendations, has not been reviewed or
approved by the chartered SAB and does not represent EPA policy.

It is frequently less expensive to incorporate environmental innovations into new products and
new production processes than to retrofit them on existing products or processes. Moreover, the
environmental benefits of a retrofit approach may be limited if the remaining life of the product
or process is limited. The practice of covering only new products/processes in a rulemaking
action, while common, has some drawbacks. It may inadvertently discourage investments into
new products/processes, since they are subject to regulatory scrutiny, and cause existing products
and processes to be used longer. In some cases, the costs and benefits are so different that a
separate rulemaking action is appropriate for new versus existing products/processes.

--Should the regulatory action cover all regions of the country or only a limited number of
regions, states or localities?

A federal rulemaking action may be limited in coverage by certain criteria that focus compliance
activities on entitles located in certain regions, states and localities. Some clean-air requirements
are applicable only in regions of the country that do not meet national air-quality

standards. Environmental science may suggest that the same pollutant emitted in some cities
generates more smog than the same pollutant generated in another city, due to differences in
sunlight, weather and other factors Since the costs and benefits of rulemaking action may vary
widely by location, the geographic and jurisdictional scope of a rulemaking is an important
economic issue.

--Should the regulatory action cover all businesses or only businesses larger than a certain
size?

These are issues that are typically addressed in a Regulatory Flexibility Analysis and have
different requirements, including for example, how a regulation will affect small entity profits.
The costs and benefits of including small businesses may be quite different than larger business,
particularly when there are large fixed costs. Consultation with the Office of Advocacy Office of
the Small Business Administration is appropriate at the early stages of a regulation,

The SAB concludes that regulations can address market failures, government failures or overriding
social needs (McLaughlin 2014). In the latter case, the SAB recommends that it is clearly stated that
there is no market failure and identify the exact overriding social need.

Regarding Text Box 3.1, the SAB suggests that this section be updated to reflect newer literature as well
as new technologies. As discussed in Clay Shirky’s Here Comes Everybody (2008), the internet
provides consumers with robust search and monitoring tools that lowers search and transactions costs.
Using social platforms like LinkedIn, Facebook, Twitter and Flickr, it is easier for groups to discover
one another and to arrive at bargained solutions. The Web also goes a long way to ameliorating
information asymmetries. Coase solutions may emerge over time and can be included in the baseline
correcting a temporary market failure.

For Section 3.2, the SAB recommends that this section contain emphasis that RIAs may, but are not
required to, contain options that are not currently legal. This may be particularly true when economic
theory points to clearly superior options than those allowed by law. It should be emphasized here that
RIAs and other economic analyses are written for a broad audience beyond the EPA.

11
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The SAB finds that footnote 63, on p. 3-6, should be moved up to the text. In general, it is useful to
identify separate categories of benefits and costs and their sources, especially when some categories
might not be quantified or monetized but nonetheless deemed important. But the Guidelines should be
clear that useful economic analysis requires consideration of all expected impacts of different regulatory
alternatives. And just as it is important to consider other (realistic and potentially more efficient) ways
of achieving different benefits, it is important to consider when pollutants are best regulated jointly
(whether most realistically or most efficiently) to achieve net benefits.

Regarding footnote 48, the SAB suggests that the EPA include Buchanan and Stublebine (1962) and
Bator (1958), along with Scitovsky and Mishan.

On page 3.-2, the SAB suggests better language such as "when actions taken by one individual enter the
utility or production function of another without passing through markets or contracts." On page 3.3, the
SAB suggests clarifying language. The paragraph beginning "when left unaddressed..." is debatable. If
high transactions costs prevent internalizing externalities, then internalizing them doesn't lead to
increased welfare. It's just another way of saying it would fail a benefit-cost test. Perhaps what is meant
here is that private parties cannot profitably internalize an externality because of transactions costs, but
regulation can (at lower costs). If so, that should be clarified.

2.3.4. Charge Question 4:

Are there any inconsistencies in the way an issue or topic is discussed either within or across
chapters?

BLANK

2.3.5. Charge Question 5:
Are the definitions provided in the glossary accurate? Please identify any in need of revision.

BLANK

The following recommendations are noted for Chapter 3:

Tier 1- Key Revisions
e The SAB finds that an expanded definition of market failures be provided that discusses the
systemic nature of market failures and provision of evidence to demonstrate them.

e The SAB suggests that a new section, perhaps Section 3.1.4. be included to discuss different
options for the scope of regulations.

e The SAB notes that coverage of an industrial sector should not be based on a possible future risk
but rather an existing, demonstrable risk.

e The SAB suggests that guidance be given that analysts should specify when a rule is
promulgated for which there is no market failure and, in turn, identify the exact reason for
government intervention, e.g., to protect a sensitive subpopulation.

12
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e The SAB finds that options may include, but are not required to include, options that are
currently not legal.

e On page 3.2, the SAB suggests better language such as "when actions taken by one individual
enter the utility or production function of another without passing through markets or contracts."

Tier 2 - Suggestions
e In Text Box 3.1, the SAB suggests that this section be updated to reflect the influence of the Web
on remedying past market failures such as asymmetric information and Coase solutions for
externalities.

The SAB suggests that footnote 63 be expanded and moved up to the text.

The SAB suggests adding Buchanan and Stublebine (1962) and Bator (1958) to footnote 48.

The SAB suggests clarifying language on page 3.3 that differentiates between government
intervention and private parties internalizing externalities.

Tier 3- Future Considerations
e The SAB has no recommendations for this tier.

2.4. Chapter 4: Regulatory and Non-Regulatory Approaches to Pollution Control.

Chapter 4 describes several different regulatory and non-regulatory approaches used in environmental
policymaking. It also includes a discussion of criteria used to evaluate these approaches. The chapter
helps economic analysts design reasonable policy options and anticipate the welfare implications from
the choice of approach.

Overall, the SAB commends the EPA on its revision of the chapter. In particular, we applaud the
inclusion of additional approaches and the reorganization of some of the discussion. The SAB
recommends, however, that the chapter refocuses on describing the relative costs and benefits of each
approach. We also recommend balancing the discussion and including additional approaches. Finally,
the SAB recommends removing discussion of issues and considerations that are either irrelevant to
economic analysis or redundant or inconsistent with information in other chapters.

2.4.1. Charge Question 1:

Are the statements and analytic recommendations made in the chapter consistent with the
theoretical and empirical peer-reviewed economics literature?

The statements in the chapter are largely consistent with the theoretical and empirical peer-reviewed
economics literature. There are two statements, however, that are inconsistent or at least misleading in
their current form. The first statement asserts that cost-effective policies always result in equal marginal
abatement costs across polluters. The second statement asserts that strict liability rules create
disincentives for land redevelopment. We discuss each of these in turn.

1. The SAB recommends that EPA remove the first sentence in the discussion in section 4.1.2 (Tier 1).
13
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Section 4.1.2 on cost-effectiveness begins with the following statement: “A policy is considered
cost-effective when marginal abatement costs are equal across all polluters” (p. 4-2, line 22). This
statement, however, is not generally true. The theoretical and empirical peer-reviewed literature
carefully distinguishes different types of pollutants, especially uniformly mixed and non-uniformly
mixed pollutants. The given statement is true for uniformly mixed pollutants. For non-uniformly
mixed pollutants, where damages vary based on location, a cost-effective policy would have
marginal abatement costs that vary across sources according to the degree of damage caused
(Montgomery, 1972; Tietenberg, 2006; Muller and Mendelsohn, 2009; Phaneuf and Requate, 2017).
The current statement may mislead regulatory designers toward equal marginal abatement costs in
cases where such a design would not be cost-effective.

The SAB recommends that EPA remove this sentence from the discussion (Tier 1). Alternatively,
EPA should move this sentence back to the end of the paragraph on cost-effectiveness (its location in
the 2010 Guidelines) with the caveat that the statement refers to the case of uniformly mixed
pollutants. The Guidelines should then explain as follows: “More complex cases, such as those
involving non-uniformly mixed pollutants with damages that vary based on location, may require
unequal marginal abatement costs across sources.”

2. The SAB recommends that EPA correct the discussion of the effects of strict liability in section 4.4.3
(Tier 1).
Section 4.4.3 discusses the use of liability rules. On p. 4-16, lines 6-7, the Guidelines states, “/S/trict
liability rules can create disincentives for the redevelopment of contaminated land because newly
involved firms become liable for past contamination.” This statement is incorrect; strict liability does
not introduce the distortion referred to in the study. The reason “newly involved firms become liable
for past contamination” under the Comprehensive Environmental Response, Compensation, and
Liability Act (CERCLA) is because CERCLA defines current owners as “potentially responsible
parties” (PRP), embraces joint and several liability, and limits the defenses PRPs can invoke to avoid
liability. These features, specific to CERCLA, are not necessary features of a strict liability regime.’
In addition, the Guidelines should not discuss strict liability here (at lines 6-7) before defining the
term (lines 11-12) and should not comment on the disincentives of a specific statute (at lines 6-7)
before introducing the statute (lines 18-19).

The SAB recommends that EPA remove this sentence about strict liability from that paragraph (Tier
1). A version of the sentence can be added to 4-16, line 20, right after CERCLA is first introduced,
as follows: “The scope of liability may be relevant for economic efficiency. Under CERCLA, for
example, new owners of contaminated land are defined to be potentially responsible parties that can
be held liable for past pollution, creating disincentives for the redevelopment of contaminated land
(Jenkins, Kopits, and Simpson 2009).” This sentence would fit well with the next sentence on
statutory changes that were made to encourage the redevelopment of brownfields.

3. The SAB suggests that the EPA rename section 4.4.1.3 as “Combining Standards and Pricing” and
streamline the discussion (Tier 2).

3 Under a strict liability regime, a firm taking reasonable precautions is, nonetheless, liable for damages caused by its actions,
while in a negligence regime, such a firm would avoid responsibility. But in either regime, firms would be incentivized to
adopt reasonable precautions to minimize their liability.

14
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1 Section 4.4.1.3 is newly titled “Safety Valve Systems.” The heading in the 2010 Guidelines—
2 "Combining Standards and Pricing”—is clearer because the literature (and the discussion in the
3 section) refers to these systems as combining standards and taxes/pricing mechanisms. The SAB also
4 suggests streamlining the section and discussing the implications for government revenue (and its
5 use). We refer EPA to Pezzey and Jotzo (2012) for a clear discussion on the welfare and
6 distributional effects of revenue recycling.
7
8 2.4.2. Charge Question 2:
9 Does the chapter contain an objective, balanced, and reasonable presentation and interpretation
10 of the peer-reviewed theoretical and empirical economics literature, as well as any analytic
11 methods described?
12
13 The chapter contains a mostly objective, balanced, and reasonable presentation of the literature. But
14 there are key improvements that EPA could make to the presentation to promote objectivity, balance,
15  and reasonableness. Most importantly, the SAB recommends that EPA be more consistent in its
16  discussion of the relative costs and benefits of different approaches. We also recommend several
17  specific changes to some sections. Each is discussed in turn.
18
19 1. The SAB recommends that EPA consistently present the relative advantages and disadvantages of
20 each of the approaches.
21
22 The relative advantages and disadvantages of the approaches are the key useful insights for economic
23 analysis from this chapter. But the chapter does not consistently discuss relative advantages and
24 disadvantages of each of the approaches, making the treatment seem unbalanced and arbitrary. The
25 SAB recommends that EPA thoroughly describes relative advantages and disadvantages for each
26 approach (Tier 1). Below we identify a few specific examples that warrant more consistent treatment
27 within the chapter.
28
29 At times, the chapter describes an issue as a disadvantage of a particular approach even though the
30 issue is relevant to other (or all) approaches. For example, it mentions grandfathering only on page 4-
31 3 in the context of discussing prescriptive regulations. But other approaches, including market-based
32 ones, might also provide for preferential treatment for existing sources for a number of reasons. For
33 example, a cap-and-trade system might freely allocate permits to existing sources based on their
34 historical emissions. Such decisions are related to policy coverage and scope and will have welfare
35 implications under all approaches. The Guidelines should provide the analyst with objective
36 information of these kinds of cross-cutting issues for all approaches and discuss their relative
37 importance.*
38
39 This inconsistent treatment occurs in the description of market-based approaches, too. The chapter
40 suggests that illegal dumping, rent seeking, political incentives, and revenue-collection concerns are
41 unique to market-based approaches (pages 4-4 to 4-5). But, again, these are important considerations
42 for any regulatory approach. Compliance, monitoring, and enforcement are common concerns, and all
43 approaches face political pressures; for example, prescriptive regulations that require a specific type
44 of control equipment make compliance monitoring easier but are likely to generate rent seeking by

4 Regarding regulatory coverage and scope of policy proposals, in particular, the Guidelines should
devote a section in an earlier chapter to this issue (see our recommendations for Chapter 3).
15
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producers of the equipment and current users. The chapter should not single out market-based
approaches as having these special considerations; instead, it should discuss these considerations for
all approaches and focus on relative effects. Similarly, the chapter fails to discuss persistent
challenges faced by policymakers implementing market-based approaches, especially quantity-based
ones. For example, many cap-and-trade markets have experienced challenges with setting an initial
cap too high or allowing too many banked allowances, leading to persistently low allowance price,
little trading, and lower than expected environmental gains. An objective discussion of
implementation challenges and the importance of initial allocations and allowance prices would be
useful given the significant experience with market-based approaches both within the United States
and across the world.

The chapter also fails to discuss relative advantages of approaches in a consistent way. For example,
it discusses the role of different kinds of uncertainty in choosing between quantity-based and price-
based instruments. It fails to mention, however, that prescriptive policies can provide increased
certainty regarding quantity and price, which can be an advantage in some situations.

Overall, there are common issues of scope, flexibility, information availability, implementation,
enforcement, compliance, monitoring, and uncertainty that all have welfare implications, but these
issues may affect each approach differently. The chapter should consistently identify these issues and
explain their relative effect on different approaches.

2. The SAB recommends that EPA provide consistent information on relative advantages and

disadvantages of the approaches (Tier 1).

The SAB suggest that EPA create a summary table that presents this important information clearly
(Tier 2). In the future, EPA should consider moving the background information on approaches to an
appendix and focusing entirely on relative advantages and disadvantages of the approaches,
preferably as a summary table included with Chapter 3 (Tier 3).

3. The SAB recommends that EPA remove section 4.6, especially section 4.6.8 (Tier 1).

Section 4.6 discusses various considerations for selecting the most appropriate policy approach. Some
of these relate to relative advantages and disadvantages of approaches from an economic perspective.
These considerations should be clearly and consistently discussed for each approach (Tier 1), see
recommendation above). These considerations include the type of market failure, nature of
environmental problem, degree of available information, degree of uncertainty, and monitoring and
enforcement issues. Alternatively, this entire section could be reformatted into a table that
summarizes how each of these criteria relate to different approaches (Tier 2).

Section 4.6.8, in particular, should be clarified or moved to another chapter (Tier 1). It currently
discusses the influence of “policy makers” and their goals in selecting an appropriate instrument. It
does not define policy makers, so the intention of the discussion is unclear.® Statutory constraints

SIf “policy makers” refers to Congress, then this section refers to statutory authorization. It should be explicitly titled as
such, and the focus should be about whether statutory directives constrain the agency’s choice of alternatives to analyze and
its ability to adopt an efficient approach. But any such discussion about how statutory directives can constrain economic
analysis would fit better in Chapter 1. If instead “policy makers” refers to presidential priorities, then the discussion should
be clear about this and, again, would fit better in Chapter 1.
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might limit the available set of options that the agency is authorized to ultimately implement and,
given scare resources, may limit the set that the agency will choose to analyze. Further, political
officials at agencies, to the extent permitted by statute, might pursue other goals beyond aggregate
welfare maximization or cost-effective achievement of a particular end when they choose an option.
Any discussion of these issues and their effect on the economic analysis should be clear. This
discussion, because it pertains to other chapters, too, might fit best in an earlier chapter, such as
Chapter 1 (Tier 2).

The SAB recognize that statutory constraints may play a particular role in selecting the set of
alternatives. But alternatives include other stringency levels in addition to other regulatory or non-
regulatory approaches—and statutory constraints are relevant to both categories. Thus, information
about the role of statutory constraints in choosing the set of alternatives to analyze is particularly
relevant to multiple chapters and not just Chapter 4. In general, the SAB believes that there is value to
describing the effects of stringency levels and approaches that are not currently allowed under a
statute, especially when those other stringency levels or approaches are efficient. But in some cases,
especially when the overall stakes of the regulation are low, deploying scarce resources to evaluating
unavailable alternatives may be unwarranted. The SAB agrees with the Guidelines that the
alternatives analyzed should be reasonable, which sometimes could include currently unavailable
options and sometimes would not. A discussion of this nuanced issue—who decides which options
should be analyzed, when is this decision made, and on what basis—would be useful at the outset of
the Guidelines, in Chapter 1 (Tier 2).

4. The SAB recommends that EPA provide a more balanced discussion of information disclosure in

section 4.4.2 (Tier 1).

Section 4.4.2 on information disclosure should outline the necessary conditions for such interventions
to be effective and welfare-improving, including that target populations must understand the
information and that the information must not be misleading. In addition, while the section describes
evidence that TRI reporting can be effective in reducing emissions, it omits the broader literature that
1s mixed on the effectiveness. This literature is focused on whether any associated reductions are
persistent as opposed to one-time shocks.

5. The SAB recommends that EPA rewrite section 4.5 using an economic framework and ensure

balanced discussion of the economic literature evaluating the efficacy of voluntary initiatives (Tier 1).

Section 4.5 on voluntary initiatives is currently organized around congressional priorities from the
Pollution Prevention Act (4-18 to 4-20).° The SAB recommends that EPA rewrite this section
focusing on an economic framework. The section should provide analysts with guidance for when
voluntary approaches might be effective/efficient and how these initiatives should be designed based
on the economic literature. The current discussion presupposes “four general methods to achieve
environmental improvements” and describes them in turn, without discussing any literature on their
effectiveness. When the discussion finally turns to the economic literature, it reports only the more
favorable results from the literature, despite admitting that the efficacy of voluntary programs is
“decidedly mixed” (page 4-20, line 1). The last sentence, in particular, is confusing and unsupported.

% No other section opens with such policy considerations and priorities. If the purpose is to demonstrate statutory
authorization, then it is odd to include this discussion only in this section. Statutory authorization is a separate concern that is
relevant to all approaches and might vary by statute.
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The section concludes that “when the threat of regulation is strong, levels achieved are closer to
those under optimal conditions” (page 4-20, line 10-11). But the section does not explain what it
means by optimal conditions and, whatever its meaning, why a voluntary approach would be pursued
under those circumstances. These issues can be resolved or clarified by rewriting this section in an
economic framework. The SAB refers the EPA to sources such as Helfand (1994; 1992) to improve
the framing of this discussion.

. The SAB suggests that EPA clarify the broader relevance of behavioral economics (Tier 2).

The SAB applauds the addition of section 4.4.4 on behavioral nudges, an approach to designing
regulatory interventions that draws on insights from behavioral economics. As discussed in Chapter 5
(pages 5-14 to 5-16), behavioral economics can also provide a justification for standard regulatory
approaches when it identifies robust deviations from profit-maximizing behavior; for example,
insights from behavioral economics could affect the chosen level of regulatory stringency, which can
be implemented through prescriptive or market-based approaches (and not just nudges). The SAB
suggests, then, that EPA remove any suggestion that behavioral economics is relevant on/y to nudge
approaches.

2.4.3. Charge Question 3:

Are there topics that warrant more discussion or elaboration in the chapter?

This chapter is valuable for the list of approaches it provides for achieving environmental objectives.
The SAB recommends several topics that warrant inclusion or more discussion.

1

The SAB recommends that EPA include a discussion of additional approaches, such as insurance
mechanisms, licensing programs, and pilot programs (Tier 1).

In order for the chapter to provide a comprehensive list of available approaches, The SAB
recommends inclusion of a few additional topics. Mandating insurance coverage or assurance bonds,
for example, could help achieve compliance with environmental goals under certain conditions.
Meanwhile, licensing schemes could generate useful information for regulators on environmental
risk, which could be useful in contexts when there is little information about the risk. And similarly,
pilot programs could provide valuable information about implementation challenges and impacts.
These approaches could bridge the gulf between doing nothing and doing too much when
information on costs and benefits is unavailable or highly uncertain.

The SAB recommends that EPA include more discussion of prescriptive approaches (Tier 1).

The chapter devotes two pages to prescriptive regulation and more than eight pages to market-based
approaches. But prescriptive regulation is more common, and the chapter should provide more
guidance on how to design and evaluate different forms of prescriptive regulation. Meanwhile, some

of the background information on market-based approaches could be moved to an appendix.

The SAB recommends that EPA revisits its discussion of emissions taxes to reflect the importance of
the use of tax revenue, in light of opportunity costs and deadweight loss (Tier 1).
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Section 4.3.2 on emissions taxes recognizes that “/a/nalysts should always consider the opportunity
costs associated with collecting and spending public funds” (page 4-11). But this issue, sometimes
called the Marginal Cost of Public Funds (e.g., Boardman et al. 2018), is important and deserves
more discussion. The chapter should provide more guidance to analysts on how to evaluate the
deadweight loss associated with different taxes and how the revenue is used.

2.4.4. Charge Question 4:

Are there any inconsistencies in the way an issue or topic is discussed either within or across
chapters?

The SAB recommends the following actions based on inconsistencies that we have identified:

1

The SAB recommends that EPA remove section 4.1, evaluating environmental policy, because it is
inconsistent/redundant with the discussion in Chapter 1 (Tier 1). Alternatively, The SAB
recommends that EPA make this section consistent with Chapter 1.

This section starts by explaining that policymakers must sometimes take into account non-
efficiency-based considerations when evaluating approaches, such as statutory constraints and
“policy goals.” We understand that these considerations are undoubtedly relevant to a policymaker’s
choice of regulatory or non-regulatory approach. But they are not relevant to economic analysis of
approaches, which is the focus of this chapter and the Guidelines in general. In addition, as
potentially important noneconomic considerations, they are not specifically relevant to Chapter 4
and the choice of approach. If EPA would like to include a discussion of these kinds of overarching
constraints in its Guidelines for Economic Analysis, then a list of these constraints belongs in
Chapter 1, ideally before section 1.3 (economic framework for analysis).

The section then singles out two “economic concepts” that are useful for “framing the discussion and
comparing the options”: “economic efficiency” and “cost-effectiveness.” Section 4.1.1 on economic
efficiency, however, is redundant with Chapter 1, section 1.3, which discusses the framework for
economic analysis and focuses on efficiency. And the discussion of cost-effectiveness, section 4.1.2,
should not be limited to Chapter 4. Cost-effectiveness is a potentially useful way to compare policy
alternatives in general, not just when they vary based on approach. Cost-effectiveness, therefore,
should be discussed in Chapter 1, along with efficiency (section 1.3.1) and distributional analysis
(1.3.2). Finally, it is odd, then, that “economic and distributional impacts,” included in Chapter 1,
section 1.3.2, as considerations that are “important to policy evaluation” (page 1-4), are not also
included in this list in Chapter 4, as these considerations are also useful in comparing approaches. If
this section is purposefully duplicative of Chapter 1, section 1.3, then the discussion should be

consistent and include this distributional consideration as well.

Our recommendation is to remove this discussion from Chapter 4. These considerations are not
specific to comparing approaches and should be instead discussed in Chapter 1 as overarching
considerations. If the discussion remains in Chapter 4, the SAB recommends that the discussion in
the two chapters be made consistent—and preferably, the discussion in Chapter 4 would be shorter
and refer readers back to Chapter 1.
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2 The SAB recommends that EPA remove section 4.7 because it is redundant (Tier 1). Alternatively,
the SAB recommends that EPA use this section here or in another chapter to discuss how policy
options can be designed to promote effective retrospective review (Tier 3).

This section again outlines criteria for comparing approaches (ways to measure their effectiveness).
Some of the criteria are redundant with information in Chapter 1 section 1.3 or, if it remains, Chapter
4 section 4.1 (rewritten to include environmental effectiveness, economic efficiency, and
distributional or equity impacts). Other criteria should be expressly and consistently discussed within
the chapter as relative advantages or disadvantages of different approaches (reductions in
administrative, monitoring, and enforcement costs, and inducement of innovation). Therefore, the
SAB recommends that EPA remove this section entirely (Tier 1).

The SAB notes, however, that there is an opportunity for EPA to provide guidance for designing
programs that allow for meaningful retrospective review (ex post), which could provide information
that could be used to refine ex ante estimates going forward. In particular, regulatory and non-
regulatory approaches should identify measurable environmental goals and include a commitment to
periodic reviews to evaluate the true benefits, costs, and distributional effects, which would generate
information for later analyses. Such a presentation could appear in a revised section 4.7 or in another
chapter. The SAB refers the EPA to the literature on retrospective review.

3 The SAB recommends that EPA consistently present the relative advantages and disadvantages of
each of the approaches (Tier 1) (discussed under Charge Question 2).

As discussed under Charge Question 2, the chapter does not consistently discuss the relative
advantages and disadvantages of different approaches. The SAB refers the EPA to the discussion
under Charge Question 2 and our recommendation that the agency remedy this issue.

2.4.5. Charge Question 5:
Are the definitions provided in the glossary accurate? Please identify any in need of revision.

The word “externality,” which appears in Chapter 4, is not accurately defined in the glossary. In
particular, the SAB recommends that EPA remove the word “unintended” from the definition at i-10,
line 2 (Tier 1). This word incorrectly suggests that intention matters. We suggest that EPA use a
definition from a standard economic textbook (Tier 2). For example, Hillman (2014) defines
externalities as “costs or benefits to society of byproducts of consumption or production that are not
factored into the original market price” and Mas-Colell et al. (1995) explain that “[a]n externality is
present whenever the well-being of a consumer or the production possibilities of a firm are directly
affected by the actions of another agent in an economy . . . exclud[ing] any effects that are mediated by
prices.”

The following recommendations are noted for Chapter 4:
Tier 1- Key Revisions

e The SAB recommends that EPA refocus this chapter on the relative advantages and
disadvantages of different regulatory and non-regulatory approaches.
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This draft is a work in progress, does not reflect consensus advice or recommendations, has not been reviewed or
approved by the chartered SAB and does not represent EPA policy.

The SAB recommends that EPA remove redundant, irrelevant, or inconsistent material. In
particular:
o Remove section 4.1 (or make the discussion consistent with Chapter 1, section 1.3).
o Remove Section 4.6, especially section 4.6.8.
o Remove section 4.7 (or substantially reframe to address retrospective review).

The SAB recommends that EPA provide a consistent and balanced discussion of relative
advantages and disadvantages of different approaches.

The SAB recommends that EPA discuss additional approaches such as insurance mechanisms
and licensing schemes.

The SAB recommends that EPA fix inaccuracies related to the implications of a strict liability
regime.

The SAB recommends that EPA reframe the discussion of voluntary initiatives.

The SAB recommends that EPA provide a more balanced discussion of information disclosure
approaches.

The SAB recommends that EPA remove the word “unintended” from the definition of
“externality” in the glossary.

Tier 2 - Suggestions

The SAB suggests that EPA add a summary table of the relative advantages and disadvantages
of different approaches.

The SAB suggests that EPA make clear 