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Can Cost-Benefit Analysis of Environmental Policy Go Global?"

Michael A. Livermore>

Abstract

The use of cost-benefit analysis of environmental policy is spreading from the United States, where it has the
longest tradition, to other parts of the globe. Already firmly rooted in Europe and other advanced economies,
cost-benefit analysis is becoming more prevalent in developing countries as a way to evaluate environmental
regulation. The spread of cost-benefit analysis raises questions about whether it is an appropriate tool for
evaluating policy in these contexts, and what, if any, reforms are needed.

This paper discusses the challenges posed for cost-benefit analysis as it spreads, and how it can evolve to meet
those challenges. Cost-benefit analysis can be valuable, and its use is likely to continue to grow. Before it is likely
to become widespread in many developing countries, however, several important reforms will have to be made.
There are many practical challenges to its adoption, including political issues and problems of institutional
capacity. In addition, certain features of cost-benefit analysis as currently practiced will need to be reformed in
light of the particular issues confronted by developing countries.

1 Copyright © 2011 by the Institute for Policy Integrity. All rights reserved.

2 Adjunct Professor, New York University School of Law; Executive Director, Institute for Policy Integrity, New York
University School of Law. This paper draws from subjects discussed at a presentation given at Centro de Estudios Publicos
(CEP) in Santiago, Chile on June 17, 2009, as well as Analysis Cost-Beneficio en Paises en Vias de Desarrollo, 117
ESTUDIOS PUBLICOS 21 (2010). Many thanks to the participants in the CEP workshop for their comments and feedback,
especially Ricardo Katz and Luis Cifuentes. Thanks also to Kevin Davis, J. Scott Holladay, Nathaniel Kane, David Mehretu,
Peter Miljanich, Gonzalo Moyano, Richard L. Revesz, and Richard Williams for helpful comments.



Introduction

Cost-benefit analysis of environmental policy is widespread within advanced industrial economies. For thirty
years, major environmental rules have been subjected to cost-benefit analysis in the United States, and the
European Union has taken increasing steps to rely on formal and quantitative regulatory impact analysis that
weighs costs against benefits. While cost-benefit analysis remains controversial as a tool to shape environmental
policy,’ the technique is “here to stay”* and has become a central instrument for evaluating and justifying
regulatory decisions in the developed world.

But cost-benefit analysis is no longer limited to these countries. Growing environmental and public health threats
from industrialization have increased demand for stronger environmental policy around the globe, bringing the
need for a systematic tool to compare costs to benefits. While cost-benefit analysis is not as prevalent outside of
the main advanced countries, use of cost-benefit analysis as an aid to environmental decision-making has
expanded in recent years in countries throughout Latin America, Asia, and Africa.’

But there are important barriers that many countries are likely to face as they expand their use of cost-benefit
analysis. There are many practical challenges that must be overcome, including political hurdles as well as the
capacity problem associated with gathering and deploying the analytic resources needed to conduct assessments
of complex environmental policy.® In addition, cost-benefit analysis was developed in the context of the most
advanced industrial economies; it is possible that the methodology, as it has evolved, cannot be easily generalized
without important reforms. Perhaps most importantly, distributional issues, which are not addressed by
traditional cost-benefit analysis, may need to take a more central place given the focus on poverty alleviation of
many governments in developing countries. Further changes to cost-benefit analysis, including attempts to
incorporate insights from development economics, may also be warranted.

Ultimately, the answer to the question of “can cost-benefit analysis go global?” is yes. As governments take on
more sophisticated regulatory tasks, the need to estimate the effects of their decisions and weigh the positive
against the negative will only grow—some tool that looks similar to cost-benefit analysis as it is currently
conducted in the United States and Europe will be needed to fill that vacuum. But for cost-benefit analysis to
truly be global—rather than a foreign import ineffectively grafted onto political institutions worldwide—it will
need to be sufficiently flexible to take account of the many difterent policy contexts in which governments operate
around the world.

This essay proceeds in three parts. PartI provides brief background on cost-benefit analysis, discussing its
adoption and uses in the developed world, its spread across the globe, some of the special advantages that cost-
benefit analysis may have for developing countries, and some of the conceptual issues that have arisen in the
development context. PartII discusses a range of challenges that many developing countries will face as they

3 See e.g., FRANK ACKERMAN & L1SA HEINZERLING, PRICELESS: ON KNOWING THE PRICE OF EVERYTHING AND THE VALUE OF
NOTHING (2005).

* RICHARD L. REVESZ & MICHAEL A. LIVERMORE, RETAKING RATIONALITY: HOW COST BENEFIT ANALYSIS CAN BETTER
PROTECT THE ENVIRONMENT AND OUR HEALTH 11 (2008).

5 The growing prevalence of cost-benefit analysis may make it a candidate for inclusion among those principles of national
administrative procedure that countries are expected to respect, akin to other “global administrative law” norms such as the
duty to disclose information and give notice of rules to affected parties. Cf. SABINO CASSESE, GLOBAL ADMINISTRATIVE LAW:
CASES, MATERIALS, ISSUES 1-108 (Sabino Cassese et al. eds., 2d. ed. 2008).

SR.G. Bell & J. Wilson, How Much is too Much? Thoughts about the Use of Risk Assessment for Countries in Transition and the
Developing World, in ASSESSMENT AND MANAGEMENT OF ENVIRONMENTAL RISKS: COST-EFFICIENT METHODS AND
APPLICATIONS 11 (Igor Linkov, José Palma-Oliveira eds., 2001).



attempt to make cost-benefit analysis more pervasive in government decision-making. Part III discusses how
those barriers might be overcome, and what the shape of global cost-benefit analysis may look like.

|. The Global Potential of Cost-Benefit Analysis

Cost-benefit analysis has become a widely practiced tool for improving government decision-making throughout
the developed world, but it also holds special potential in the developing context to add quality, transparency, and
efficiency to environmental, public health, and safety regulation. While there are clear and important differences
between regulating in developed and developing economies, many of the dissimilarities provide additional
justification for cost-benefit analysis in developing countries.

A. The United States and Europe

Cost-benefit analysis of environmental policy has become standard practice in most developed countries.
Fundamentally, cost-benefit analysis estimates the negative and positive consequences of policies and then
compares them along a common metric to identify the net effects of regulation. According to the standard
formulation of the cost-benefit criteria, the purpose of regulation is to maximize net benefits—i.e. to adopt
regulation up to the point where marginal benefits equal marginal costs.” Cost-benefit analysis can range from
highly technical documents produced by experts to simple balancing tests that recognize the positive and negative
effects of policy options and attempt to find the most beneficial approach.

Cost-benefit analysis is used as a supplement to formal decision making procedures like legislative enactment or
administrative rulemaking. Cost-benefit analysis provides substantive input into the process—it is not itself a
procedural mechanism (like voting or arbitration) for making decisions. Ultimate authority rests in the
appropriate political institutions; cost-benefit analysis is used to provide information for the decisions made by
those institutions. There are a wide range of substantive criteria and decision making standards that could (and
do) serve as alternatives to cost-benefit analysis including political calculation, morality, ideological commitment,
legal reasoning, and gut instinct. Cost-benefit analysis works in tandem with these alternative substantive
standards to inform the choices of political authorities.

The United States has placed formal cost-benefit analysis at the core of its regulatory system. In 1981, President
Ronald Reagan signed Executive Order 12,291 which directed all executive agencies to conduct cost-benefit
analysis prior to adopting new regulations. President William Jefferson Clinton continued the practice of
regulatory review and cost-benefit analysis of environmental and public health policy during his term. After taking
office, he issued Executive Order 12,866 that updated the Reagan Executive Order in several important ways, but
retained the fundamental architecture of central review using cost-benefit analysis. The federal government has
operated under Executive Order 12,866 since that time, with small modifications by President George W. Bush
near the end of his term® and, recently, by President Barack Obama.” Unless prohibited by law,'® cost-benefit
analysis is the standard practice for setting environmental, health, and safety policy in the United States.

” For general background on the conduct of cost-benefit analysis, see E. J. MISHAN & EUSTON QUAH, COST-BENEFIT
ANALYSIS (Sth ed. 2007).

¥ Exec. Order No. 13,422, 72 Fed. Reg. 2763-75 (Jan. 23,2007); Exec. Order 13,258, 3 C.F.R. 204 (2003). Both Bush orders
were rescinded at the beginning of the Obama Administration. Exec. Order No. 13,497, 3 C.F.R. 218 (2010) reprinted in S
U.S.C. § 601 app .at 80 (Supp. I112010).

? Exec. Order No. 13,563, 76 Fed. Reg. 3821 (Jan. 18,2011). See Michael A. Livermore, A Brief Comment on Humanizing
Cost-Benefit Analysis, 2011 EURO. J. RISK REG. 13 (discussing Obama order and explaining that it largely “repeats, clarifies,
or modestly expands language from President Clinton’s Executive Order 12,866”).



The European Union has also found an important place for a version of cost-benefit analysis within its regulatory
process.' The clearest manifestation of the growth of cost-benefit analysis in the European Union is the Better
Regulation initiative, which the European Commission has been in the process of implementing since 2002. The
purpose of the initiative is to “stimulate entrepreneurship and innovation, allow[ ] businesses to compete more
effectively and to exploit fully the potential of the internal market” with the ultimate goal of “contribut[ing] to
growth and job creation while maintaining high standards of social, environmental, health and consumer

»12

protection.” * A key component of the Better Regulation program is a requirement of regulatory impact analysis
for all Commission “initiatives which are likely to have a significant impact.””* The purpose of the impact
assessments is to “analyze both benefits and costs, and address in a balanced way all the significant economic,
social and environmental impacts of a possible initiatives.”'* These impact assessments for Commission
actions—including both legislative and regulatory proposals—is a clear move to place a version of cost-benefit

analysis at the heart of regulatory decision-making at the European level.

There are several justifications for the use of cost-benefit analysis. Chief among these is that it helps to structure
the exercise of agency discretion. In the United States, environmental, public health, and safety laws grant
administrative agencies—which are under the control of the President—wide discretion for carrying out their
statutory duties. Some of these statutes give agencies extraordinary ambit for their authority, and relatively little
guidance. For example, the Occupational Health and Safety Act of 1970 provides for workplace standards
“reasonably necessary or appropriate to provide safe or healthful employment and places of employment.”"* This
language gives the Secretary vast discretion to set a regulatory agenda and adopt—or refuse to adopt—a large
field of potential rules. Even where Congress has given the agency more complete statutory instructions, there
remains a large measure of agency discretion, especially on technical matters where courts are loath to overturn
expert agency decisions.'® E.U. institutions which exist at the supra-national level, and are only loosely checked by
democratic institutions,"” also have broad discretion that needs to be cabined.

' This exemption is quite limited. There are some important cases where statutes have been interpreted to prohibit the use of
cost-benefit analysis. See, e.g, Whitman v. American Trucking Associations, 531 U.S. 457,471 (2001) (finding that EPA
could not consider costs when setting national ambient air quality standards under the Clean Air Act). But for the most part,
courts have protected agencies’ ability to use cost-benefit analysis to structure regulatory decision making. See Entergy Corp.
v. Riverkeeper, Inc., 129 S. Ct. 1498, 1510 (2009) (finding that the EPA may undertake cost-benefit analysis when applying
technology-based standards under the Clean Water Act).

" Jonathan B. Wiener, Better Regulation in Europe, 59 CURRENT LEGAL PROBS. 447 (2006).

12 See COMMISSION OF THE EUROPEAN COMMUNITIES, COMMUNICATION FROM THE COMMISSION TO THE EUROPEAN
ECONOMIC AND SOCIAL COMMITTEE AND THE COMMITTEE OF THE REGIONS 2 (2009).

BId. at 6.

“1d.

529 U.S.C. § 652(8) (2006).

16 See Whitman, 531 U.S. at 472-476.

' The possibility of truly democratic Europe-level institutions is itself a subject of debate. See Mette Jolly, A Demos for the
European Union?, 25 POL. 12 (2005) (discussing nature and importance of the concept of denos in context of European
integration); J.H.H. Weiler, Does Europe Need a Constitution? Demos, Telos and the German Maastricht Decision, 1 EUR. L.J.
219 (1995) (arguing that lack of demos for European Union does not preclude Union-wide democratic institutions). See
generally Dieter Grimm, Does Europe Need a Constitution?, 1 EUR. L.J. 282 (1995) (analyzing calls for European Union

constitution); Jeremy Rabkin, Is EU Policy Eroding the Sovereignty of Non-Member States?, 1 CHL J. INT’L L. 273 (2000)
(arguing that the EU has a democratic deficit because their policies are biased in a social democratic direction).



While the theoretical purpose of cost-benefit analysis is to cabin agency decision making by structuring choices
around a criteria of maximizing net benefits, the political context that has given rise to broader use of cost-benefit
analysis is often more antiregulatory in nature. The growth of cost-benefit analysis in the United States in the
1970s and 1980s was justified in part “to combat inflation and recession.”*® The purpose of the European Better
Regulation campaign similarly was to “remedy its sluggish economy.”” So close is the connection that “[i]t
almost goes without saying that one key purpose of regulatory reform is to reduce costs.”’

While cost-benefit analysis can be a neutral tool of policy analysis, during both the Reagan “regulatory relief”
efforts in the United States, and the “better regulation” campaign in Europe, it took on a more antiregulatory
character as it became a tool to reduce regulatory costs. This antiregulatory association has clung to cost-benefit
analysis in the United States, where interest groups that advocate for greater government protections, such as
environmental groups, have tended to oppose widespread use of cost-benefit analysis.”’ However, with the
embrace by the Obama Administration of cost-benefit analysis—coupled with that Administration’s aggressive
regulatory moves in several areas—the link between cost-benefit analysis and an antiregulatory agenda may be

weakening.”
B. The Global Growth of Cost-Benefit Analysis

While cost-benefit analysis has not been institutionalized throughout the world to the same extent as it has in
European nations and the United States, there are important precedents for the use of cost-benefit analysis
outside these countries. These studies range from purely academic exercises to higher-impact analyses that are
targeted at particular policy settings and have been carried out by government actors (sometimes in collaboration
at the international level), scholars, and advocacy organizations. Some attempt full and comprehensive cost-
benefit analyses, while others look at cost-effectiveness or generate quantitative benefits analysis in aid of decision
making, but all incorporate important aspects of cost-benefit analysis as a way of thinking about and evaluating
environmental policy. Cost-benefit analysis has seen the greatest growth, and is likely to be most useful, in those
countries with relatively strong regulatory institutions and higher levels of economic growth.”

In Mexico, the Instituto Nacional de Ecologia (INE) located in the national office of the Secretary for the
Environment and Natural Resources, has conducted several studies that look at the costs and benefits of
environmental policies.” Studies of the economic costs and benefits of reducing the sulfur content of diesel fuel

'8 Wiener, supra note 11, at 455.

¥ Id.

0 Id. at 456.

*! See e.g., REVESZ & LIVERMORE supra note 4, at 10.

** See generally Michael A. Livermore & Richard L. Revesz, Retaking Rationality Two Years Later, 48 HOUS. L. REV. 1 (2011).
One particularly notable use of cost-benefit analysis to justify expanded regulatory action is in the context of climate change,
where the Obama administration created an interagency task force to establish an administration-wide “social cost of carbon”
to estimate the monetary value of greenhouse gas reductions. This figure has been used in a number of regulatory contexts,
including fuel efficiency standards for automobiles, to justify relatively strict standards. See generally INTERAGENCY WORKING
GRP. ON SOC. COST OF CARBON, U.S. GOV'T, APPENDIX 15A. SOCIAL COST OF CARBON FOR REGULATORY IMPACT ANALYSIS
UNDER EXECUTIVE ORDER 12866.

» While some work has been done to examine the economic efficiency of policies in less developed countries, for cost-benefit
analysis to be more than an academic exercise, there must be sufficiently robust institutions to implement desired policies and
achieve some level of regulatory compliance.

** See, e.g., INSTITUTO NACIONAL DE ECOLOGIA, THE BENEFITS AND COSTS OF A BUS RAPID TRANSIT SYSTEM IN MEXICO

CITY (2008) [hereinafter Bus RTS]; INSTITUTO NACIONAL DE ECOLOGIA, ESTUDIO DE EVALUACION SOCIO-ECONOMICA
DEL PROYECTO INTEGRAL DE CALIDAD DE COMBUSTIBLE (2006).



and adopting a bus rapid transit project for Mexico City have found that environmental policies can generate
significant economic benefits. The EPA’s Integrated Environmental Strategies program has worked with the INE
to increase its capacity to conduct sophisticated policy analysis.”® Academic researchers in Mexico have also
conducted policy assessments that incorporate cost-benefit analysis to identify efficient government options for
energy policies.”

Elsewhere in Latin America, there are many examples of important cost-benefit analyses being conducted. Some
studies looked at costs and benefits from a micro-level—for example, a study sponsored by the World Bank and
the International Bank for Reconstruction and Development in 1994 that examined the effects of soil
conservation on small farmers.”” Other studies have examined costs and benefits of larger scale questions, such as
the ancillary effects of climate change mitigation or the life-saving effects of measures to reduce air pollution in
major metropolitan areas.” Deforestation has also been examined through an economic lens,” as well as road
construction,” disease control,” and waterway projects.””

Several cost-benefit analyses have been conducted in Africa, focusing on urban air pollution,” forest
management,’* and water treatment.* Studies have also been done of energy alternatives® and the economic costs

%5 See Bus RTS, supranote 24, at 4.
% See, e.g, J. Islas et al.,, Cost-Benefit Analysis of Energy Scenarios for the Mexican Power Sector, 28 ENERGY 979 (2003 ).

 Ernst Lutz et al,, The Costs and Benefits of Soil Conservation: The Farmers’ Viewpoint, 9 WORLD BANK RES. OBSERVER 273
(July 1994).

* See, e.g, Michelle L. Bell et al., Ancillary Human Health Benefits of Improved Air Quality Resulting from Climate Change
Mitigation, 7 ENVTL. HEALTH 41 (2008); Michelle L. Bell et al,, The Avoidable Health Effects of Air Pollution in Three Latin
American Cities: Santiago, Sao Paulo, and Mexico City, 100 ENVTL. RES. 431 (2006); Luis A. Cifuentes & Lester B. Lave,
Economic Valuation of Air Pollution Abatement: Benefits from Health Effects, 18 ANN. REV. OF ENERGY & ENV'T 319 (1993); R.
O’Ryan & M. Diaz, Risk-Cost Analysis for the Regulation of Airborne Toxic Substances in a Developing Context: The Case of
Arsenic in Chile, 15 ENVTL. & RESOURCE ECON. 115 (2000).

* Lykke E. Andersen, A Cost-Benefit Analysis of Deforestation in the Brazilian Amazon (Inst. for Applied Econ. Res., Working
Paper 458, 1997).

% Lia Pefiarrieta Venegas & Leonardo C. Fleck, BENEFICIOS Y COSTOS DEL MEJORAMIENTO DE LA CARRETERA CHARAZANI-
APOLO (Conservation Strategy Fund, Serie Técnica No. 14, 2007).

3' MLA. Basombrio et al., A Cost-Benefit Analysis of Chagas Disease Control in North-Western Argentina, 92 TRANSACTIONS
ROYAL SOC’Y TROPICAL MED. & HYGIENE 137 (1998).

% Enrique H. Bucher & Paul C. Huszar, Project Evaluation and Economic Development: On Using Benefit-Cost Analysis to
Evaluate Hidrovia, 19 ECOLOGICAL ECON. 201 (1996); Enrique H. Bucher & Paul C. Huszar, Critical Environmental Costs of
the Paraguay-Parand Waterway Project in South America, 15 ECOLOGICAL ECON. 3 (1995).

3 Anthony Leiman et al,, Reducing the Healthcare Costs of Urban Air Pollution: The South African Experience. 84 J. ENV'T
MGMT. 27 (2007).
% Bianca Currie et al., Cost-Benefit Analysis of Alien Vegetation Clearing for Water Yield and Tourism in a Mountain Catchment

in the Western Cape of South Africa, 68 ECOLOGICAL ECON. 2574 (2009); D.C. Le Maitre et al., Invasive Alien Trees and Water
Resources in South Africa: Case Studies of the Costs and Benefits of Management, 160 FOREST ECOLOGY & MGMT. 143 (2002).

3 F.W. Ntengwe, The Cost Benefit and Efficiency of Waste Water Treatment Using Domestic Ponds—the Ultimate Solution in
Southern Africa, 30 PHYSICS & CHEMISTRY OF THE EARTH 735 (2005).

3 W.T. Wiskerke et al., Cost/Benefit Analysis of Biomass Energy Supply Options for Rural Smallholders in the Semi-Arid Eastern
Part of Shinyanga Region in Tanzania, 14 RENEWABLE & SUSTAINABLE ENERGY REVIEWS 148 (2010).



and benefits of land redistribution policy.”” In 2009, the World Bank sponsored an extensive analysis concerning
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