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Professor Schmid discusses the relevance of benefit-cost type analysis
to government rule-making decisions (e.g., “market bargaining and
contract rules, permits, and licenses, zoning, prohibitions and quotas”),
He points out that benefit-cost analysis is as necessary for the framing
of government rules as in the evaluation of publie expenditure decisions,
for “the issuance of a rule also directs the use of resources which have
alternative employment. * * + The test is the same for both budget out-
lays and rules—namely, is the valne of the resources in a new use worth
more than the alternative useg foregone ¥’ Professor Schmid discusses
both the efficiency impacts and the incidence of benefits and costs of
public deeisions and emphasizes the possible redistributive effects of
rule as well as spending deecisions,

Insofar as both rule-making and expenditure decisions have similar
resource allocation and equity effects, there should be a common frame-
work through which both kinds of impacts of both kinds of decistons can
be evaluated. Professor Schmid proposes the formation of an economic
budget which wonld display these relevant variables in 8 meaningful
way. “Systematic treatment of the relationship between expenditure
and rule-making deelsions is one of the major unresolved issues and next
steps in PPRS»

1. Introduction

In order to have an analytic system that considers the full range of
alternative ways to get goods or service produced for the publie, it is
appropriate to look not only at the range of public spending alterna-
tives, but also at the police power and rulemaking alternatives. In
some cases these two sets of institutional arrangements are comple-
mentary to each other and in others they are substitutes. The rulemak-
ing decisions referred to here are the broad category of Government
action including market bargaining and contract rules, permits and
licenses, zoning, prohibitions, and quotas.

This paper will diseuss how spending and budget matters can be
systematically related to rule and control matters. Involved in this is
how the program and output of a department like the Justice Depart-
ment which is a relatively low budget, rule administering agency can
be related to those which are primarily spending agencies with big
budgets. Focus on this issue is relevant not only for Federal policy
decisions, but also for the connection between Federal and local gOv-

ernments, the latter possessing much of the police posver. The Govern-

*The helpful comments of Jim Tozzl and Steven Dola are greatfully
acknowledged.
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ment is interested in improved resource allocation which will increase
national income and this is treated in part II of this paper. Govern-
ment is also interested in changing the distribution of the ownership
of wealth which is treated in part IT1.

Therefore, this paper will make these objectives of income increase
and its distribution explicit in analyzing spending and rule decisions.
systematic treatment of the relationship between expenditure and
rulemaking decisions is one of the major unresolved issues and next
steps in PPBS,

All are familiar with the presentation of spending alternatives in
PPBS and benefit-cost analysis. A Government program such as flood
control reservoirs or disease control employs resources which have
alternative uses. The value of these alternative products foregone is
the opportunity cost of the Government project to be compared with
the value of the project output to the public. Government rulemaking
1s nsually analyzed outside of the above formulations. Yet, the issuance
of a rule also directs the use of resources which have alternative em-
ployment. Can we then conceive of a benefit-cost ratio for a rule change
as well as for an item in the Federal budget ?

As other papers have pointed out, the Government acts as agent for
groups of people who cannot make their demands for the production
of certain goods effective through market bargaining alone. The bid
of the representative government for the output of a public project
means that resources are allocated differently than they would have
been in the absence of the bid. The bid based on tax money can be
thought of as an order or command for the allocation of resources
made legitimate by the public’s representatives.

A rule also directs the use of resources. While it may short cirenit
the usual order contained in a money bid, the function is the same, A
rule orders that resources be used in a certain way for the production
of services which its users consider more valuable than the alternative
foregone. Again this is made effective and legitimate by the public
representatives. The test is the same for both budget outlays and

than the alternative uses foregone.
TI. Spewpive anp Rones 1w RESOURCE ALLOCATION
RELATION BETWEEN SPENDING AND RTULES: FLOOD CONTROL ILLUSTRATION

Perhaps an illustration would be useful at this point. Take the case
of people subject to flood damage. One alternative isto build a reservoir
to control the water. There may be problems for the potential users
to express their demand for this service in the market. Therefore, we
find flood control reservoirs in the Federal budget. Systems of analysis
have been developed to compare various flood control projects and
other water development projects,

There are, however, alternative wavs to allocate resources to accom-
plish a similar service, For example, transportation resources can be
substituted for location and protection in the flood plain. Eeconomic
activity could be organized outside the flood plain. Assume a simple
case where a particular set of industries finds that transportation costs
are cheapest with a river bank Jocation. The cost of a nonflood plam
Incation then is the extra transport cost associated with it.
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The economies of the reservoir compared with alternative locations
of industrial activity turn on their costs. We have the cost of the reser-
voIr construction resources on the one hand and the cost of the AN
port resources on the other. If the cost of transport exceeds the cost
of the reservoir the firms should locate in the flood plain and petition
the Government to buy the reservoir for them with their tax money.
This would result in ‘a net profit for the firms and a gain for the
economy.,

But, just as there is a problem in expressing demand for certain
goods and services such as those produced by reservoirs, there may be
problems in organizing industry off the flood plain. Acting as indi-
viduals, the managers of these firms may not account for all costs, If
they were one giant firm, the above economics of reservoir versus
alternative industrial location should be clear. But acting alone, some
firms, for example, may be unaware of the flood risk and thus locate
next to the river. If enough do this, the whole economics of location
changes and other firms will find it advantageous to locate next to
them in spite of the flood risk. If all firms acted together at once this
uneconomic dynamics would not develop. The method to institute this
demand for the desired allocation of resources may therefore not be
market bids, but rather take the form of a zoning law prohibiting any-
one from |

locating in the flood plain. The economics of the zoning rule,
however, turns on the same type of analysis used for evaluation of the
veservoir. If the allocation of resources to overcoming the disadvantage
of a nonriverbank location is less than protecting the flood plain loca-
tion, the rule is superior to the reservoir and represents the optimum
direction of resource use.

RELATION BETWEEN SPENDING AND RULES ! WILD RIVER ILLUSTRATION

The above illustrates only one way in which a rule and spending
are alternatives. Consider the use of a stream as a wild river. A pro-
posed law to create a wild river is not now likely to be in the same
analytic system as that for various water development projects. How-
ever, it is conceptually possible to put this rule into the benefit-cost
framework. Perhaps some hypothetical numbers could make this clear.
Assume that it costs a set of industries $1,000 more in transportation
to Jocate out of the flood plain than in it and that this is the only
relevant cost difference. This $1,000 then represents the potential hene-
fit of a flood control project which would allow the industries to lo-
cate on the flood plain, Further, assume it is possible to obtain pro-
tection with some combination of reservoirs, levees, and flood proofing
at a cost of $400. This would produce a ratio of benefit to cost for
the Government spending project of $1,000/8400 or 2.5/1. The $400
project cost includes the cost of any reservoir land site. In this situa-
tion, the Government acting as a collection agent for the industries
could afford to pay $400 for the flood control works and also up to
2600 more for any other costs that might have to be covered.

Assume that the reservoir destroys certain uses of the river that
could be made in its wild state and that this has a benefit worth
$700 in total to all wild users. However, the consumers of this wild
river product may have difficulty expressing their demand for this
use in the market. Therefore, the agents of the industries mav not






