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Why reform the ‘stock’ of regulation?
Do not delete this return as it gives space between the box and what precedes it.
	Key points

	· Regulation provides key foundations for a well-functioning economy. But regulation generally comes with costs as well as benefits for society. 
· Some of the costs imposed by regulation may be unnecessary, with the objectives of the regulation able to be achieved at lower cost.

· Excessive coverage, extensive and variable reporting requirements, inconsistent and overlapping regulations, and redundant and ineffective regulation can all impose undue compliance burdens on business. 
· Unintended consequences, such as distorted incentives for investment or innovation, can impose longer term and potentially higher costs and result in poorer social and environmental outcomes.

· Even regulation that is initially well made and cost-effective can require subsequent amendment as costs and benefits change over time due to changes in technology, demographics, preferences, relative prices and resource ownership — and the accumulation and interaction of regulations.

· Regulation reform itself is not costless, requiring skilled people and resources that have competing uses.

· Regulation policy should be aimed at ensuring the quality of regulation at entry, and throughout its implementation and administration. It should also include mechanisms for reviewing regulations that are proportionate to the potential gains from the reform.
· In assessing the net return to reform effort, the broad criteria to consider are the:

· depth of the reform — the magnitude of the impact on compliance costs and distortions for those affected 

· breadth of the reform — the share of the community affected, both directly and indirectly

· cost of making the reform — including the effort to build support for reform.
· A regulation reform agenda which aims to improve the efficiency, effectiveness and appropriateness of the regulatory stock must: 
· ensure ‘continuous improvement’ in the stock of regulation and its administration through ‘routine management’ and programmed reviews
· prioritise those individual areas of regulation where reform is likely to have high payoffs — ‘big reforms’ that require and warrant considerable effort

· strengthen the regulatory system to support these objectives.

	


Reform means change for the better. As noted in chapter 1, regulatory changes for the better need to enhance the appropriateness, effectiveness or efficiency of existing regulation. While reform announcements often focus on specific changes in key areas, ensuring continuous improvement across-the-board should also be seen as an important part of a reform agenda. 

Section 2.1 commences by outlining why ‘good’ regulation matters and its characteristics. The importance of stock management processes in developing good regulation is discussed in section 2.2. The final section (section 2.3) turns to priority setting and its importance for developing a regulatory reform agenda. A regulatory reform agenda covers three main areas: ‘big effort’ reforms; continuous improvement of the stock regulation; and strengthening the institutional architecture. Priorities need to be developed to allocate effort and resources across the three areas as well as within each of these areas.
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The importance of ‘good’ regulation

Regulations are requirements imposed by governments that influence the decisions and conduct of businesses, other organisations and consumers. They may also restrict the range of activities that are undertaken. Expressed most succinctly, best practice regulation achieves worthy objectives at least cost. Over the years, analysts have identified the more important characteristics which regulation must satisfy to pass this test (box 
2.1).
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What is ‘good’ regulation?

	According to the Organisation for Economic Cooperation and Development (OECD), ‘good’ regulation should:

· serve clearly identified policy goals, and be effective in achieving those goals 

· have a sound legal and empirical basis 

· produce benefits that justify costs, considering the distribution of effects across society and taking economic, environmental and social effects into account 

· minimise costs and market distortions

· promote innovation through market incentives and goal-based approaches

· be clear, simple, and practical for users

· be consistent with other regulations and policies 

· be compatible as far as possible with competition, trade and investment-facilitating principles at domestic and international levels.

	Source: OECD (2005).

	

	


There are sound reasons for much regulation. It can reflect and enforce the community’s values and the rights of the individual. It can reduce risks to people’s health and safety (such as through consumer policy), address discrimination (such as with equal opportunity laws), and protect the environment from overuse or degradation. Regulation is also part of the institutional architecture for markets to work efficiently, including by establishing property rights and enforcing contracts. 

Much regulation is aimed at addressing sources of market failure — asymmetric information; monopoly power; externalities, and public goods. Market failures can reduce productivity, result in over- or under-production relative to community preferences, and distort consumption and production decisions. Regulation can also aim to reduce social and environment risks through ‘collective’ solutions. However, regulation to correct market failures or to address risks, still needs to be efficient and effective, with the benefits of such corrections outweighing the costs of implementing and complying with the regulation.

Regulation can be used to protect some producers at a cost to others, favour the use of some resources relative to others, and benefit some consumers over others. In some cases such changes are intentional and desirable — for example, to look after vulnerable consumers and natural resources, or to reduce volatility and encourage longer-term sustainability. However, in other cases, there may be no merit in this; the costs imposed can be considerable and not justified by the benefits. 

The benefits and costs of regulation

The benefits of a regulation may comprise economic, social or environmental outcomes that are valued by the community. Economic outcomes include increases in employment and income, and reductions in the cost of production that flow through to lower prices and higher consumption, improving the standard of living. Social and environmental outcomes, such as increases in leisure time and reductions in pollution, can also directly benefit the standard of living. Economic, social and environmental outcomes can also affect quality of life, such as personal freedoms and safety, physical and mental wellbeing and feeling connected to family, friends and the community. Many benefits will not be ‘financial’, that is, affecting prices and incomes. Similarly, not all costs will be financial. For example, the reduction of one risk can increase another (see below). And, there may be losers as well as winners from the changes resulting from a regulation. 
As discussed in the following chapter, regulation policy has nevertheless often focused on reducing unnecessary financial costs,  in part because these are generally the easiest to identify. Financial costs include administration costs to governments and compliance costs to businesses and households. Business compliance costs include the administrative costs of undertaking paperwork, compiling the information, and reporting to regulators. There can also be more substantive compliance costs, such as the investment in staff training and systems and other capital upgrades required to comply with regulation. From a business perspective, the fees and charges paid to regulators impose a compliance cost, but from the community perspective it is the total cost of the regulator, rather than just the costs they pass onto business through cost recovery, that matter.
The range of potential costs of regulation are depicted in figure 
2.1.

Figure 2.
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Multiple potential burdens of regulation

Costs to business and the community
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a(Cost to business depends on fees and charges passed onto business through cost recovery. b Some costs are passed through in prices, lower wages or lower returns on capital.
There may be economic costs arising from regulatory ‘distortions’ — for example, where regulation reduces competition and affects incentives for investment and innovation. Such distortions (often unintended), can be due to:
· substitution effects resulting from changes in relative prices, including distorting investment decisions which have long-term consequences

· overly prescriptive regulation which prevents innovative or lower cost approaches to meeting the intended outcomes of the regulation

· interactions of regulations that can compound costs, create inconsistencies, or otherwise pose dilemmas for business compliance.

In addition, there may be other non-market costs arising from environmental and social changes. For example, regulation to reduce one risk may result in an increase in other risks (Graham and Wiener 1995). There are also economic risk-risk trade-offs as the debate over the contribution of prudential regulations to the global financial crisis highlights (Brunnermeir et al. 2009). If regulation is not effective there can also be opportunity costs in the form of the foregone benefits the regulation was intended to deliver.

The costs of administering regulation can be large. For example, Regulation and its Review (PC 2005a), reported that the administration expenses of 15 dedicated Australian Government regulatory agencies approached $2 billion in 2003-04, with the Australian Tax Office accounting for a further $2.3 billion in the same year. 

The administrative costs to business of regulation are also considerable. For example, an early study by the Productivity Commission researchers (Lattimore et al. 1998) estimated the administrative compliance costs on business from regulation at around $11 billion in 1994-95, of which around 85 per cent was borne by small and medium-sized enterprises. Based on a survey undertaken by the OECD in 2001, the Commission estimated that the compliance costs of regulations could be as high as 4 per cent of gross domestic product (GDP) (up to $35 billion in 2005-06) (PC 2006c). The Regulation Taskforce (2006) reported the estimates provided by the New South Wales (NSW) Chamber of Commerce that the average business in NSW spends 400 hours a year (or nearly $10 000) complying with regulations or meeting its legal obligations. The administrative costs of regulation in Victoria were estimated at $1.03 billion in 2006, based on the methodology applied in the United Kingdom (UK) (VDTF 2007). Most recently, an AIG (2011) survey of Chief Executive Officers estimated that, on average, the costs of meeting regulation was almost 4 per cent of their total annual expenditure.
In 2005, the UK Government estimated total administrative burdens associated with their regulation to be £20-40 billion (1.6 to 3.2 per cent of GDP), while that in the Netherlands was estimated at €16 billion (3.6 per cent of GDP) in 2002. Denmark and Belgium have estimated total administrative burdens to be around 2 per cent of GDP (PC 2006c).

While some of these costs will be necessary to achieve the objectives of the regulation, excess costs or unnecessary burdens can be substantial, and have a number of origins (box 
2.2). 

The costs arising from the effects of regulation on incentives and other distortions are harder to estimate. However, limited evidence suggests that these costs can be larger than compliance costs. Based on a regression analysis of a World Bank indicator of regulatory quality, the United States Small Business Administration estimated the total cost of US regulations at US$1.2 trillion in 2008 (around 8.5 per cent of GDP) (Crain and Crain 2010). In addition, estimates of efficiency benefits from previous reforms of regulation have been large — for example, the Commission has estimated that real GDP was about 2.5 per cent higher as a result of National Competition Policy (NCP) reforms to utilities and infrastructure (PC 2005b).
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Sources of ‘unnecessary’ regulatory burdens 

	Rethinking Regulation identified five features of regulations that contribute to burdens on business not justified by the intent of the regulation. 

· Excessive coverage, including ‘regulatory creep’ — regulations that appear to  influence more activity than originally intended or warranted, or where the reach of regulation impacting on business, including smaller businesses, has become more extensive over time.

· Regulation that is redundant — some regulations could have become ineffective or unnecessary as circumstances have changed over time. Other poorly designed regulations might give rise to unintended or perverse outcomes.

· Excessive reporting or recording requirements — companies face excessive or unnecessary demands for information from different arms of government. These are rarely coordinated and often duplicative.

· Variation in definitions and reporting requirements — this can generate confusion and extra work for businesses than would otherwise be the case.

· Inconsistent and overlapping regulatory requirements — regulatory requirements that are inconsistently applied, or overlap with other requirements, either within governments, or across jurisdictions. These sources of burden particularly affect businesses that operate across jurisdictional boundaries.

	Source: Regulation Taskforce (2006).

	

	


The administration of a regulation can also have an important bearing on both the effectiveness of the regulation and the compliance costs imposed. Heavy handed administration of regulation can reduce innovation and act as a disincentive to investment, including through entry of new firms. 

For example, the Department of Innovation, Industry, Science and Research (sub. 6) noted in the context of health regulation:

Some aspects of regulation governing access to medicines are controlled by formal Agreements between specific stakeholder groups and the government. These Agreements, while designed to deliver the specific outcomes for patients and consumers of medicines, may, in some cases, do so at the cost of restricting businesses as well as service delivery innovation.  Review of such regulation may lead to measures that provide such services in better and more efficient ways. (p. 20)

Uneven administration of regulation may confer advantage to some, while failure to enforce can impose costs on the compliant firms and on consumers. Inconsistent decision making by regulators can also result in businesses over-investing in compliance, while slow decision making leads to delays that can be costly to business. 

Good regulation is that in which such costs are minimised (efficiency), with the objectives being achieved (effectiveness) and the overall benefits exceeding the costs (appropriateness). 
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Managing the stock of regulation

There has been considerable focus over the last decade or two on improving the quality of regulation through screening processes for new regulation (box 
2.3). But governments are increasingly looking at ways to better manage the (much larger) existing stock of regulation. For example, the OECD (2011) outlined different  stock management techniques and their growth over time (figure 
2.2). The OECD (2011) also indicated that it is developing a new Recommendation on Regulatory Policy and Governance to build an existing best practice, including the need to: 
Assess impacts and review regulations systematically to ensure that they meet their intended objectives efficiently and effectively in a changing and complex economic and social environment. (p. 34)
	Box 2.

 SEQ Box \* ARABIC 3
Managing the flow of Australian Government regulation

	The Australian Government, in 1985, established a system of regulation impact statements (RIS) for all new regulation that imposes a burden on business. The RIS guidelines have been revised periodically, most recently in 2010. All state and territory governments have also implemented a RIS-type system, which was entrenched by the Council of Australian Governments (COAG) under the National Partnership Agreement to Deliver a Seamless National Economy.

A RIS is mandatory for all decisions made by the Australian Government and its agencies that are likely to have a regulatory impact on business or the not-for-profit sector, unless that impact is of a minor or machinery nature and does not substantially alter existing arrangements. This requirement includes amendments to existing regulation and the remaking of sunsetting regulation. 

The RIS process is overseen by the Office of Best Practice Regulation (OBPR), previously located within the Productivity Commission, now in the Department of Finance and Deregulation. OBPR comments on compliance with the Government’s RIS requirements and the adequacy of the RIS in its Cabinet coordination comments. The Cabinet Secretariat provides a gate-keeping role to ensure that regulatory proposals coming to the Cabinet and sub-committees of the Cabinet meet the RIS requirements. The Cabinet Secretariat will not circulate final Cabinet submissions memoranda, or other Cabinet papers, without adequate RISs unless the Prime Minister has deemed that exceptional circumstances apply.

Since July 2010, the OBPR has maintained a central online public register of all new RISs including those assessed as inadequate. In consultation with the agency, RISs and the OBPR’s assessments of RISs are published on the register as soon as practicable from the date of the regulatory announcement.
Section 7 of the RIS guidelines (Implementation and review) requires that a RIS provides information on how the preferred option would be implemented, monitored and reviewed. A RIS is also required to consider existing regulation, and whether there is duplication or overlap and existing effectiveness.

	Source: Australian Government (2010b).

	

	


The volume and scope of regulation continues to grow rapidly. Rethinking Regulation (Regulation Taskforce 2006) noted that in the sixteen year period from 1990 to 2006, the Australian Parliament passed more pages of legislation than in the previous ninety years. This trend shows no sign of abating. A survey of Australian and state and territory governments in 2008 identified 439 different business regulators (PC 2008a). The same study noted that, at the Australian Government level, there were 1279 Acts generating 98 486 pages of legislation and 18 000 statutory rules generating another 90 000 pages of subordinate legislation. Across all the jurisdictions, there was well over half a million pages of legislation by June 2007, with over 48 000 added in the previous year.

Figure 2.
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Regulatory review and evaluation, 1998, 2005 and 2008
Number of jurisdictions
	[image: image2.png]Periodic evaluation of existing regulation
mandatory

Standardised evaluation techniques or
decision criteria to be used when
regulation is reviewed

Reviews required to consider explicitly the
consistency of regulations in different
areas and take steps to address areas...

There are mechanisms by which the public

can make recommendations to modify
specific regulations

Sunsetting is used for laws

Specific primary laws include automatic
review requirements

1998 @2005 m2008
5 10 15 20 25 30






Source: OECD (2011, p. 31).
This growth in regulation is occurring partly in response to the increased complexity of markets and technologies, and greater recognition of the importance of managing non-market resources. It is also in response to demands by parts of the community for formal institutions to take on social insurance roles previously left to the informal sector or social institutions. For different reasons, these two forces are reflected in the growing use of regulation to address perceived risks to the community or to satisfy new objectives. Government resistance to such pressures may be low, in part because of the low budgetary cost of regulation, but also because governments need to be seen to be responsive to community demands.  Regulatory action is often preferred as a tangible response. For example, the Property Council of Australia (sub. 7) stated:
Regulation is often seen by Government as the quick fix solution to any perceived problem. (p. 5)
The need to actively manage the stock of regulation is increasingly recognised internationally. In the United States, for example, the importance of managing the stock of regulation is currently being promoted. The former chief economist at the Council of Economic Advisers, Michael Greenstone (2011a), stated:
Limiting evaluation to the period before implementation lacks common sense. … We should expect – in fact, demand – a similar form of performance evaluation for our nation’s vast regulatory structure, based on hard evidence about what works. We need a culture of regulatory experimentation and evaluation that can measure a regulation’s success. … This requires modest resources, but costs are small compared to the costs of regulations that stifle job growth or otherwise fail the American people. (p. 1)

Even if all new regulation were subject to rigorous ex ante assessment processes, some of the stock of regulation will inevitably impose an undue burden. This is because of changes in the context including in: technologies; in the objectives of the government reflecting changing preferences in the community; and because of the cumulative effect of regulation, that can interact in complex ways. Identifying regulation that imposes excessive costs, does not meet its purpose, or is no longer desirable, and rectifying such deficiencies can lift productivity and bring other benefits, such as improving choice and opportunity.
Stock management is part of a sound regulatory system

Active management of the stock of regulation is part of a sound regulatory system. Managing the stock effectively means retaining ‘good’ regulation, while removing or amending regulation that is no longer fit for purpose.

While regulation reform may suggest ‘headline’ changes, stock management encompasses a range of possible actions from routine to major. At the simpler end, regulators must fine tune the administration of regulations to reduce compliance costs imposed on the businesses they regulate. In the middle, uncertainty about the impact of some regulations can justify a review during implementation or early in its administration. At the more complex end, where a costly ‘cocktail’ of regulation may have emerged, substantial legislative changes may be needed. In such cases, the full range of regulations impacting on an industry may need to be examined, with a benefit-cost test applied to different options to select the most cost-effective approach, as well as to ensure that the costs are justified by the benefits of the regulation. 
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Marshalling reform efforts
Reforming regulation is rarely costless. It takes time and effort to examine a regulation and to develop alternatives, and then to implement any changes. Even repealing a regulation can involve adjustment costs. Therefore, for a reform to proceed, the benefits that reform brings — in terms of lower administration and compliance costs, better allocation of resources, increased competition, greater incentives for innovation, as well as enhanced effectiveness of regulation — must be greater than the costs of undertaking the reform.
Prioritising areas for reform

Prioritising reforms is important not only to reap the biggest gains, but also because the skilled people and other resources available for this endeavour are limited. Reviews can place significant demands on the community and business — comments about review fatigue are increasingly common. Moreover, review activity can create uncertainty, especially where there are long periods between the announcement of a review and the adoption of recommendations.
Many reforms worth doing can be hard to sell, either because of the complexity of the issues or because of political sensitivities, particularly where the losers are more vocal than the potential winners. Concentrating resources and public attention allows a more rigorous analysis of the net benefits of identified reforms and a more focussed consultative process, increasing the likelihood that reform will be successful.

Substantial reforms need to be prioritised, recognising that different reforms have different profiles of costs and benefits over time. Attention must be paid to the sequencing and ‘packaging’ of reform — to ensure the groundwork is laid before other reforms (that may be dependent on these foundations for their effectiveness) are implemented. 

Reform efforts also need to be coordinated. Uncoordinated reform efforts can result in overlap or duplication of reviews, reform fatigue for business, implementation overload, and poor sequencing of important reforms that can undermine their success. 
To be useful, prioritisation processes should:

· assign the scarce resources for review and reform to areas with a high rate of return to effort

· coordinate reform efforts, including consultations with business and community 

· shorten the time required to make decisions, and improve accountability by greater clarity of responsibility
· raise the probability of successful reform by bringing sound evidence to bear and building an appetite for the reform.
Governments have applied a number of criteria to assist in identifying where the rate of return from reform effort is likely to be higher. The assessment criteria need to vary for different types of regulation, but there are some general criteria that affect the rate of return on reform effort.
· Depth of reform — the extent to which the existing situation differs from the achievable ideal and the impact this has on the community. Large costs imposed on businesses and significant distortions in the allocation of resources usually offer greater returns to correcting these problems, especially if the gains are widespread.

· Breadth of reform — the share of the economy or community affected by the changes. Some reforms may affect a relatively small share of the economy or community (such as local pollution levels). Others can affect almost everyone (such as food standards for milk) where there is a trade-off between reducing risk and cost.

· Cost of reform — the cost of making the change is distinct from any change in the compliance cost or other burdens as a result of the change in the regulation. This cost of reform includes the time and financial costs for government, business and others to make the case for, then implement, the reform. It also includes the cost to: investigate the changes needed and propose and assess the options for change; consult and test the proposed changes; and build support for the reform. Reforms that are more expensive to undertake would require a larger pay-off. 

Prioritisation requires more than a set of criteria that allow governments to identify high return reforms. It also requires a process that can gather the information, conduct and test the analysis, and deliberate to choose priorities. The regulatory system needs to support this process as well as more routine activities.
Reform of regulation for good stock management
In developing an agenda for regulation reform, governments need to consider the return on their efforts, which should be proportionate to the expected benefits. For example, relatively routine activities, such as fine tuning by regulators, may be warranted because they can achieve savings in compliance costs with relatively little effort. 
Processes to monitor the performance of new regulation, and to ensure review of regulation — for example where the impacts were uncertain or good process was not followed at the time of the introduction of the regulation — are also part of ensuring the stock of regulation is efficient, effective and appropriate. 
In short, a reform agenda (figure 
2.3) should:
· prioritise ‘big effort’ reforms — by setting out a process for establishing priority reviews and then draw on this and other information to progress important regulation reform in a sequenced way
· oversee an ongoing strategy of continuous improvement — putting in place the processes to fine tune regulation to enhance its efficiency and effectiveness, ensure regulation is working as intended, remove redundant regulation, and flag opportunities for more substantial reform effort

· strengthen the institutional architecture and governance arrangements to support prioritisation and continuous improvement. This should include processes to monitor  and ensure the completion of agreed reforms in a timely way.
The rest of this study focuses on the frameworks, approaches and systems that governments can draw on to prioritise reforms and ensure continuous improvement in the stock of regulation. Chapters 3 and 4 look at different approaches to reviewing regulation and identifying reform needs, their relative merits and lessons from their use. Chapter 5 discusses the evaluation techniques that such reviews can employ. Finally, chapter 6 considers the framework or system for regulation reform and makes some recommendations to strengthen the Australian Government system.

Figure 2.
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The elements of regulation reform
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