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ABSTRACT

Markets are imperfect, and the suboptimal results are frequently used
to justify government regulation. Government regulation, however, is also
imperfect, and the suboptimal results are, less-frequently, used to justify
deregulatory efforts. Located between those poles is industry self-regulation,
in which the industry is tasked with effectuating regulatory goals.
Unfortunately, but perhaps not surprisingly, industry self-regulation is also
imperfect. Industry members, when called on to engage in self-regulation,
will face what Austrian economists call ‘the knowledge problem,” but at
lesser severity than full government regulation. Industry members will also
face a variety of public choice pressures, and those pressures may be more
disruptive than under full government regulation. There are, therefore, no
perfect solutions to market imperfections, and policy makers seeking
solutions must weigh the relative tradeoffs on a case-specific basis, if they
wish to obtain optimal outcomes.

INTRODUCTION

9l

“[T]here are no solutions; there are only trade-offs.

We live in an imperfect world. As a result, there will always be
opportunities for improvement, large and small. The question is how best to
make those improvements. For decades, the preferred method for large
improvements has been to use the mechanism of government regulation. By
one measure, total restrictive regulation in the United States has increased
by 164% in the five decades between 1970 and 2020.” Some economic
measures normally increase over time, particularly given positive rates of
inflation, but a significant theory would be needed to justify an assumption

1. THOMAS SOWELL, THE VISION OF THE ANOINTED: SELF-CONGRATULATION AS A BASIS
FOR SOCIAL PoLICY 113 (1995).

2. The RegData database was utilized for starting and ending values. RegData 4.0
Description and Downloadable Use Guide, QUANTGOV (last visited Apr. 12, 2022),
https://quantgov-documentation.s3.amazonaws.com/regdata 4 0 user guide.pdf
[https://perma.cc/4ARMR-JLHIJ].
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that the need for corrective regulation has such a natural upward slope.

The world is certainly more complicated than in 1950, arguably by
orders of magnitude, and that complexity may have introduced new levels of
risk that would justify increased restrictive regulation. As an introductory
matter, however, notice that the increased complexity is the result of
dramatic technological innovations, and that many of those innovations have
made the world much safer.’ Increased risk argues in favor of more
regulation, but increased safety militates against demands for increased
regulation, at least to the extent that restrictive regulation is aimed at creating
a safer world.

The pro-regulation side of the debate also faces strong criticism from
two lines of economic research. First, the knowledge problem, identified by
Austrian economists like Hayek® and Mises,” which is the innate
impossibility of government agents to collect, assimilate, and utilize
sufficient knowledge to properly correct identified problems. The more
complex the mechanism, the more difficult to predict any particular outcome,
and there is no mechanism more complex than human society,” with human
emotions rendering impossible any reasonable precision in predicting the
future. Regulators are tasked with developing rules that will govern the
behavior of hundreds of millions of individuals—in effect, they are asked to
predict the unpredictable.

Second, the public choice problem, which is the aggregation of various
concepts from the public choice school of economics. In essence, these
problems arise from the fact that regulators are human beings, complete with
personal preferences that will affect policy decisions, even though regulators
are supposed to be concerned only with the public interest.” The
effectiveness of government regulation will be impacted by phenomena like

3. For example, innovations that automate various parts of the manufacturing process—
in any industry—make the process more complex but move individual workers away from
the dangers of the assembly line.

4. E.g.,F.A. Hayek, The Use of Knowledge in Society, 35 AM. ECON. REv. 519 (1945).

5. E.g., LUDWIG VON MISES, SOCIALISM: AN ECONOMIC AND SOCIOLOGICAL ANALYSIS
97-105 (1981).

6. E.g,F. A. HAYEK, INDIVIDUALISM AND EcONOMIC ORDER 72 (1980) (“The social
complexes, the social wholes which the historian discusses, are never found ready given as
are the persistent structures in the organic (animal or vegetable) world”).

7. E.g., Jeremy Knee, Rational Electricity Regulation: Environmental Impacts and the
“Public Interest”, 113 W.VA.L.REV. 739, 740 (2011) (“Regulators of the electricity industry
receive their authority from statutes saturated with notions of the ‘public interest’.”).
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rent-seeking® and regulatory capture,” with resulting harms to market
participants and society.

The following section will establish the standard justification for
government intervention, followed by important caveats to that theory.
Specifically, it will show how the knowledge problem and the public choice
problem will reduce the effectiveness of government regulation, perhaps to
zero. Section [ will then circle back to the unregulated market and show how
markets, although susceptible to certain imperfections, do not suffer from the
knowledge problem or the public choice problem.

This kind of analysis is nothing new, and some scholars and industry
leaders have suggested that industry self-regulation could address the
imperfections of unregulated markets while providing marginal
improvements over government regulation. Section II of this article will test
that hypothesis against the knowledge problem and public choice problem.
Involving industry participants marginally ameliorate the knowledge
problem, enlisting the profit motive to incentivize self-regulators to utilize
market signals when setting regulatory policy. Industry self-regulators will
also have stronger incentives to remain nimble, allowing regulatory policy
to change with market conditions. Unfortunately, self-regulation can also
marginally worsen the public choice problem. If the industry is to regulate
itself, it is far more likely to regulate in a way that will protect industry
incumbents from existing and future competition.

As part of this analysis, it will be necessary to properly situate industry
self-regulation between one extreme of full regulation, a centrally planned
economy, and an unregulated market—whose imperfections lead individuals
to seek government intervention. Between those extremes, there is a
significant amount of territory. Every point on the spectrum need not be
defined, but certain important signposts will be established, and examples of
boundary conditions explored.

With a range of imperfect solutions available, the optimal solution may
not be readily apparent or easily ascertainable. Section III confronts that
reality, accepts it, and offers basic advice to guide what will inevitably be a
flawed process, but can also be a productive endeavor if approached with
caution, humility, and an eye towards the self-interest and adaptability of
human beings.

8. David R. Henderson, Rent Seeking, in THE CONCISE ENCYCLOPEDIA OF ECONOMICS
73-75 (David R. Henderson ed. 2008).

9. George J. Stigler, The Theory of Economic Regulation, in 2 BELL J. ECON. & MGMT.
Scr. 3 (1971).
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I. WHETHER AND WHITHER TO REGULATE?

The demand for government regulation is understandable in an
imperfect world. Hobbes famously referred to the state of nature as “solitary,
poor, nasty, brutish, and short,”"® and posited that individuals seek
government as a way of preserving life within that world. This view is
pervasive in society,'' and it is certainly true that the world is, and has always
been, one with significant risks. As technological innovations mitigate or
eliminate some risks, other risks are exacerbated, and entirely new risks
emerge.

Risks exist because we cannot control the actions of other people and
because we cannot control the consequences of our own actions. In the first
category are such well-known concepts as externalities and commons
problems, arising when private incentives do not align with public welfare.
As an introductory matter, this desire to better align incentives can be
overstated because, as Adam Smith so memorably stated, the “invisible
hand” of the market order often aligns the private incentives with those of
others."

The second category is filled with all the ways in which our choices end
badly for us. Generally, we take actions where we anticipate that the benefits
will outweigh the costs."”” Sometimes, we are mistaken about the magnitude
of either benefits or costs. The individual will not typically request external
constraints ex ante; when predicted risk is high enough, the individual will
voluntarily refrain from the behavior. In the long run, however, regulation is
still likely. The individual for whom the risk became reality may insist upon
societal remediation or others may paternalistically decide that the individual
is incapable of adequately calculating the risk.

The case for regulation, though not unfounded, is often overstated. The
reason for this is two-fold. First, regulatory advocates overestimate the
ability of government intervention to make the situation better and

10. THOMAS HOBBES, LEVIATHAN 57 (1967).

11. E.g., THE DECLARATION OF INDEPENDENCE para. 2 (U.S. 1776) (“We hold these truths
to be self-evident, . . . that to secure these [inalienable] rights, Governments are instituted
among men.”).

12. ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF
NATIONS 21-22 (R. H. Campbell & A. S. Skinner, eds., Liberty Fund 1981) (1776) (“[M]an
has almost constant occasion for the help of his brethren, and it is in vain for him to expect it
from their benevolence only. He will be more likely to prevail if he can interest their self-love
in his favour, and shew them that it is for their own advantage to do for him what he requires
of them. . . . It is not from the benevolence of the butcher, the brewer, or the baker, that we
expect our diner, but from their regard to their own interest.”).

13. Knee, supra note 7, at 788.
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underestimate the cost of the regulatory process. Government regulators are
all but guaranteed to arrive at the wrong regulatory conclusion, given the
quantity of information and knowledge necessary to make the kind of
decisions that regulators must make. The conclusion need not be wrong by a
substantial margin, but it will be wrong, given that aggregation on the scale
necessary for most government regulation is impossible through any
mechanism of conscious design. Likewise, even if the socially optimal
outcome were achievable, public choice concerns like regulatory capture,
rent seeking, and resulting barriers to entry mean that regulators are far more
likely to choose outcomes that benefit well-connected industry incumbents.

Second, regulatory advocates underestimate the power of existing
market incentives to ameliorate the perceived problems. It is understandable
that politicians, regulators, and activists of many stripes will be loath to “do
nothing,” given that their continuing in their jobs requires being seen to do
something. Markets, however, are never truly unregulated, and several forces
will, at least in part, counter the problems identified by market critics.

A. The (Qualified) Case for Regulation

Proponents of government regulation span a wide range in their views
on markets. Some believe markets are, by their nature, destructive and
exploitative.'* This is the foundation of much Marxist thought, and it views
market mechanisms as per se bad. Other proponents of regulation see
markets as useful but flawed tools for achieving the goal of human
flourishing."” For this group, government regulation is necessary to make
sure that markets’ inherent failings don’t overwhelm the good that can come
from using market forces to seek the welfare of individuals and society. A
final group that advocates for government regulation is made up of those
who believe that markets are not only useful but also that markets, generally,
work well. To this group, government regulation would be harmful if broadly
applied, but can be useful in specific circumstances, because “[insert area of
concern] is different.”

In each of these groups, markets are viewed with skepticism, although
the scope of that skepticism necessarily varies. There is an extensive
literature arising from that skepticism, focusing on apparent failures of

14. See e.g., MATTHEW DESMOND, EVICTED: POVERTY AND PROFIT IN THE AMERICAN
CITY (2016); See also POVERTY, By AMERICA 41 (2023) (describing markets where workers
are exploited and undercut).

15. See e.g., House Comm. On Interstate and Foreign Com., H.R. Doc. No. 73-1383, at
5(1934) (declaring the need for legal intervention to promote investor confidence in financial
markets).
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markets to achieve optimal outcomes.'® Some of the more common “market
failures” are externalities, public goods, commons, and information
asymmetries, though there are multiple variations on each general category.

1. Externalities

Externalities are used to justify regulation because, according to theory,
either too much or too little of a good or service will be produced, depending
on whether the externality is positive (too little will be produced) or negative
(too much).'” Market transactions are efficient when the parties to the
transaction bear all of the costs and capture all of the benefits, and
externalities exist when those conditions fail. With negative externalities, the
imposition of costs on third parties not only yields suboptimal outcomes for
society, but also for the third party who gains nothing from the transaction
but must bear some of the cost."®

In the context of externalities, arguments for regulation will therefore
invoke both the third-party victim and society, at large.” And, while
economic theory tells us that regulation, in theory, can yield a more efficient
outcome, economic theory also cautions that the story is not that simple. For
example, establishing with certainty the likely existence of spillover costs
and benefits is not a trivial matter, and even that task is simple compared to
establishing the magnitude of the spillovers.”

More foundational, however, is the critique of standard regulatory
arguments offered by Ronald Coase, in The Problem of Social Cost.*' There,
Coase pointed out that economic analyses of what he referred to as
“reciprocal””” harms almost always presume, rather than prove, the existence

16. See e.g., Mollie Lee, Environmental Economics: A Market Failure Approach to the
Commerce Clause, 116 YALE L.J. 456 (2006) (describing a market failure approach leading
to the use of statutes to correct market failures).

17. Bryan Caplan, Externalities, LiBR. Econ. & LIBERTY,
http://www.econlib.org/library/Enc/Externalities.html [https://perma.cc/37TG-ELXN].

18. Chunlin Leonhard, Negative Externalities and Subprime Auto Financing: Time to Let
the Hanging Paragraph Go, 45 U. ToL. L. REv. 267, 270 (2014).

19. Id.

20. Arthur C. Pigou, State Action and Laissez-Faire, in ECONOMICS IN PRACTICE: S1X
LECTURES ON CURRENT ISSUES 107 (1935) (“In order to decide whether or not State action is
practically desirable, it is not enough to know that a form and degree of it can be conceived,
which, if carried through effectively, would benefit the community. We have further to inquire
how far, in the particular country in which we are interested, and the particular time that
concerns us, the government is qualified to select the right form and degree of State action
and to carry it through effectively.”).

21. R.H. Coase, The Problem of Social Cost,3 J. L. & ECON. 1 (1960).

22. Id. at 838.
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of a victim. Instead, Coase argued, what economists call externalities are
nothing more than competing interests, demanding analysis, rather than
summary conclusions about who is to blame. Rather than being a
justification for regulation, these reciprocal harms can be resolved through
bargaining—when transaction costs™ are low—or through tort law. Coase’s
formulation does allow for the possibility of government intervention, but
only when transaction costs are high, and only after neutral analysis of all
claims.**

Tort law deserves additional consideration when addressing the role of
government regulation in curbing externalities. The purpose of our tort
regime is to correct wrongs imposed on others, making the tort victim
whole.”> While not every case of reciprocal harms will be resolvable in tort
law, and not every tort arises from reciprocal harms,* the existence of a
functioning system of tort law reduces the need for government regulation.
Proponents of government regulation should—but rarely do—explain why
the problem that regulation would purportedly solve cannot be remediated
under tort law.”” Furthermore, to the extent that existing tort doctrines do not
provide a remedy, some consideration should be given for whether the
appropriate solution is more government regulation or, instead,
modifications to tort law.**

23. The theory of transactions costs can cause a lot of consternation. For a simplified
explanation, see Jeremy Kidd, Kindergarten Coase, 17 GREEN BAG 2D 141, 144-45 (2014).

24. One underappreciated Coaseian argument is that, on occasion, the conflict arising
from reciprocal harms often has its genesis in prior government action. Coase, supra note 21,
at 863. A neutral analysis of claims might therefore allow resolution of the claims simply by
reversing the prior action.

25. Jules L. Coleman, Tort Law and the Demands of Corrective Justice, 67 IND. L.J. 349,
361-62 (1992).

26. It would be difficult, for instance, to frame many intentional torts—assault, for
example—as a form of reciprocal harm. The intentionally-swung fist and the recipient’s nose
are not morally equal in their claim to that space.

27. Instead, regulatory proponents rely on broad claims about tort law being
“inappropriate” for whatever area of society the proponent wishes to regulate. E.g., May L.
Lyndon, Tort Law and Technology, 12 YALE J. ON REGUL. 137, 137 (1995) (highlighting the
inappropriateness of tort law for responding to risks posed by emerging technologies). Within
academia, there are scholars who engage with the strengths and weaknesses of tort law and
regulation, id. at 138 n.1 (collecting sources), but the broader debate largely ignores that
literature.

28. But see E. Donald Elliott, Goal analysis Versus Institutional Analysis of Toxic
Compensation Systems, 73 GEO. L.J. 1357, 1357 (1985) (“Rather than debating about how to
modify traditional tort law doctrines to accommodate toxic tort cases, we should be focusing
on the problems of toxics in the environment from the standpoint of the legal system as a
whole.”).
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2. The Not-So-Tragic Commons

Another scenario in which markets are presumed to fail is in the
presence of a common pool resource. Originally referred to as “The Tragedy
of the Commons” by Thomas Hardin,”” commons problems arise when there
is a resource that is open to everyone but has a finite rate of regeneration.>
According to economic theory, the common resource will be inexorably
depleted. Everyone will know that there are more users than is feasible, given
the limited capacity of the resource. This, in turn, will lead everyone to
consume as much as possible, before the inevitable depletion of the
resource.”’ The nature of the resource, therefore, creates such strong
assumptions about the inevitability of depletion that users make it happen, in
a tragic self-fulfilling prophecy. If the resource is valuable in more than the
short run, protection and management are valuable, but only government
intervention and regulation can halt the degradation and preserve value.”

The story of the tragedy of the commons is well known to advocates of
government regulation. Sadly, those same advocates rarely seem to be as
familiar with the work of Nobel Laureate Elinor Ostrom, who showed that,
under certain circumstances, the commons problem is solved without
government intervention.” Essentially, if there is value to be preserved,
individuals will often recognize it on their own and take steps to preserve it,
without needing the coercive power of government. This event occurs when
there is no individual profit to be obtained.

Ostrom’s work does not necessarily negate the argument for
government regulation in areas where common pool resources are present. It
does, however, caution against accepting any blanket assertion that a
commons needs government regulation. Government regulation can be
helpful in resolving a common pool resource problem, but there are other
potential solutions.*

29. Garrett Hardin, The Tragedy of the Commons, 162 Sc1. 1243 (1968).

30. Ineconomic terms, being open to everyone means that the resource is not excludable,
and having a finite rate of regeneration means that the resource is rival, that use of the resource
by one person negatively impacts the ability of others to use the resource.

31. Garrett Hardin, Tragedy of the Commons, in THE CONCISE ENCYCLOPEDIA OF
Econowmics (David R. Henderson, ed. 2008)

32. Amy Sinden, The Tragedy of the Commons and the Myth of a Private Solution, 78 U.
Coro. L. REv. 533 (2007).

33. ELINOR OSTROM, GOVERNING THE COMMONS: THE EVOLUTION OF INSTITUTIONS FOR
COLLECTIVE ACTION (1990).

34. Id. See also ROBERT ELLICKSON, ORDER WITHOUT LAW (1991) (disclosing historical
examples of emergent solutions to commons problems in the American west).
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3. Information Asymmetries

A third, standard explanation for why market transactions might benefit
from government regulation is the inequality of information between
counterparties.”® Our confidence that voluntary transactions are value-
enhancing is significantly reduced when one or both parties do not have
access to important information.”® When party A has exclusive access to
information pertinent to party B’s decision, government regulations can
force party A to disclose, improving the efficiency of any agreement that
arises between the parties.

Notice, however, that not all information disparities are harmful and in
need of remediation. For one thing, many information disparities are
voluntary, in that both parties have access to the same information, but one
party chooses not to aggregate the information. Although completely
misunderstood by some scholars,’’ the point is straightforward. In a world
where immense amounts of information—about ourselves, about our friends
and family, about our politics, about our consumer choices, about the natural
world, etc.—are at our fingertips, it is simply not possible to process even a
fraction of it. We process the information that yields the greatest marginal
benefit.

The fact that Party A has aggregated information into a useful form is
not only not harmful to Party B but provides a strong motivation for Party B
to not duplicate Party A’s efforts. Aggregation of information is costly, and
duplication of the effort would be wasteful, so any disparity of information
between Party A and Party B is the result of valuable specialization that
generates value from the transaction.”® While some regulatory regimes are

35. Seee.g.,Robert F. Rich & Julian Ziegler, Genetic Discrimination in Health Insurance
— Comprehensive Legal Solutions for a (not so) Special Problem?,2 IND. HEALTH L. REV. 5,
22 (2005) (“The only means to protect the socially important individual health insurance
market from the effects of adverse selection (for example market failure) is to prevent the
onset of asymmetric information by granting insurers equal access to genetic information.”).

36. Cf., David Gilo & Ariel Porat, Viewing Unconscionability Through a Market Lens,
55 WM. & MARY L. REV. 133, 146 (2010) (“Absent information gaps in which consumers lack
sufficient information, all terms in standard-form contracts should be deemed welfare-
enhancing and therefore efficient.”).

37. Seee.g.,Ryan Calo & Alex Rosenblat, The Taking Economy: Uber, Information, and
Power, 117 CoLuM. L. REv. 1623, 1649 (2017) (“Missing from the literature [of information
disparity transactions], however, is a fundamental critique of the sharing economy grounded
in asymmetries of information and power.”). For an explanation of why this understanding of
information asymmetries is unsound, see Jeremy Kidd, Who's Afraid of Uber?, 20 NEv. L.J.
581, 637-39 (2020).

38. See generally, Smith, supra note 12, at 17-21 (describing the sources and benefits of
specialization).
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aimed at equalization of information,” success in the endeavor would
eliminate the value from exchange.

Another potential complication with efforts to regulate based on the
purported market failure of “information asymmetries” is that collection and
disclosure of information, in addition to reducing the value of exchange, has
costs — sometimes very high ones.* Parties to a transaction are always free
to demand whatever information they find relevant to their calculating the
net value of the proposed transaction. At best, regulation around information
could provide value by identifying areas where valuable information might
exist, as doing so would signal to the counterparties that they should inquire
into those areas.

4. Black Swans and High-Risk Creatures

Finally, government intervention might also be helpful in reducing the
likelihood of certain high impact, unpredictable events.*' The fact that they
are unpredictable limits the ability of individuals or businesses to take steps
to avoid the negative consequences. It also limits the ability of ex post legal
remedies (tort law and criminal law) to deter the behavior that could lead to
them.* The fact that they are high impact means that standard modes of

39. For example, the Securities and Exchange Commission has, for years, attempted to
enforce Rule 10b-5 against insider trading based on a principle that all traders should have
equal access to all information. Securities and Exchange Commission v. Texas Gulf Sulfur,
401 F.2d 833, 848 (1968) (accepting the SEC argument that Rule 10b-5 “is based in policy
on the justifiable expectation of the securities marketplace that all investors trading on
impersonal exchanges have relatively equal access to material information”). Though the U.S.
Supreme Court rejected the equal access theory in Chiarella v. U.S., 445 U.S. 222 (1980), in
favor of the misappropriation theory, id. at 232-34, the SEC continues to use equal access as
a justification for prosecution of insider traders, e.g., Press Release, U.S. Securities and
Exchange Commission, Former Equifax Manager Charged with Insider Trading (June 18,
2018), https://www.sec.gov/news/press-release/2018-115 [https://perma.cc/UZG6-M79V].

40. E.g., Martin H. Dozier, Barings’s Ghost: Item 305 in SEC Regulation S-K and
“Market Risk” Disclosures of Financial Derivatives, 34 GA.L.REv. 1417, 1421 (2000) (“The
SEC should reevaluate Item 305 because Item 305 requirements confuse investors by
requiring disclosure of large quantities of immaterial information, produce costs exceeding
the benefits of disclosure, reveal sensitive investment information to competitors, and stifle
innovation and strategic risk-taking by management.”).

41. One type of event that might fall into this category is the Black Swan event. E.g.,
NASSIM NICHOLAS TALEB, THE BLACK SWAN xxi-xxii (2010). An event need not reach the
level of severity or unpredictability of Taleb’s Black Swan, however, to be amenable to
regulation.

42. Unlike unpredictable remedies for known harms—such as unlimited noneconomic or
punitive damages—which provide overdeterrence for potentially beneficial activities, see
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compensation are unlikely to make the victim whole. When both
characteristics are present, ex ante intervention may be the only way to
minimize or avoid the harms inflicted by these events. If one or both
characteristics do not manifest, or do so only weakly, a deterrence and ex-
post remediation of harms may be possible, but there may still be sufficient
related risk to justify regulation. Government regulation may be able to
provide, ex ante, a reduction of risk that ex post remedies cannot. At its most
extreme, regulation will prohibit the behaviors that may lead to these events.

The difficulty with this justification for government regulation is that
its apparent utility in the pro-regulation argument makes it almost irresistible
to pro-regulation advocates. When a category becomes a per se justification
for regulation, that category rapidly expands to include more and more
things. This trend is a product of the natural human desire for the easy path
to the desired outcome. If that which is an ultra-high risk event requires ex
ante regulation, then whatever we desire to regulate must surely be an ultra-
high risk event, because that will make our desired policy outcome a
foregone conclusion.

This phenomenon is not unique to this situation; any legitimate concern
that turns out to be emotionally attractive to the electorate will be stretched
far beyond its reasonable bounds to achieve ancillary, or even unrelated,
goals. Consider how, in the wake of the 9/11 attacks on the United States,
far more foreign policy debates—and even some seemingly-unrelated
debates—became tied up in the “War on Terror,”** or how nearly every
reform of financial markets in the wake of the Great Recession of 2007-08

Thomas F. Cotter, Damages for Noneconomic Harm in Intellectual Property Law, 72
HastiNgs L.J. 1055, 1106 (2021) (“[O]ptimal deterrence theory falters if awards are so
unpredictable or inconsistent that they induce potential tortfeasors to take excessive
precautions.”). The inability of individuals to anticipate their actions’ resulting in Black
Swans eliminates the ability to take proactive measures to prevent them.

43. For example, compensation for wrongful death is awarded to family members who
have lost a loved one to negligent behavior by another, but it can hardly be said that the money
makes the victim whole. Going one step further, a Black Swan event that leads to mass death
would not only multiply that problem by the number of people dead, but could also potentially
bankrupt the wrongful entity, leading to even monetary damages being unavailable.

44. One estimate puts the number of displaced individuals from activities tied to the
War on Terror at 37 million, in countries as far flung as Libya, Somalia, Syria, Pakistan, and
the Philippines. See David Vine, et al., Creating Refugees: Displacement Caused by the
United States’ Post-9-11 Wars (Aug. 19, 2021),
https://watson.brown.edu/costsofwar/files/cow/imce/papers/2021/Costs%200f%20War_Vin
€%20et%20al_Displacement%20Update%20August%202021.pdf [https://perma.cc/PKS3-
4XES]. Some critics claim that War on Terror tools, like the Patriot Act, have been used to
silence domestic political opponents. See Ryan Singel, FBI Tried to Cover Patriot Act
Abuses with Flawed, Retroactive Subpoenas, Audit Finds, WIRED.COM (Mar. 13, 2008),
https://www.wired.com/2008/03/fbi-tried-to-co/ [https://perma.cc/EMA6-MLM3].
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became necessary to combat “systemic risk.”*’ Similar patterns can be seen
with climate change and systemic racism,’ as well. This overuse can cause
a backlash, making it more difficult to combat climate change, fight
legitimate racism, or reduce the likelihood of real ultra-high-risk events. Pro-
regulation advocates must therefore be cautious with their favorite toy, lest
they break it and lose it forever.

For each of the foregoing categories, economic theory provides both the
basis for advocates’ arguing in favor of government regulation of certain
behaviors, but also strong caveats about the strength of those arguments. To
be clear, the claim is not that markets are perfect, but that advocates for
intervention often overstate the strength of their arguments. The rationale for
government regulation is weakened further by the difficulty of even the best-
intentioned government regulators to do the job they are assigned, as well as
the perverse incentives that cast doubt on their ability to approach their job
in a neutral fashion.

B. Wait a Minute, Part I: The Knowledge Problem

Government regulation offers to intervene to fix problems that arise in
the normal functioning of the market. In a very real sense, that is a promise
that simply cannot be kept, even if the promisor has all the best intentions.
The reason is that the promisor cannot know enough to comprehend, much
less fix, all the complexities of the market. The famous essay, I, Pencil,
illustrates how it is impossible for any individual to assimilate all the
information necessary to plan for the production of a simple product—the
pencil.*® And not a late-20™ Century mechanical pencil, but the basic,
straightforward, graphite-and-wood form of the ages-old writing instrument.
It is only through the miracle of prices that markets provide the correct
signals to millions of individuals, in a vast array of industries, that allows a
pencil to be produced.

Other critiques go even further, pointing out that it is not just a question

45. Professor Bainbridge has documented many legislative proposals that passed in the
wake of the Great Recession, and how few of them had anything to do with the causes of that
economic downturn. See Stephen M. Bainbridge, Dodd-Frank: Quack Federal Corporate
Governance Round II, 95 MINN. L. REv. 1779 (2011).

46. E.g.,Kaia Hubbard, Global Warming Risks Increase in Conflicts, U.S. NEWS (Oct.
29, 2021), https://www.usnews.com/news/best-countries/articles/2021-10-29/how-climate-
change-may-increase-global-conflicts [https:/perma.cc/YPU6-9G9H].

47. E.g., Gary Younge, What Covid Taught Us About Racism and What We Need to
Know, GUARDIAN (Dec. 16, 2021), https://www.theguardian.com/society/2021/dec/16/syst
emic-racism-covid-gary-younge [https://perma.cc/L3C6-GCF9].

48. LEONARD READ, I, PENCIL (1958).
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of how complicated are the processes that, combined, yield the products and
services that we use. That critique is certainly important, but there is a deeper
concern associated with government regulators asserting that they can fix
problems that arise in the market. It is that the information needed to make
the kind of decisions that advocates of regulation promise does not exist in
any form that can be aggregated for the use of regulators.” Drilling down
one level further, much of the information that would be necessary for
regulators to do their assigned job is not even consciously known by the
individuals whose actions the regulators seek to regulate.*

Understanding this critique of regulation requires comprehending the
magnitude of the complexity of the problem regulators purport to solve. As
an initial step, it is important to dispose with the traditional concept of
“markets.” For far too many people, use of the term invokes images of
physical locations, with four walls and a ceiling. It is unfortunate that the lay
term for the place where we go to buy eggs — a market or supermarket — is
the same as the term economists use to describe the complex system of
voluntary transactions that produce not only the eggs purchased at a local
store but coordinate the production and sale of untold trillions of eggs
worldwide. When regulators promise to fix markets, therefore, the promise
is not akin to repairing a light switch, but rather identifying the needs and
desires — conscious and subconscious — of billions of individuals who are
seeking to make their lives better in ways that even they barely understand.

Upon that magnitude of complexity, regulators promise to impose an
order imagined by themselves and put into place using other finite human
plans. Doing so would require finite minds to properly diagnose not only the
source of the problem, but also the magnitude. Next, regulators must identify
a solution that will not make the problem worse and, preferably, make the
situation better by at least the same value as the cost of regulators’ arriving
at and implementing the solution. And, even if all of that could be achieved,
regulators would still face the unfortunate reality that we live in a world that
is not only unfathomably complex, but also dynamic, so that any solution
must not also be reasonably correct but also flexible enough to account for
future variations.

49. Hayek, supra note 4, at 521 (“[T]here is beyond question a body of very important
but unorganized knowledge which cannot possibly be called scientific in the sense of
knowledge of general rules: the knowledge of the particular circumstances of time and
place.”).

50. See F. A. HAYEK, THE CONSTITUTION OF LIBERTY 78 (1960) (“Man is generally
ignorant not only of why he uses implements of one shape rather than of another but also of
how much is dependent on his actions taking one form rather than another.”).
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1. Diagnosis

There is value in solving problems, and the desire to do so is laudable.
Often, however, the desire to implement solutions runs before the accurate
diagnosis of the problem. That is concerning because what are called
“solutions” are nothing more than speculative interventions unless they are
tailored to a diagnosed problem. As such, solutions in search of a problem
are just as likely to make any perceived problem worse. It is therefore
essential that diagnosis of the problem precede application of a solution.

Diagnosis is difficult enough in scientific endeavors, where the
confounding factors are significant.”’ The knowledge problem increases the
difficulty by orders of magnitude in the context of markets because the
source of the problem is individual choice, which involves not only the
interaction of natural forces but the unpredictability of human motivations
and desires.”

Consider, as an example, air pollution in Salt Lake City, Utah. Utah’s
capital regularly fails to attain federal attainment levels for ozone and PM2.5
pollution, and neighboring cities to the north and south face similar
problems. Air pollution is a classic example of a negative externality,
calling for government regulation to stop the behavior leading to the
imposition of spillover costs.** Clearly, then, regulators should intervene to
stop pollution and improve public health above the outcome achieved by
market forces, right? Not so fast.

The first problem is identifying the scientific reality of the situation.
Salt Lake City has a lot of really bad air quality days, yet the long-term
averages for the city are actually respectable, meaning that there are a lot of
really good days and a smaller number of really bad days.” A blanket

51. E.g., George A. Neyarapally, 4 Review of Recent Federal Legislative and Policy
Initiatives to Enhance the Development and Evaluation of High Value Drugs in the United
States, 14 DEPAUL J. HEALTH CARE L. 503, 530-31 (2013) (describing the complicated nature
of conducting medical trials).

52. E.g., FRIEDRICH AUGUST HAYEK, THE FATAL CONCEIT 23-25 (1988) (describing the
differences between biological evolution and cultural evolution, the latter of which being
“unavoidably unpredictable”).

53. See US Env’t Prot. Agency, Utah Nonattainment/Maintenance Status for Each
County by Year for All Criteria Pollutants, EPA (Nov. 30, 2023), https://www3.epa.gov/
airquality/greenbook/anayo_ut.html [https://perma.cc/R23A-EQ3U].

54. See Caplan, supra note 17.

55. From 2000 to 2021, the average PM 2.5 measurement for Salt Lake City was lower
than the national average for all but 5 years, but above the regional average (Southwest: Utah,
Colorado, Arizona, and New Mexico) for all but 1 year. Over that time period, both the Salt
Lake City and regional average were decreasing, but Salt Lake’s percentage deviation from
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regulation — such as expensive fuel requirements® or bans on letting a
vehicle idle”’ will impose significant costs even during times when air quality
is good. It is not even clear that cars are to blame, since Salt Lake and
surrounding areas are quite suburban, with limited public transportation,
meaning that use of automobiles is high on both good air quality days and
bad air quality days.”® Without being able to identify cars as a persistent
source of the problem, regulations aimed at cars may have no impact or a
negative impact.

Similarly, Salt Lake City has a unique topography and geography that
complicates diagnosis of the scientific problem of air pollution. Salt Lake
City sits next to a very steep rise from the valley floor to the tall mountains
of the Wasatch Range of the Rocky Mountains.™ Atmospheric movement is
different with this topography, and during certain days of the year, cold air
masses get stuck in the valleys, unable to work their way past the mountains.
This phenomenon, known as an “inversion,”” leads to some pleasant
outcomes, such as being able to escape the frigid valleys in the dead of winter
and rapidly be in the mountains to go skiing in warm-ish sunshine. However,
it also leads to days with very high pollution levels in the valleys.”" The

the regional average also decreased. See US Env’t Prot. Agency, Air Quality — Cities and
Counties, EPA (May 23, 2023), https://www.epa.gov/air-trends/air-quality-cities-and-
counties [https://perma.cc/M6EU-GLMS]; see also, US Env’t Prot. Agency, Ozone Trends,
EPA (Nov. 1, 2023), https://www.epa.gov/air-trends/ozone-trends [https://perma.cc/6GYV-E
BMIJ]; US Env’t Prot. Agency, Particulate Matter (PM2.5) Trends, EPA (Nov. 1, 2023),
https://www.epa.gov/air-trends/particulate-matter-pm25-trends  [https://perma.cc/YE99-6F
HIJ]. Air quality data for Provo follows the same pattern.

56. Certain counties along the western edge of Utah’s Wasatch Range—Davis and Salt
Lake—are subject to reformulated gasoline (RFG) regulations, setting the Reid Vapor
Pressure (RVP) at 7.8 psi, rather than 9 psi for areas that are in attainment with federal air
quality standards. 40 C.F.R. § 1090.215(a)(2) (2022).

57. See US Dep’t Energy, Alternative Fuels Data Center, Idle Reduction Laws and
Incentives in Utah, DOE, https://afdc.energy.gov/fuels/laws/IR ?state=ut [https://perma.cc/29
SF-LFVN] (collecting sources).

58. See Mallory Bateman & Natalie Young, Moving Toward 2020: Utah Commuting
Patterns, 2000 to 2010, Kem C. GARDNER Por’y INsT. (Jan. 2020),
https://gardner.utah.edu/wp-content/uploads/CommutingReport-Jan2020.pdf
[https://perma.cc/V2NT-LCW3]

59. Options have increased in recent years, with the addition of a north-south commuter
rail and a light rail system. See Utah Transit Authority, Schedules and Maps, RIDEUTA,
https://www.rideuta.com/Rider-Tools/Schedules-and-Maps [https://perma.cc/GBU7-Y2S4].
However, growth in outlying areas has outpaced expansion in public transit.

60. See Jeft Haby, The Inversion, WEATHER.GOV, https://www.weather.gov/source/zhu/
ZHU Training Page/Miscellaneous/inversion/inversion.html [https://perma.cc/9ZSB-LJ
GC].

61. E.g., Amy Joi O’Donoghue, No Storms in Sight: Wasatch Front Air Quality Worsens
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topography, therefore, holds strong explanatory power for why Salt Lake
City’s pollution is high on certain days, and it is not clear that regulatory
intervention has any hope of convincing masses of air to please move along
so the air quality can get better.

The geography of Utah also contributes to the air quality puzzle.
Situated to the east of heavily-populated California, pollution from urban
centers and wildfires wend their way towards Utah on the wings of prevailing
winds.” In other areas of the world, air pollution is mitigated as it passes
over forests, oceans, and other pollution sinks.” Unfortunately for Utah, the
only thing standing between it and California is Nevada, and Nevada has
only limited forested areas and essentially no large bodies of water.”!
Without a pollution sink between pollution sources in California and the
mountains of the Wasatch Range, much of California’s pollution becomes
Salt Lake City’s pollution. Exactly how much? That will depend on the
direction of the prevailing winds and the location of the jet stream. Pollution
in Salt Lake is, therefore, almost always tied, at least in part, to events
happening two states away, although separated by a time lag sufficient for
the pollution to cross Nevada.

These scientific factors are known to scientists and are, therefore,
available to regulators, yet regulatory debates about how to remedy the
situation in Utah often begin and end with how to reduce unnecessary
pollution from cars.®® Given the task assigned to regulators—lower pollution
levels on bad days — this is understandable, since regulators can do nothing
to change Utah’s geographical location or topography. There is only one
button that regulators can push, and so they do, regardless of whether it is
likely to yield lasting solutions to the problem.

Regulators have little incentive to admit the complexity of the

as  High  Pressure  System  Builds, DESERET NEws (Nov. 29, 2021),
https://www.deseret.com/utah/2021/11/29/22807946/inversion-utah-salt-lake-city-wasatch-
front-air-quality-environment-health-pollution-moderate [https://perma.cc/9DNA-3R25].

62. E.g., Amy Joi O’Donoghue, It’s smoky out there, thanks to the California wildfires,
DESERET NEWS (Aug. 21, 2020), https://www.deseret.com/utah/2020/8/21/21395918/its-
smoky-out-there-thanks-to-the-california-wildfires [https://perma.cc/4CZE-MIJR7].

63. See Pollution Sink, EUROPEAN ENV’T AGENCY, https://www.eea.curopa.eu/help/gloss
ary/gemet-environmental-thesaurus/pollution-sink. [https://perma.cc/3Z2Q2-B378]

64. The total land area of Nevada is 110,577 square miles, and only 791 square miles, or
less than one-tenth of one percent of the total land area. Total forested land area is 16,562.5
square miles, or less than fifteen percent of the total land area. See Charles Witt, Nevada’s
Forest Resources, 2009-2018, ROCKY MOUNTAIN RSCH. STATION (2022), https://www.
fs.usda.gov/rm/pubs_series/rmrs/rb/rmrs_rb036.pdf [https://perma.cc/64JP-X77Z].

65. E.g., Ben Abbott, Isabella Errigo & Don Jarvis, Commentary: Utah air pollution is
literally killing us, SALT LAKE TRIBUNE (Feb. 27, 2020), https://www.sltrib.com/
opinion/commentary/2020/02/28/commentary-utah-air/ [https://perma.cc/SLAZ-HW6C].



460 U. OF PENNSYLVANIA JOURNAL OF BUSINESS LAW  [Vol. 26:2

problem—their job is to provide solutions within some pragmatic range.
Politicians, likewise, have little incentive to concede complexity, since
voters seem to want to vote for those who promise easy answers.” And yet,
complexity does not disappear simply because advocates of intervention
pretend it does not exist. The disconnect between reality and policy proposals
is problematic because the diagnostic step is the easy portion of the
regulatory task. Failure to acknowledge confounding factors when they are
more easily measured and accounted for eliminates any confidence that
regulators will acknowledge the even greater complexity that enters as soon
as the regulated individuals’ behavior becomes relevant.

Consider, again, the human factors that play a role in curbing air
pollution along the Wasatch Front. Specifically, why do individuals in
Utah—and California, on many occasions—make choices that lead to air
pollution? Why do they drive their cars as they do? Why do they exhibit the
electricity use patterns that they do which, depending on the time and
duration, might require coal-fired power? How do the choices of some affect
the actions of others, in terms of their consumption choices? How do the
relative prices of alternative activities impact individuals’ actions and the
pollution that results?

Without answers to these and many other questions about the hearts and
minds of millions of individuals in Utah, California, and elsewhere,
regulators cannot hope to fully understand why pollution levels fall out of
federal attainment on certain days throughout the year. This is so even if
every scientific question were satisfactorily answered for, as discussed
previously, markets are simply the aggregated choices of billions of
individuals. Market problems are people problems, and people—
individually and aggregated—are much harder to understand than natural
forces.

2. Remedies

It need not be presumed that regulators must achieve perfection in their
understanding of a problem, but even reaching a reasonable assessment of
the problem is far more difficult than regulatory advocates are willing to
concede. Even if a satisfactory diagnosis were achieved, it remains to
formulate a solution that responds to the problem at hand. This process, like

66. At the very least, voters exhibit rational ignorance, which means that their busy lives
do not give them the luxury of committing much of their bandwidth to understanding complex
problems and solutions. See Gary M. Lucas, Jr. & Slavisa Tasic, Behavioral Public Choice
and the Law, 118 W.V. L. REv. 199, 209 (2015) (“Rational ignorance might cause voters to
favor politicians that they would oppose if they had complete information.”).
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that of diagnosis, is incredibly complex and yet, unfortunately, it is inevitably
approached in simplistic ways.

Let us return, for example, to the case of air pollution. Standard
economic analysis of air pollution—or any other negative externality—
begins with something like Figure 1. Because there is a spillover cost that
the parties to the transaction do not fully bear, the marginal cost to society,
or MCs, is always higher than the marginal cost to the individual, MC1.*’ As
a result, the individual will choose to consume a higher quantity of the good,
Qy, than the socially optimal amount, Q°, and society will suffer because of
deadweight loss—the shaded area—the loss associated with every
transaction beyond Q".*® Each of those transactions is one in which the cost
exceeds the benefit and would not occur if the individual had to bear the
whole cost. Because the individual can foist off on society a part of that cost,
the transaction occurs but is welfare-reducing.”

Regulatory proposals for rectifying this problem take one of two forms.
First, regulators propose to simply limit production or consumption to Q. If
achieved, that outcome would, according to standard economic theory,
eliminate the deadweight loss and maximize societal well-being. Second, the
Pigouvian solution requires taxing the transaction in the exact amount of the
difference between the marginal cost to the individual and the marginal cost
to society.”’ This solution also theoretically results in production at Q,
eliminating deadweight loss and maximizing societal well-being.

67. See Richard L. Revesz & Burcin Unel, Managing the Future of the Electricity Grid:
Modernizing Rate Design, 44 HARV. ENV’T L. REV. 43, 51-52 (2020).

68. Deadweight loss is the term economists use to describe the loss that comes from
society because transactions don’t occur that would have added value to both the buyer and
the seller. See Gideon Parchomovsky & Peter Siegelman, Towards an Integrated Theory of
Intellectual Property, 88 VA. L. REV. 1445, 1462 (2002).

69. See Caplan, supra note 17.

70. See ARTHUR C. PiGou, THE ECONOMICS OF WELFARE (1920).
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Whichever path a regulator takes, crafting an efficient solution to a
negative externality will inevitably stumble against the obstacle of the
knowledge problem. Economists use graphs, like Figure 1, to teach
important principles to students, but the tidy and neat representation in a
standard graph is far removed from the reality of markets. The regulator
would first need to derive the demand curve, which is a symbolic
representation of the relationship between all possible prices and the quantity
that a consumer will buy at those prices.”" To accomplish that task, the
regulator would need to know a myriad of factors, including the psychic
benefit each consumer receives from each unit.” This is knowledge that the
individual consumers likely cannot adequately express, even if the regulator
could communicate effectively with each one. The amount of data needed to
generate a single demand or supply curve would be immense, which is why

71. See ARMEN A. ALCHIAN & WILLIAM R. ALLEN, UNIVERSAL ECONOMICS 63-65 (2018).

72. In economic terminology, the consumer’s “willingness to pay” is half of the demand
equation—the other half being “ability”—and must include the combined benefit to the
consumer of the product/service. E.g., Paul R. Portney, Benefit-Cost Analysis, LIBR. OF ECON.
& LIBERTY, http://www.econlib.org/library/Enc/Monopoly.html [https://perma.cc/X9TN-
ENNY].
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not a single, functional demand curve has ever been derived.”

If the regulator could derive the demand curve, however, there would
remain the task of obtaining a reasonable estimate of the marginal private
cost curve. Marginal private cost curves are also known as supply curves,”
but supply curves, though forming the basis of all production decisions, are
not even known in their entirety by the producers.” Producers make
decisions based on imperfect information, combined with intuition.”® When
that intuition is grounded in the reality of the industry, the business succeeds;
when the intuition is off, so is the business.”” Those making production
decisions have strong incentives to get it right, to learn what intuitive urges
to obey and which to ignore. Regulators do not have the same incentives and
may be completely divorced from the industry being regulated.” There is,
therefore, little reason to suspect that they will be sufficiently in tune to make
accurate determinations.

Each of these obstacles would beset the regulator under normal
circumstances, but the search for a solution to an externality raises one
additional problem. That is, that correcting the externality requires
measuring the externality.” The regulator will need to derive the marginal
spillover cost to derive the marginal social cost curve. As with the previous
obstacles, this will require knowledge of a number of factors, not least of
which is the marginal spillover cost imposed on each individual consumer
by each unit of production. Some of these costs will be partially known to
the consumer, such as increased medical bills, though the consumer may not
know which portion of medical bills are attributable to the externality. Other

73. In 2016, economist Steven Levitt announced, on the Freakonomics podcast, that he
intended to use the massive amount of data available from Uber to calculate a functional
demand curve for the ride-sharing service. See Why Uber Is an Economist’s Dream,
FREAKONOMICS (Sept. 7, 2016), https://freakonomics.com/podcast/why-uber-is-an-
economists-dream [https://perma.cc/9GPT-65HM]. Years later, that demand curve has not
been published.

74. See Alchian & Allen, supra note 71, at 692.

75. C.f.,ISRAEL M. KIRZNER, COMPETITION AND ENTREPRENEURSHIP § (Liberty Fund, Inc.
2013) (1973) (“The market process, then, is set in motion by the results of the initial market-
ignorance of the participants.”).

76. Id. at 18-19 (“We see the producer, then, as one who perceives profit opportunities
in the market . . . entrepreneur -producers who are eagerly competing for the profits to be won
by discovering where resource owners and consumers have (in effect) underestimated each
other’s eagerness to buy or to sell.”).

77. Id. at 35-38 (describing the producer’s role as entrepreneur).

78. See Bruce Yandle, Bootleggers and Baptists: The Education of a Regulatory
Economist, REGULATION 13 (1983) (describing the regulator’s incentives as minimizing the
cost of making a mistake, the cost of enforcement, and the political costs).

79. See Pigou, supra note 70, at 329-36.
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costs will be purely psychic, however, rendering them largely unquantifiable
and, therefore, unable to be transmitted in meaningful form to the regulator.

Even the smartest regulator will face these obstacles, rendering it nearly
impossible for the regulator to remedy the problems arising from market
imperfections. A wise regulator will recognize this reality, acknowledge it,
and seek not to avoid the knowledge problem, but to reduce it in some way.
One way to do so is to use market mechanisms, such as the price mechanism,
to transmit information to the regulator much as they do in purely market
circumstances.*® “Cap and trade” methods of pollution reduction have taken
this route in recent decades.”’ These programs require regulators to set the
maximum allowable level of environmental harm, but then recipients of the
degradation credits are free to trade those credits to whomever they choose.*
The program creates an incentive for every market participant to identify
ways to reduce his or her own degradation in a cost-effective way, so that
the remainder may be sold to another market participant, increasing the
environmental innovator’s profit margin.”

Pollution taxes can achieve the same goal of utilizing market innovation
to achieve the ultimate policy goal at the lowest possible cost. If all emitters
of a pollutant face a tax for their emissions, they will all have an incentive to
reduce pollution. Some will find particularly cheap methods of reducing
pollution, and those producers will have a production cost over their rivals,
since they will be able to lower their pollution further and bear a lower tax
burden.

It is a very positive development that regulatory advocates have begun
to acknowledge the parts of economic theory that go beyond simply
justifying their desire to regulate. It is a positive development that some
regulatory efforts now include an intentional recourse to markets in order to
determine the best way to achieve the determined policy goal. More of the
same—acknowledgement of the knowledge problem by regulators—would
be a positive development. And yet, this solves only one aspect of the
knowledge problem in crafting a solution that will resolve the underlying
problem. Market forces are more often utilized in obtaining the desired end,
but regulatory bodies still insist on setting the goals to be obtained, and that

80. Jonathan R. Macey, The Regulator Effect in Financial Regulation, 98 CORNELL L.
REV. 591, 594-95 (2013) (describing how regulators adopt market mechanisms under certain
circumstances).

81. For a concise summary of cap-and-trade systems, plus useful examples, see Albert
C. Lin, Making Net Zero Matter, 79 WASH. & LEE L. REv. 679, 738-44 (2022).

82. Id.

83. Joseph Lam, Coupling Environmental Justice with Carbon Trading, 12 SUSTAINABLE
DEv. L. & PoL’Y 40, 40 (2012).
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process is subject to very high levels of complexity.

In fairness to those tasked with regulatory goals, these obstacles do not
mean that regulators cannot make a good faith attempt at counteracting an
externality or other market imperfection. It does mean that regulation is not
going to obtain the optimal outcome—Q* in Figure 1—any more than the
unregulated market did. Given the complexity of the problem set before the
regulator, it is impossible to know, ex ante, whether the regulator will be able
to obtain a reasonable approximation of the optimal solution. Likewise, it is
difficult to determine, ex post, whether the externality is actually being
corrected. If the regulator restricts production too little, the problem will not
be fully solved, but there may be an overall improvement of societal well-
being.

However, if the regulator restricts production too much, entirely new
costs will be imposed, as demonstrated in Figure 2.

Figure 2
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Without a tax, as in Figure 1, deadweight loss results in too many
transactions where the costs outweigh the benefits. If the tax is too high, price
rises well above the efficient level, and the amount sold will drop below Q.
The deadweight loss will therefore represent transactions that could have
made individuals’ lives better off because the individuals could purchase this
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good.” The tax turned those transactions into value-negative transactions, so
the transactions never occurred. The outcome would be the same if regulators
chose to cap production and set the cap too low. Considering both ends of
the analysis, it is clear there are potential gains from intervention, but they
can be negated, and welfare losses increased, if regulators overestimate the
severity of the problem.

Returning to the nature of deadweight loss, society loses value and
individuals are hindered from flourishing when the government either does
nothing or overshoots in its regulatory guesses. Individuals and society can
maximize their well-being when they make choices that balance the marginal
cost and marginal benefit.*’ If marginal benefits are higher than marginal
costs, then some individual and/or society can gain value by purchasing one
more unit.*® If marginal costs are higher, then some individual and/or society
could gain value by giving back the last unit bought, using the resources for
something for which the marginal benefit is higher.*” This simple bit of
economic logic provides the justification for regulatory intervention, but it
also provides the warning against intervention, if that intervention is likely
to overshoot.

So, whether government regulation is advisable depends, in part, on
whether there is reason to suspect that regulators will systematically
overshoot or undershoot in their estimation of the corrections needed to
resolve market imperfections.*® If undershooting is more likely, then even

84. Gideon Parchomovsky & Peter Siegelman, Towards an Integrated Theory of
Intellectual Property, 88 VA. L. REV. 1445, 1462 n.23 (2002).

85. C.f. Nick Hodges, Solving the Zero Problem: Marginal Analysis as a Second Best
Alternative to Cost-Benefit Analysis, 27 STAN. L. & POL’Y REv. 159, 166 (2016) (“Agencies
would choose levels of regulation that capture large marginal benefits at relatively low
marginal cost and avoid levels of regulation that would capture only small marginal benefits
for large marginal costs.”).

86. Of course, this would require sufficient disposable funds to make the purchase.
Setting aside concerns over the ability to pay, however, it remains the case that if the marginal
unit would add more to benefit than it would to cost, the purchase would be value-enhancing.

87. In economics, the concept of opportunity cost is used to discuss the next-best
alternative. Alchian & Allen, supra note 71, at 688. In this scenario described here, the
alternative is better than what is currently possessed. Trading a lower-value item for a higher-
value item is the logical step, if it is within the available choice set.

88. It is tempting to conclude that government agents, faced with the desire for more tax
revenues, will systematically err on the side of too high a tax, in order to generate greater tax
revenues. If so, then regulation would always be a suboptimal choice. However, as shown by
the Laffer Curve, tax revenue maximization will never occur at the highest possible tax rate.
If regulators are aware of this fact, and if revenue maximization plays a significant role in the
regulatory decision, it is possible that the revenue maximizing tax rate will lead to a chosen
tax rate that lowers deadweight loss below the level that existed pre-regulation. ARTHUR
LAFFER, THE LAFFER CURVE: PAST, PRESENT, AND FUTURE 3 (2004).
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imperfect regulation will decrease deadweight loss and increase social
welfare. If overshooting is more likely, however, intervention will not only
harm regulated individuals but also society at large.

Which is more likely will depend on a number of different variables,
and those variables will differ across industries and regulations. For example,
mandated reduction in production in an industry with economies of scale will
inure to the benefit of the largest players in the market, as a pro-rata reduction
will increase their costs less than smaller, perhaps newer, competitors.”
Players with larger market share also happen to be those most likely to have
influence over the regulator,” making it more likely that regulation will
overshoot and increase the competitive advantage bestowed on influential
incumbents.

Unfortunately, these and other key questions—those that would be
essential to any impartial analysis of regulatory proposals—are rarely, if
ever, asked. These and other complications arising from the knowledge
problem are simply ignored, in favor of broad presumptions of perfect
information and easily accessible solutions.”’ Interestingly, the economist
most credited with pointing out the harms caused by externalities, A.C.
Pigou, recognized the immense difficulty in achieving what he suggested as
a possible response.”” Modern adherents to his solution rarely acknowledge,
as he did, that the task before them is nigh on impossible.

3. The Ceteris is Never Paribus

The knowledge problem imposes high hurdles for the pro-regulatory
advocates at both the diagnosis and remedy stage, but those hurdles pale in
comparison to the final hurdle before regulation can meaningfully be said to
“fix” a purported market inefficiency. It is that market mechanisms are not
only deeply complex but also dynamic, so that any apparent solution will not

89. C.f WILLIAM A. BROCK & DAVID S. EVANS, THE ECONOMICS OF SMALL BUSINESSES:
THEIR ROLE AND REGULATION IN THE U.S. ECONOMY 65 (1986) (“There are scale economies
in regulatory compliance if the average cost of complying with regulation—measured by the
total cost of complying with regulations . .. divided by firm size . .. decreases with firm
size.”).

90. See infra . A.C.1.

91. Gregory T. Jones, Fighting Capitulation: A Research Agenda for the Future of
Dispute Resolution, 108 PENN ST. L. REv. 277, 298 (2003) (“Standard economic theory
proposes that all human behavior, including decision making and dispute resolution, can be
understood in the context of rational individuals having perfect information about available
alternatives and likelihoods of outcomes, a perfect and stable understanding of their own
preferences, and a perfect ability to always act in their best interest.”).

92. Pigou, supra note 70, at 329-36.
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be durable for any significant period of time. Standard economic arguments
that provide the justification for regulation are, almost without exception,
based on the ceteris paribus assumption, or that all other factors will be held
constant.” In the world that regulators must actually fix, however, very little
remains constant.

For example, in both Figure 1 and Figure 2, the efficient market
outcome is reached at the point where the supply and demand curves cross;
at that point, known as market equilibrium, marginal benefit and marginal
cost are equal.” Both supply and demand curves, however, represent only
the relationship between price and quantity for the good or service being
analyzed. A dizzying array of other factors are held constant—price of
complements, price of substitutes, income, and so on—to make a visual
representation of supply or demand possible.” Even non-visual, theoretical
models of supply and demand must make some concessions to the
complexity of real life to make the models tractable.” The complexity and
dynamism of the real world does not disappear, however, just because
economists must assume it away for computational reasons.

Regulatory interventions, assuming they can overcome the significant
knowledge problem obstacles to diagnosis and crafting a remedy, are
supposed to allow markets to reach equilibrium, but that rests on the
assumption that equilibrium is a point that can be reached.” Instead, given
the complexity and dynamism of markets, equilibrium is just a target towards
which markets move.” That target is constantly moving, as the vast number
of underlying factors continually change. The concept of equilibrium is still

93. Kevin S. Marshall, The Unfair Trade Practice of Hiring Illegal Alien Workers, 11 U.
Pa.J.Bus. L. 49, 76 (2008) (“The Ceteris Paribus assumption (or condition), . . . one of the
most important operational conditions of the perfectly-competitive model, . . . is a qualifying
assumption of a generalized law, generally asserting an axiomatic truth assuming ‘other things
being equal.””).

94. Bethany A. Davis Noll & Burcin Unel, Markets, Externalities, and the federal Power
Act: The Federal Energy Regulatory Commission’s Authority to Price Carbon Dioxide
Emissions, 27 N.Y.U. EnvT’L. L.J. 1, 17 (2019).

95. Alchian & Allen, supra note 71, at 62-74.

96. Debra Aron & Steven Tenn, An Economic Perspective on Balancing Unquantified
Harms and Benefits Under the Consumer Welfare Standard, 2019 CoLuM. Bus. L. Rev. 849,
852 (2019).

97. E.g., Tom Ginsburg, Jonathan S. Masur & Richard H. McAdams, Libertarian
Paternalism, Path Dependence, and Temporary Law, 81 U. CHL. L. REv. 291, 292-93 (2014)
(“the best normative defense of regulation against the libertarian critique ... is path
dependence, the idea that market institutions can become trapped or locked in to a suboptimal
equilibrium, even when some better equilibrium exists.”).

98. John P. Anderson, Jeremy Kidd & George A. Mocsary, Social Media, Securities
Markets, and the Phenomenon of Expressive Trading, 25 LEWIS & CLARK L. REv. 1223, 1243
(2022).
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a useful construct—for example,if prices are falling we know that prices
were too high because demand has fallen or supply has increased—but it
does not represent the kind of stable goal that regulators would need before
a miraculous guess could be correct for more than moments.

Combining the many hurdles raised by the knowledge problem, the task
for government regulators is daunting. It need not be impossible, but the
circumstances in which government regulation will be wunequivocally
preferable to the unregulated market will be small. The nature of the problem
must be one that involves only minimal human elements, so that the process
of diagnosis is significantly more a matter of collecting observations from
the natural world. The nature of the problem must also be one in which
regulation will either interact with humans only indirectly, or in ways where
human behavior is unlikely to change in response to regulatory efforts. This
will assure that the remedial process will not be grossly confounded by those
pesky humans doing unexpected things. The nature of the problem must be
such that we have confidence that the regulatory response will systematically
undershoot in its prescriptions and proscriptions. And, finally, the nature of
the problem must be one that is relatively stable in the long term. If any of
these requirements are not met, regulatory efforts are likely to impose
substantial costs on society, and those costs must be carefully weighed
against the cost of doing nothing before it will be possible to know whether
regulatory intervention is preferable.

C. Wait a Minute, Part II: The Public-Choice Problem

Most pro-regulation arguments are implicitly based on the assumption
that regulators may approach their task with a singular view to maximize
social welfare.” The previous section illustrated how complexity and
dynamism render the neutral regulator’s task difficult, if not impossible; at
the risk of appearing to pile on, public choice economics offers another
reason to suspect that government regulation will not operate as planned.
Known as “politics without romance,” public choice illustrates the various
ways that regulators are not neutral. Instead, they make their decisions based
on their own self-interest, which may—but need not—include considerations
of the public welfare.

At a high level of generality, this means that failure to meet regulatory
goals may be just as likely the result of active regulatory mismanagement—

99. Cf. Yandle, supra note 78, at 13 (“That marked the beginning of a new approach to
my research on regulation. First, instead of assuming that regulators really intended to
minimize costs but somehow proceeded to make crazy mistakes, [ began to assume that they
were not trying to minimize costs at all—at least not the costs I had been concerned with.”).
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acting for the benefit of the regulator or special interests—as it is the
knowledge problem.'” Of course, the two are not mutually exclusive, and
self-interested regulators may fail because they cannot know enough to
fashion the perfect remedy and because they would prefer to enrich
themselves and their friends than solve society’s problems. Public choice
economics has much to say about the incentives that face regulators, but this
article will focus on two related concepts, rent-seeking and regulatory
capture, along with the costs they impose.

1. Rent-Seeking and Regulatory Capture

The assumption underlying the theories of rent-seeking and regulatory
capture is nothing more than the foundational principle of economics—
people respond to incentives.'’' The principle applies whether the individuals
in question are government agents or those who will be affected by
government policies.'”” Those to be regulated will want to minimize the
losses inflicted by the regulations or, if possible, to turn regulation into an
opportunity for gain.'” The regulator will also seek to maximize gains—a
combination of personal enrichment, power and influence, regulatory
budget, and advancement of regulatory goals—and minimize the cost of
achieving those ends.'”

Key to understanding the nature of the relationship between the
regulator and the regulated is the principle of rent-seeking. Drawing its name
from the ages-old notion that rents (as payments to the owners of land) are
not a reward for productive effort,'” rent-seeking is the pursuit of above-

100. Supra Section 0.

101. Russell B. Korobkin & Thomas S. Ulen, Law and Behavioral Science: Removing the
Rationality Assumption from Law and Economics, 88 CAL. L. REv. 1051, 1054 (2000).

102. James M. Buchanan, Public Choice: Politics Without Romance, 19 PoL’Y 13, 16
(2003).

103. Stigler, supra note 9, Buchanan, supra 102, and Tullock, infra note 117, among
others, have each argued that individuals will seek to gain personal gain from the regulatory
process. It is important to recognize that some individuals will default to cost-minimization
activities, rather than revenue maximization; both are in keeping with the economic
assumption of net-benefit maximization.

104. E.g., Sam Peltzman, Toward a More General Theory of Regulation, 19 J.L. & ECON.
211, 231 (1976) (arguing that regulators will “seek a structure of costs and benefits that
maximizes political returns.”).

105. E.g., Smith, supra note 12, at 67 (“As soon as the land of any country has all become
private property, the landlords, like all other men, love to reap where they never sowed, and
demand a rent even for its natural produce.”); DAVID RICARDO, THE PRINCIPLES OF POLITICAL
EcoNoMy AND TAXATION 70 (1817) (“[It] is only, then, because land is not unlimited in
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market returns.'” That doesn’t sound so bad, but the implication is that
above-market returns are not possible in a competitive market, so rents are
only available in non-competitive markets.'” In other words, rent-seeking is
the pursuit of returns that do not come from satisfying the needs and desires
of consumers.'”* Instead, rents are either directly bestowed by government,
or else they are obtained in a market that becomes non-competitive through
government regulation.

Even apart from the ethical objections to rent-seeking—government
policy in a constitutional republic should not be sold to the highest bidder—
rent-seeking should be opposed because it inflicts high costs.'” Rent-seeking
results in winners who would not have won if consumers got to choose, and
that usually means higher prices or lower quality than the competition.
Government regulation creates additional hurdles that market competitors
must overcome, and rent-seeking results in those hurdles being favorable to
the successful special interests, giving them advantages they would not have
had solely from the products that they produce.

Perhaps more intrinsically, rent-seeking, itself, is wasteful.'"’ It is
wasteful because time, money, and effort expended in the effort to sway a
government agent are not available to create new or improved products,
including innovations that reduce prices and allow consumers to increase the

quantity and uniform in quality, . . . that rent is ever paid for the use of it.””); Fred Bosselman,
Four Land Ethics: Order, Reform, Responsibility, Opportunity, 24 ENVT’L. L. 1439, 1458
(1994) (“[David Ricardo] argued that rent was simply a windfall that was captured by the
lucky landowner whose land had been endowed by nature with better productivity or
accessibility than marginal sites.”). But see Henderson, supra note 8, at 73-75 (“But why do
economists use the term “rent”? Unfortunately, there is no good reason.”).

106. This definition of “Ricardian” rents, Kenneth G. Dau-Schmidt, A Bargaining analysis
of American Labor Law and the Search for Bargaining Equity and Industrial Peace, 91 MICH.
L. REv. 419, 429 (1992) (“Ricardian rents are profits earned on a resource that exceed the
competitive rate of return because the resource is not generally available in the market and
has some characteristic that makes it unusually productive”), must be distinguished from
“Schumpeterian” rents, which are the temporary returns to innovation and entrepreneurial
activity. Richard N. Langlois, Design, Institutions, and the Evolution of Platforms, 9 J. L.
EcoN. & PoL’y 1, 4 (2012).

107. Alchian & Allen, supra note 71, at 293-94.

108. Kidd, supra note 37, at 606-07 (“[R]egulation is ... [seen] as an opportunity to
pursue private gain outside of a market context by having the government erect barriers to
entry. As barriers go up, competition falters and monopoly profits rise.”).

109. Gordon Tullock, The Welfare Costs of Tariff, Monopolies, and Theft, 5 W. ECON. J.
461, 465 (1967) (explaining, by analogy, that rent seeking, like theft, “has very substantial
welfare costs.”).

110. Henderson, supra note 8, at 446 (“Although [rent seeking] is rational from the narrow
viewpoint of the firm that spends it, it represents a use of real resources to get a transfer from
others and is therefore a pure loss to the economy as a whole.”).
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quantity and range of goods and services they can afford.

When government announces its intent to regulate, it is the starting gun
for the rent-seeking race.''' The short-run effects will be that many
individuals and entities that face regulation will begin rent-seeking in
earnest, diverting resources from efforts that might actually improve the lives
of consumers—research and development, or efforts to reduce production
costs, for example. Importantly, not all competitors in this race will be
participating in a fully voluntary manner. Some will be engaged in rent-
seeking because they believe that it is the only way to avoid their competitors
obtaining an extra-competitive advantage.'” Others will choose to become
involved because of implied threats made by the regulators.'"

In the long run, the effects will be more than just the accumulation of
rent-seeking expenditures, though these will be bad enough. The longer the
race extends, the more resources will be diverted from satisfying consumer
demand, meaning that human flourishing will stagnate. But an even more
profound distortion will arise in the long run—regulatory capture.
Regulatory capture, as originally theorized, is the tendency of a regulatory
body to be eventually controlled by the regulated industry.'"*

Building on a foundation of rent-seeking, this should be easily
understood; eventually, the regulator will respond to the persuasive efforts
of the rent-seekers. Some of those efforts will be straightforward, either
directly providing personal or professional benefits to the regulator, or less
directly, by contributing to the campaigns of key politicians, who will then
be able to exercise oversight—or direct control, in the case of the chief
executive—over the regulator.'” Some rent-seeking efforts will be more

111.  C.f Tullock, supra note 109, at 231 (“[E]ach successful establishment of a monopoly
or creation of a tariff will stimulate greater diversion of resources to attempts to organize
further transfers of income.”).

112, Id. at 228-30 (explaining the wastefulness of rent-seeking through an analogy to theft
and prevention of theft).

113. Fred S. McChesney, Rent Extraction and Rent Creation in the Economic Theory of
Regulation, 41 J. LEG. STUD. 101, 103-06 (1987) (describing the process of politicians’ and
regulators’ creating rents through threats of burdensome regulation).

114. Stigler, supra note 9, at 3 (“As a rule, regulation is acquired by the industry and is
designed and operated primarily for its benefit.”).

115. Career employees at federal agencies are largely protected from direct interference
by the President, Joanna Friedman, When Can the Federal Government Lawfully Terminate
Employees?, FED. NEWS NETWORK (Mar. 13, 2020) (“While the President can terminate a
political appointee at his (or maybe someday her) pleasure, this is not the case for federal
employees appointed pursuant to Title 5), https://federalnewsnetwork.com/commentary/
2020/03/when-can-the-federal-government-lawfully-terminate-employees/ [https://perma.cc
/XW2V-2CF2], and the merit-based system of hiring and promotion preserves some
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subtle, providing key industry data rather than fight disclosure. And, if that
data is useful to the regulator and just happens to tell a story conducive to
the industry’s goals, who’s to second-guess it?''®

Over time, a symbiosis will develop between the regulators and the
regulated industry. Possibly the most obvious example of this phenomenon
is the revolving door between the U.S. Securities and Exchange Commission
and Goldman Sachs, the largest investment bank in the U.S., responsible for
helping companies navigate the sometimes-absurd requirements for issuing
securities. The symbiosis will serve the interest of the regulating body and
the regulated industry well enough, but it does not necessarily serve the
public interest. The reason is that the interests of the regulator, the industry,
and the public are all different. The regulator seeks largely to increase its
budget and power.'"” The industry seeks rents.''® The public seeks efficient
markets. Achieving any two of those three is a difficult but manageable task.
Bringing all three into harmony is effectively impossible, because industry
rents must come at the expense of efficient markets and, therefore, at the
expense of consumers.'"”

Some critics of Stigler’s theory and its progeny have argued that the
theory is too small in its scope, such that it ignores the possibility of capture
by forces other than the regulated industry.'*’ That critique is almost certainly
true, but not in the way that most critics propose. Stigler’s theory still applies
if we consider the “industry” to include all who have a financial or other
material interest in the outcome of the regulatory process. For example, the
electric power industry will, of course, involve coal and nuclear generation,
but it will also include those who promise generation of electricity from other
sources. Whether the technology is at a sufficiently advanced stage to replace
coal, nuclear, or natural gas as base load power, those that promise electricity
from solar, wind, geothermal, or other sources will have a financial stake in
the regulatory choices of electricity regulators. Similarly, environmental

flexibility when conflicts arise between career employees and political appointees.
Nevertheless, each agency will be managed by someone that was selected for the role by the
President.

116. As Ronald Coase was reported to have said, “numbers don’t lie, but if you torture
them long enough, they’ll confess to anything.” This attribution may be urban legend, as no
written source confirms it, but the content of the statement is certainly true, and were often
stated by Mark Twain, when he referred to “lies, damned lies, and statistics.” Paul F.
Velleman, Truth, Damn Truth, and Statistics, 16.2 J. STAT. ED.1, 1(2008).

117. WILLIAM A. NISKANEN, BUREAUCRACY AND PUBLIC ECONOMICS 36-42 (1994).

118. E.g., Stigler, supra note 9.

119. See infra Section 1.0.

120. E.g., STEVEN K. VOGEL, MARKETCRAFT: HOW GOVERNMENTS MAKE MARKETS WORK
128 (2018).
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advocacy groups will see their fortunes, monetary or otherwise, impacted by
electrical regulation and will join the rent-seeking race.

Minority producers in the industry would not normally be expected to
win in a rent-seeking contest against entrenched incumbents, but certain
modern trends may have changed the landscape enough that it is possible.
The first and most important trend is that, as society becomes increasingly
wealthy,'” relative preferences change, including the preference for
environmental quality."” Environmental groups make plausible claims to
represent those preferences and will therefore attract a larger portion of the
rising discretionary income of the population. These additional resources
will empower these organizations to have a legitimate shot at winning a rent-
seeking contest.'”

The second modern trend will serve to augment the strength of
environmental groups’ rent seeking, albeit indirectly. The trend is a shift in
the relative risk preferences of society.'** Once again, as incomes rise, greater
risks can be taken without threat of catastrophe, especially by those at the
very high end of the socioeconomic ladder.'” There will also be those for
whom the marginal unit of income has very little value but the marginal unit

121. Despite complaints by critics of capitalism to the contrary, the vast majority of
residents of developed nations live at a standard of living far beyond anything that has been
experienced in human history. E.g., Richard A. Easterlin, The Worldwide Standard of Living
Since 1800, 14 J. ECON PERSP. 7, 22-23 (2000).

122. Andrew P. Morriss, Real People, Real Resources, and Real Choices: The Case for
Market Valuation of Water, 38 TEX. TECH L. REV. 973, 980 (2006) (“Increasing wealth is not
only desirable in its own right but also often increases demand for improved environmental
quality.”).

123. By definition, greater available resources increase the chance of winning a bidding
contest, but additional resources for environmental groups will aid in winning a rent-seeking
contest for another reason; their expenditures will be based on the psychic value of the
preferred outcome, rather than the monopoly rents to be collected. While there is no guarantee
that the psychic value will be greater than the monetary value of the monopoly rents, there is
technically no upper bound to the psychic value someone might place on an environmental
amenity.

124. Risk preference is multifaceted, with risk aversion decreasing in wealth but
increasing in age, increasing in times of exogenous shocks, and rebounding in times of
stability. See generally Hannah Schildbeerg-Horisch, Are Risk Preferences Stable?, 32 J.
EcoN. PERSP. 135 (2018). Recent crises, along with the complex nature of the question, have
made it difficult to empirically verify trends in risk aversion, but high rates of stock ownership
and increased innovation and start-up culture indicate increased willingness to bear risk. /d.

125. Cf, Rebecca S. Rudnick, Enforcing the Fundamental Premises of Partnership
Taxation, 22 HOFSTRA L. REv. 229, 276 (1993) (“[A]s an individual becomes wealthier, she
is willing to risk more or at least the same proportion, relative to her total wealth, exhibiting
decreasing or constant relative risk aversion.”).



2024] NO PERFECT SOLUTIONS 475

of other amenities, such as environmental quality, will have a high value.'*
Combining an increased risk preference, or at least a decreased risk aversion,
with an increased preference for environmental quality, you generate a new
class of entrepreneur that will seek out speculative investments, if they also
promise to benefit the environment. That some of the rents available in the
rent-seeking contest are direct payments to speculative environmental
technologies certainly doesn’t hurt."*’

Given the increased probability of winning the rent-seeking contest,
alternative suppliers will enter the rent-seeking contests, aligned politically
and economically with groups that cater to non-monetary preferences of
some in society.'”* Over time, these coalitions can just as easily develop the
same kind of symbiotic relationship with regulators that standard regulatory
capture theory predicts for the regulated producers.'*’ To the extent that these
advocacy groups represent a true shift in societal preferences, there is some
value in this. On the other hand, “society” is just an aggregation of millions
or billions of individuals, all of which have their own preferences. While
those at the top of the socioeconomic ladder may have strong non-monetary
preferences, those at the bottom may still be sufficiently concerned with
more basic needs, like housing, food, and clothing. If regulatory priorities
shift too quickly towards non-monetary goals, it may impose significant
harm on those at the bottom. Those harms are imposed in ways that are not
obvious, except to those who know to look for the impacts on competition in
markets.

2. Broad Impacts of Barriers to Entry

When regulatory capture occurs, either on behalf of entrenched
incumbents or upstarts with support from advocacy groups, regulation will
serve to protect the winners of the rent-seeking contest.*’ Regulators need
not consciously aim at this outcome, since rent-seekers can package
protectionist measures as serving the public interest, rather than the private

126. This theory forms the basis of what economists refer to as the Environmental Kuznets
Curve. Carol M. Rose, The Moral Subject of Property, 48 WM. & MARY L. REv. 1897, 1914-
15 (2007).

127. E.g., Joe Stephens & Carol D. Leoning, Solyndra: Politics Infused Obama Energy
Programs, WASH. PoST (Dec. 25, 2011), https://www.washingtonpost.com/solyndra-politics-
infused-obama-energy-programs/2011/12/14/gIQA4HIIHP_story.html
[https://perma.cc/MLIU-H3X8].

128. Bruce Yandle, Bootleggers and Baptists in Retrospect, 22 REGUL. 5, 5 (1999).

129. E.g., Jonathan H. Adler et. al, Baptists, Bootleggers & Electronic Cigarettes, 33
YALE. J. REGUL. 313, 318-19 (2016).

130. Stigler, supra note 9, at 3.
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interests of the rent-seeker.””' Even a well-meaning regulator, faced with an
greg

ambiguous statutory assignment and a budget constraint, will find it difficult
to resist what appears to be a cost-effective solution."*”

Whether intentional or not, regulatory capture will result in the erection
of barriers to competition in the industry, typically raising the cost of new
and existing competitors."”’ Regardless of their form, the regulations will be
designed, at least in part, to protect the rent-seeking winner(s) from
competition. This has two significant impacts, one immediate and one long-
term. The immediate effect is to bestow market power, allowing the
protected incumbent to extract monopoly rents from consumers."** The long-
term effect is derivative—stymied innovation and slower economic
growth—and will be discussed in the next section.

The short-run impact, bestowal of market power, changes the nature of
the market into one in which the rent-seeker has greater control over the price
it charges and the profits it collects. Specifically, a producer with market
power will sell a lower quantity at a higher price—selling where marginal
cost equals marginal revenue, rather than where marginal cost (supply)
equals demand.'” The outcome is deadweight loss, similar to what was
observed in figure 2, where output is artificially restricted. In a very real
sense, the scenarios are equivalent; in both, government action leads to an
artificially-low level of production, with consumers being deprived of value-
enhancing transactions they would otherwise enter into absent government
intrusion into the market."*

When this deadweight loss is the result of regulatory attempts to correct
a previous market imperfection, additional questions arise. Specifically, the
market began with a market imperfection and ended with another, and the
regulatory process aimed at correcting market imperfections will generate
other, potentially greater, imperfections. Figure 3 illustrates how the scenario
could play out. First, as shown in Figure 1, the presence of an externality
would yield deadweight loss represented by the lighter-shade triangle. These
are the transactions that impose net costs on society. After regulatory

131. Yandle, supra note 78, at 13.

132. Id.

133. Jeremy Kidd, Quacks or Bootleggers: Who's Really Regulating Hedge Funds?, 75
WasH. & LEE L. REv. 367, 413 (2018) (“[R]egulations are often sought by those to be
regulated because the regulations can provide benefits in the form of barriers to
competition.”).

134. George J. Stigler, Monopoly, LIBR. ECON. & LIBERTY, http://www.econlib.org/librar
y/Enc/Monopoly.html [https://perma.cc/C8ZN-8E4]].

135. Alchian & Allen, supra note 71, at 288-89.

136. Stigler, supra note 134, at 5.
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intervention"’ has led to regulatory capture, granting market power to the

successful rent-seeker, production falls to Qw, price rises to Pm, and
deadweight loss is created. In this case, the darker-shade triangle represents
value-enhancing transactions that are foregone due to market power.

Figure 3
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Which deadweight loss will be greater is a question that depends, again,
on numerous variables, which will differ across not only industries but also
the regulatory intervention that is chosen. That it is not clear that the post-
regulatory deadweight loss will always be less is one more reason to be
cautious when deciding whether to intervene with regulatory power.

D. What About the Long-Term?

There are two separate ways in which regulation ostensibly aimed at
reducing deadweight loss can increase it—overshooting the solution, as a
result of the knowledge problem, and granting market power because of
regulatory capture. Regulation might still be the optimal solution to market
imperfections, but it cannot simply be assumed to be so. If these concerns
were not sufficient to establish a presumption against regulation, the long-

137. For the sake of illustration, Figure 3 assumes away the knowledge problem and
assumes that the regulator is able to determine the policy which will exactly counter the
externality.
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term public choice problem might be.

In the long run, the market power bestowed upon rent-seeking winners
will inflict even greater costs on society by curbing innovation. Once the
barriers to competition are in place, industry incumbents will not need to fear
upstart innovators. Some innovation will still occur, to the extent that it can
increase incumbents’ profits, but without the constant threat of new
competition, consumer-driven innovation will fade away. That means not
only fewer new goods and services, but also fewer improvements to existing
goods and services. Figure 4 is one way of illustrating how this will happen.

Figure 4

.
.h._.—

When the regulatory apparatus has been captured by industry, there will
be a sphere in which the regulators act on behalf of the incumbents, shielding
them from competition. This sphere is represented by the smaller, inner
circle. Any innovation which threatens to occur within that sphere (point A)
will be immediately stymied by regulation, allowing incumbents to gain the
benefits. Knowing this, potential upstarts will choose not to innovate within
the regulated sphere. Incumbents still wish to maximize profits, so if the
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innovation at point A will increase profits, it may still occur, but only if and
when the incumbent recognizes the opportunity. Potential upstarts having
been deterred, there will be far fewer eyes watching for profit
opportunities,”** and the likelihood of innovation within the existing sphere
of regulation—existing goods and services—will be lower.

Some innovation is likely to take place just outside the regulated sphere,
largely because the boundaries will be imprecise. The uncertainty about
whether a particular space has been captured will deter some upstarts, but
where there are no express regulations, an opportunity exists. That
opportunity, however small, will eventually be seized upon by some upstart
innovator. This new competition will reduce the anti-competitive profits that
protected incumbents are expecting. The incumbents will then exercise their
control over regulators and expand the regulated sphere to capture the space
where the new competitor has been successful, regaining their rents. In
Figure 4, this is represented by the larger circle, shifted outward to
encompass point B.

Upstart innovators will know there is a strong likelihood that,
eventually, the market position they wish to occupy will be recaptured. That
will curtail any long-term profits and provide additional deterrence to new
competition. Innovation will therefore be reduced in new but related goods
and services. Some innovations will be sufficiently profitable in the short run
such that it still makes sense to innovate and compete for the brief time that
will be allowed. Other innovators will create new goods and services that are
complementary to those provided by the incumbents, hoping that the
incumbent will simply buy them out, rather than forcing them out through
regulatory pressure.

An industry that has been captured will therefore see only limited
innovation in new goods and services, and even less in existing goods and
services. Over time, even the protected incumbents can become trapped in
this scenario, acting more to avoid losses than to protect any remaining rents
to be captured.””” Society, however, will bear heavy costs through forgone
innovations that would have made consumers’ lives better. Only a truly
disruptive innovation, one that jumps completely free from the regulated
sphere (point C), can break this destructive condition. The greater the
distance from the regulated sphere, the more it will initially appear to be
something different, and the longer it will take for protected incumbents to
realize their rents are being dissipated. By the time they do, the upstart
innovator may be too well established with consumers for the regulators to

138. E.g., Kirzner, supra note 75, at 11-13.
139. Gordon Tullock, The Transitional Gains Trap, 6 BELL J. ECON. 671, 671 (1975).
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be successful in expanding the regulated sphere far enough to recapture.'*’

Innovations of this sort offer some hope for a society that wishes to
progress, but that hope is fleeting because these kinds of innovations are
inherently more costly, and therefore more rare.'*' To achieve such an
innovation, someone must significantly diverge from extant technologies,
norms, or practices. That kind of divergence imposes monetary and
psychological costs, not only on the innovator but, at times, on the
consumers.'** Because society cannot expect such disruptive innovations to
happen with any frequency, the only hope for avoiding an artificially-
imposed famine of innovation is to avoid the regulation that gives rise to it.

This section has painted a grim picture of regulation, its ability to get
answers right, and particularly its ability to be flexible and dynamic enough
to ever hope to keep up with reality in a complex world. Nevertheless, that
does not mean that there is no justification for regulation. The economic
concerns about regulation are merely the counterpoint to the economic
concerns that argue in favor of regulation. Advocates of regulation regularly
draw on the latter while ignoring the former, entirely. An honest assessment
of regulation might still conclude with the opinion that regulation must
occur, but it would do so with a much stronger sense of humility for what
human intervention into complex systems can achieve. After all, “[t]he
curious task of economics is to demonstrate to men how little they really
know about what they imagine they can design.”'* Regulation, informed by
the entirety of economic theory, would tread lightly, rather than “rush[ing]
in where angels fear to tread.”'*!

E. Circling Back to Consumers

As previous sections have described, the concerns of pro-intervention
advocates are not entirely unjustified, but they are mitigated by the various
ways that consumers act to correct market imperfections. These largely
uncoordinated actions can be thought of as a counterpart to government
regulation—consumer regulation. Referring to the normal operation of

140. E.g., Kidd, supra note 37, at 602-06; see also Elizabeth Pollman & Jordan M. Barry,
Regulatory Entrepreneurship, 90 S. CAL. L. REv. 383, 400-03 (2017).

141. See generally Simon Horup Eskildsen, Adjacent Possible: Model for Peeking into the
Future, SIRUPSEN (2020), https://sirupsen.com/adjacent-possible [https://perma.cc/SUYR-
YGPS] (presenting a model explaining why innovation tends to occur in bursts).

142. But see David B. Spence, A Public Choice Progressivism, Continued, 87 CORNELL
L. REv. 397, 440 (2002) (“outcomes that maximize the utility of rationally ignorant voters
may not be what voters want from government.”).

143. FREDRICH A. HAYEK, THE FATAL CONCEIT; THE ERRORS OF SOCIALISM 76 (1991).

144. ALEXANDER POPE, AN ESSAY ON CRITICISM 36 (1711).
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competitive markets as consumer regulation flies in the face of the standard
terminology of regulatory debates as defined by politicians and regulators.
In common parlance, “regulation” is what one does fo markets, not
something that happens in markets, but a more straightforward
understanding of “regulate” easily encompasses the activities of consumers
as they change their own behavior and the behavior of others in markets.

Markets, as described supra,'® are merely the name that we give to the
ordered chaos created by untold numbers of voluntary transactions between
individuals. The order arises out of institutions like the price mechanism, and
those institutions have arisen, over time, for the purpose of facilitating those
transactions. Markets are, in other words, infinitely decentralized, with each
individual making choices that improve their own lives but also provide
information to billions of other individuals by means of market institutions.
Because market transactions must be voluntary, every market participant
must regulate his or her own behavior, tailoring it to the needs of others, so
that others will provide things of value in return.'* Individuals also constrain
their own behavior to fit within existing cultural norms."*’

Market participants regulate by choosing with whom to transact.
Abusive, fraudulent, or other bad behavior will be punished by a refusal to
do business with the offending individual.'** At the very least, those who are
willing to transact with the offending individual will demand a premium for
the abuse they will take.'* Bad actors will, therefore, pay more for their bad
behavior. Even outside of the context of transactions, violation of community
norms of any type may lead to a reputation that will make transactions more
expensive for the violator."*

145. Id.

146. Smith, supra note 12.

147. ADAM SMITH, THEORY OF MORAL SENTIMENTS (1757) (describing the natural desire
of man to live in such a way as to be thought worthy of praise). Individual firms, likewise,
constrain their inherent desire to raise prices due to market realities—raise the price above
competitors’ and you will make zero profits.

148. When this refusal becomes a social movement, it is called a boycott, something
common in the modern U.S. marketplace. E.g., Chris Taylor, Boycott Nation: How
Americans Are Boycotting Companies Now, REUTERS (Jun. 29, 2022),
https://www.reuters.com/markets/us/boycott-nation-how-americans-are-boycotting-
companies-now-2022-06-29/ [https://perma.cc/SN8Q-WRAS]. A boycott, however, is
merely the aggregate form of this simple market tool—refusal to consent to a transaction.

149. In a system of voluntary transactions, anything that reduces the overall payout must
be compensated in some way. Abuse by a contractual counterparty will need to be countered
by the payment of some premium—monetary or otherwise—by the abusive party.

150. C.f, Steven L. Schwarcz, The Limits of Lawyering: Legal Opinions In Structured
Finance, 84 TEX. L. REV. 1, 37 (2005) (“[1]t is risky to issue opinions to help facilitate
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Consumer regulation does leave gaps through which bad actors or
inefficient results can sneak. Those gaps provide opportunities for
government interventions to be considered, subject to a clear-minded
appraisal of the potential costs of doing so. The pro-consumer-regulation
stance is a difficult one to defend in such a debate, in part because there has
been a significant amount of anti-market propaganda presented to the public
for decades.””' Much of that propaganda has been presented by economists,
for the same reason that politicians are wary of defending consumer
regulation—there is little advancement to be had, in academia or politics,
from “doing nothing.”

This “do something” bias in both academia and politics is rational.
Academics receive rewards by publishing, publication comes from
interesting results, and “do nothing” doesn’t sound very interesting, even if
it happens to be the right answer."** Politicians face similar incentives, since
voters want politicians to make life better,”* and “do nothing” doesn’t sound
like a recipe for getting better, though it might avoid things getting worse. In
reality, of course, there is a great deal of “something”, consumer regulation,
occurring continuously within the market structure, although its effects
might not be recognizable as quickly as government regulation.

If left alone, some perceived market imperfections would turn out to be
transitory, being solved through consumer regulation. The difficulty is that
the effects of consumer regulation often take longer to appear than those of
government regulation, due to their decentralized nature. Acting quickly,
doing “something”, abandons the opportunity to utilize consumer regulation
fully, but it is the rational choice for academics and politicians. As described

transactions that violate norms. Even where those norms are not yet incorporated into positive
law, issuing these opinions . .. can lead to reputational loss”); Claire A. Hill, Marshalling
Reputation to Minimize Problematic Business Conduct, 99 B.U.L.REv. 1193, 1198-99 (2019)
(describing the reputational costs for the misbehavior of Volkswagen and Wells Fargo).

151. One could begin with the many attacks on capitalism from Marx and his followers
throughout the nineteenth century and to the modern day, but popular media shifted in the
direction of anti-market sentiment in the latter half of the twentieth century. For evidence, one
need look no further than the popularity gained by such books. E.g., JOHN KENNETH
GALBRAITH, THE AFFLUENT SOCIETY (1958); see also THOMAS PIKETTY, CAPITAL IN THE 2157
CENTURY (2014).

152. Lea Winerman, Interesting Results: Can They Be Replicated?, AM. PSYCH. ASS’N
(2013) https://www.apa.org/monitor/2013/02/results [https://perma.cc/6EVP-6DDL)]
(“studies with negative results get shoved into psychologists’ file drawers, never to be
shared or published. Studies with positive results, meanwhile, get published—whether those
results represent a true finding or a false positive.”).

153. C.f, Todd Donovan, Direct Democracy and Campaigns Against Minorities, 97
MINN. L. REV. 1730, 1737 (2013) (“In a world dominated by self-interested voters, campaigns
would have incentives to provide voters with information about ‘what’s in it for them’.”).
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supra, the choice to use government regulation holds the potential to
ameliorate market imperfections, but can also increase the harms to society,
above and beyond those caused the imperfections themselves.

The difficulty is that it is difficult to discern, at the time the imperfection
is recognized, whether consumer regulation offers a better alternative to
government regulation. Without some certainty regarding the ability of
consumer regulation to respond to the imperfections, individuals in positions
to make regulatory decisions will find it difficult to trust consumer
regulation. Choosing government regulation in the face of that uncertainty,
however, runs a separate risk: that market imperfections will become
permanent as government-erected barriers to competition arise as part of the
purported solution.

Choosing wisely between consumer and government regulation
requires weighing all of their costs and benefits. This section will therefore
explore how consumer regulation does in the face of the knowledge problem
and the public choice problem.

1. Knowledge Problem

Application of the knowledge problem to consumer regulation requires
a slight change in perspective. The reason is simple: no single consumer is
attempting to diagnose or remedy any of the larger problems that regulation
attempts to correct. At first glance, this may seem to be an admission that
consumer regulation is not capable of addressing these problems, but
Coase,"* Ostrom,"” and others have proven that market imperfections are,
in fact, opportunities to capture value that would otherwise be left on the
table."”® The question, then, is not whether any single consumer can know
enough to diagnose and remedy market imperfections and then remain
nimble enough to adapt to change. Instead, the correct question is whether
market institutions provide effective avenues for market actors to ameliorate
the problem while seeking their own self-interest.

A rational consumer is not driven to solve large problems, but to
flourish."”’ Part of this will be psychic, as individuals “naturally desire not

154. Supra note 21 and accompanying text.

155. Supra note 33 and accompanying text.

156. Kirzner, supra note 7575, at 24-69.

157. Michael J. Perry, Moral Knowledge, Moral Reasoning, Moral Relativeism: A
“Naturalist” Perspective, 20 GA. L. REv. 995, 1021-22 (1986) (“[N]o one has any reason to
do what morality requires except the ‘prudential’ or ‘self-regarding’ reason that doing what
morality requires is somehow constitutive of one’s flourishing”).
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only to be loved but to be lovely,”"** but much of human motivation centers
around assuring material survival.”’ Financial motives will motivate
entrepreneurs to create value from market imperfections.'® Externalities, for
example, are often the byproduct of a wasteful production process, and value
can be captured by the producer who finds a way to use inputs more
efficiently. The Bingham copper mine in the Oquirrh Mountains near Salt
Lake City, Utah, is an example of how this can happen. Mining has been
ongoing there since 1890, when copper began to be extracted,'®' but the
remaining earth was tossed aside. Other minerals and metals made the
leftover dirt dangerous at first,'” but the entrepreneurs running the mine
have, over time, discovered cost effective means of extracting silver, gold,
lead, molybdenum, platinum, palladium, molybdenite, iron, sulfur, sulfuric
acid, and copper in various forms.'® Once all those valuable resources have
been extracted, what is left over is far safer for humans and the
environment.'*!

Other market imperfections can create similar opportunities for
capturing value. One example is the case of asymmetric information.
Information is valuable, but not always easily available to all parties.'® That

158. Smith, supra note 147 . Boycotts of polluters might be seen as a form of consumer
regulation, punishing those who engage in bad behavior. However, boycotts might also be
motivated by things such as partisan rancor, spite, or other unhelpful emotions, so the psychic
aspect of humanity’s desire to flourish confounds the analysis.

159. Smith, supra note 12, at 4-5.

160. E.g., Kirzner, supra note 75, at 187 (discussing the financial incentives for
entrepreneurs to solve the problem of externalities).

161. Louis J. Cononelos & Philip F. Notarianni, Kennecott Corporation, UTAH HIST.
ENCYCLOPEDIA, https://www.uen.org/utah_history_encyclopedia/k/

KENNECOTT CORPORATION.shtml [https://perma.cc/4Y SD-A4PK]. While the first
mining claims in the canyon were filed in 1863, Mining Abstracts, Book A, Salt Lake
County Archives 102 (Sep. 17, 1863), the first underground mining operation commenced
in 1890.

162. E.g., Kennecott Utah Copper LLC, UTAH DEP’T ENV’T. QUALITY (Nov. 6, 2023),
https://deq.utah.gov/businesses-facilities/kennecott-utah-copper-lic ~ (describing  cleanup
efforts required to address the results of “historical mining practices”).

163. Cononelos & Notarianni, supra note 161. See also Turning Slime into Solar Panels,
RioTINTO (May 11, 2022), https://www.riotinto.com/en/news/stories/slime-into-solar [https:
//perma.cc/HH4W-6M4W].

164. See Heavy Metal Poisoning (Toxicity), CLEVELAND CLINIC (July 7, 2022), https://my.
clevelandclinic.org/health/diseases/23424-heavy-metal-poisoning-toxicity [https://perma.cc/
N85J-LMPP] (describing the effects of heavy metal poisoning, including by thallium and
cadmium, two metals extracted by Kennecott’s processes).

165. Information regarding consumer preferences, for example, is valuable to wholesalers
and retailers, but does not naturally exist anywhere but inside individual consumers’ brains.
Each retailer can identify some trends, to the extent that they know the individual purchases
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value incentivizes third party intermediaries to specialize in gathering and
aggregating information, then packaging it for sale to those who would
otherwise not have access to it.'®

Any of these efforts to diagnose or remediate problems in the market
will be incorrect and insufficient, because they will be attempted by
individual market actors, making use of the limited information available to
them. That information will give them the best chance of localized success,
but it will do very little, at the outset, to improve general market
imperfections. Their relative success or failure, however, will not only
provide them with additional information, allowing them to adjust and
improve, but it will also provide signals to other market actors, who can then
attempt to create substitutes and/or complements to the initial efforts.'”” Over
time, the combined efforts of all market actors will move the market toward
a more efficient outcome.

Consumer regulation cannot achieve the immediate effects of
government regulation, but it has two advantages in the knowledge-problem
space. The first is that it does not require any individual to know all that
would be needed to organize the market in any meaningful way. Instead,
every individual can apply both general knowledge and specific “knowledge
of the circumstances of time and place”'® to address localized issues,
allowing the knowledge problem to be ameliorated through the
experimentation of many market actors. The aggregating and coordinating
institutions of the market—such as the price mechanism—Iead to positive
outcomes that could never have been achieved by a single, concentrated
planning or regulatory effort.'”

The second advantage of consumer regulation in the knowledge-
problem space is that the decentralized nature of the process allows for near
infinite substitution of problem solvers. In other words, if a particular attempt
at solving the problem turns out to be ineffective or inefficient, another
entrepreneur can begin an alternative attempt without waiting for the first
attempt to be abandoned. The second entrepreneur might even use the failing
first attempt as springboard to get the second attempt off the ground. In a

made by consumers over time, but every retailer would love to have a more complete picture
of not only individuals but the average preferences of demographic groups.

166. E.g., Heather Kelly, Google’s Data Collection is Hard to Escape, Study Claims,
CNN BuUS. (Aug. 21, 2018), https://money.cnn.com/2018/08/21/technology/google-data-
collection/index.html [https://perma.cc/YY2T-3BDF].

167. Wolfgang Kasper, Competition, in THE CONCISE ENCYCLOPEDIA OF EcONOMICS 73-
75 (David R. Henderson, ed. 2008) (describing the constraints on sellers in a competitive
market).

168. F. A. Hayek, The Use of Knowledge in Society, 35 AM. ECON. REV. 519, 522 (1945).

169. See, generally, Read, supra 49.
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regime of government regulation, one approved path forward will be
declared, and while that path might be altered if it turns out to be ineffective
or inefficient, the individual or group that chose the original path will have
to acknowledge the error, fighting against confirmation bias the entire way.

2. Public Choice Problem?

The public choice problem arises from the natural tendency of humanity
to seek personal benefits. By itself, that tendency isn’t destructive, because
it can be channeled into productive behavior, as it is in markets.'”” It becomes
destructive when personal benefit is sought at the expense of others. Many
of our criminal prohibitions are attempts to curtail any incentive to extract
value from others by force.'” A number of our legal defenses to contract
enforcement operate on the same motivation.'’> When the government uses
force to enrich some at the expense of others, we call it rent-seeking, and it
is just as wrong, if not always illegal.

Rent-seeking and regulatory capture are possible only when the
government announces an intent to centralize regulatory power in the hands
of certain individuals. The distortions that arise and the costs that are
imposed on society are derivative of that initial decision to identify a locus
of power that will make regulatory decisions. It matters little which group
receives that concentration of power, for the result will largely be the same.
In the case of consumer regulation, there is no locus of power, and therefore
no decision maker to capture.

In order to contrive an outcome in markets, one would need to capture
every market participant—an impossible task. In order to erect barriers to
entry, one would need agreement from not only all existing producers but
every potential producer.'” It is possible for barriers to entry to emerge in

170. Smith, supra note 12, at 26-27.

171. See, generally, Alex Raskolnikov, Criminal Deterrence: A Review of the Missing
Literature, 28 Sup. CT. ECON. REvV. 1 (2020) (describing the existing literature on the
deterrence of criminal behavior by criminal sanctions).

172. Duress, predominantly, which renders unenforceable a contract entered into under
threat of harm. E.g., Kaplan v. Kaplan, 25 I11.2d 181, 185-86 (1962) (“Duress has been defined
as a condition where one is induced by a wrongful act or threat of another to make a contract
under circumstances which deprive him of the exercise of his free will, and it may be conceded
that a contract executed under duress is voidable.”).

173. WiLLiaM J. BaAumoL, JouUN C. PANZAR, & ROBERT D. WILLIG, CONTESTABLE
MARKETS AND THE THEORY OF INDUSTRY STRUCTURE (1982) (describing how participants in
a competitive market compete not only against existing players but also anyone who might be
enticed to enter the market by high profits).
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markets, but only when the fixed costs of production are extremely high.'™
Because consumers, in their regulatory role, are willing to reward producers
who defect from collusive agreements, there will always be strong incentives
to defect'” and provide consumer regulators with lower prices, new and
better products, or other innovations.

Barriers to entry are rare when consumers are trusted to regulate; if
competition is meager in a particular market, a useful first step would be to
look for existing regulations that may have kept out potential new
competitors.'’® If no prior government action can be found which has led to
barriers to competition, government regulation might be capable of breaking
down those barriers and improving competition. In doing so, it is worthwhile
to consider aiming not at some point of theoretical efficiency, but merely to
free up consumer regulation, by removing barriers.'”” Innovation will be
higher, with consumers well-rewarded for their regulatory efforts.

Consumer regulation requires accepting existing market imperfections,
and that comes with costs—sometimes significant ones. At the same time,
consumer regulation has the potential to mitigate or avoid the knowledge
problem and the public choice problem, which impose their own costs. It is
impossible to state, generally, whether consumer regulation or government
regulation will achieve the superior results for society, and the question
becomes increasingly complex when we consider that there is significant
space between the extremes of pure consumer regulation—competitive
markets—and pure government regulation—command and control. In that
space lives industry regulation, the subject of the following section.

II. INDUSTRY SELF-REGULATION

Individual firms, operating in a competitive market, will regulate their
behavior in response to consumer demand and other market signals. For
example, firms do not charge the highest price possible, but only what
consumers will pay.'” Likewise, firms generally spend more than the bare
minimum of resources on their products’ quality because consumers demand
higher levels of quality and will reward those firms that provide it with

174. David R. Henderson, Natural Monopoly, LIBR. ECON. & LIBERTY,
http://www.econlib.org/library/Enc/Monopoly.html [https://perma.cc/QSA4-LWK2].

175. Andrew R. Dick, Cartels, in THE CONCISE ENCYCLOPEDIA OF ECONOMICS 61-63
(David R. Henderson, ed. 2008) (describing the pressures to defect from a cartel).

176. C.f., Coase, supra note 21, at 28 (describing the potential for current obstacles to
efficient transactions being previous government action).

177. 1Id. See also Kidd, supra note 23, at 150-51.

178. C.f, Kasper, supra note 167.
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greater sales and profits.'”” Because even competitive markets can exhibit
imperfections, however, this basic form of firm self-regulation may be
insufficient, and some form of collective action may be value-enhancing.
The previous section described the benefits and costs of choosing that route,
but it is possible to have collective regulatory action that does not utilize the
full coercive power of government. Instead, firms may act collectively,
independently or in collaboration with government, to curtail market
imperfections.'*

As a preliminary matter, we should dispense with some confusion
around the idea of collective action. Many readers, when seeing that term,
will assume that means government must act,'*' but that need not be the case.
Some readers will recognize that collective action often occurs without
government involvement in the context of labor negotiations, going by the
related term of “collective bargaining.” Groups of various sizes, ranging
from intimate—the family—to global, act collectively to achieve common
goals. Proponents of government action may claim that only government can
overcome the free-rider problem, but the incentive for free riders need not be
fatal to private collective action.'” Moreover, given the high costs that
government regulation can generate,' government regulation may be the
least efficient and effective form of collective action, and that reality should
motivate a sincere search for alternatives. The following discussion begins
that search.

A. A Self-Regulation Taxonomy

In order to begin considering alternatives to government regulation, we
must first map out some of the territory that spans the gap between
government regulation and consumer regulation in competitive markets. At
one end of the spectrum, just a step removed from government regulation,
members of a regulated industry might be enlisted to help enforce the
regulatory regime which governs them. This choice could be made for the
purpose of economizing on scarce government resources that would

179. Id.

180. E.g., Ostrom, supra note 33; Ronald H. Coase, The Lighthouse in Economics, J. L. &
Econ. 357 (1974).

181. Offering government as the vehicle for collectively solving problems need not be
motivated by a desire to actually solve problems. FREDERIC BASTIAT, THE LAW (2013) (“The
state is the great fictitious entity by which everyone seeks to live at the expense of everyone
else”).

182. ANTHONY DE JASAY, SOCIAL CONTRACT, FREE RIDE: A STUDY OF THE PUBLIC-GOODS
PROBLEM (Liberty Fund, Inc. 1989); Coase, supra note 176.

183. Supra, at Section Oand C.
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otherwise be needed for enforcement. Regulatory choices have been made
by government, but enforcement will be left to those most directly impacted
by the regulations.

On the other end of the spectrum, nearest to consumer regulation, is
where localized collective action may arise to deter inefficient behavior. For
example, certain producers might perceive that one of their colleagues in the
industry has begun harming consumers in a way that will not only harm the
wrongdoer but will generate negative reputational pressures on every
industry participant. Rather than accept the costs which the wrongdoer seeks
to impose on the industry, members of the industry can band together to
freeze out the wrongdoer before too much damage can be inflicted. If
industry members can act collectively to curb the socially-undesirable
behavior at a sufficiently low price, then each incumbent’s gain—from
removal of negative reputational pressures—would outweigh each
incumbent’s pro-rata share of the cost of collective action.

Moving inwards from the ends of the spectrum will eventually lead to
areas of overlapping characteristics but, as a general proposition, those
interventions closest to government regulation will have, as a defining
characteristic, the ability to use the coercive power of government. This
power will diminish as the regulatory regime moves away from government
regulation and towards consumer regulation. Closest to government
regulation, therefore, industry participants who engage in the regulatory
process will be collaborating with the government in achieving the
government’s regulatory aims. In the case of negotiated rulemaking,
members of the industry will take an active role in determining how the
regulations will be written,'™ but may not have a role to play in actual
enforcement. Alternatively, the government might rely heavily on industry
for enforcement, as with the Financial Industry Regulatory Authority, or
FINRA.'®

Closest to consumer regulation, industry participants will be engaged
in cooperative ventures among themselves, but largely without access to
government authority. One form of cooperative effort is the standard-setting
organization, or SSO,'"™ which establishes minimum standards for an

184. Cary Coglianese, Assessing Consensus. The Promise and Performance of Negotiated
Rulemaking, 46 DUKE L.J. 1255, 1256-57 (1997).

185. The FINRA website describes itself as “a government-authorized not-for-profit
organization that oversees U.S. broker-dealers.” See About FINRA, FINRA,
https://www finra.org/about [https://perma.cc/N6FZ-TWE9].

186. One such organization is Underwriters’ Laboratories, which is most well-known for
its certifying that electrical equipment meets safety standards. See UL Research Institutes, UL
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industry. Generally, these organizations exist primarily as an informational
aid to consumers, since no producer is required to submit its products to the
SSO for approval.'”’ Other self-regulatory organizations—sometimes known
as SROs—establish standards and grant membership only to those industry
participants who meet those standards.'** Similar to an SSO, membership in
an SRO—the Better Business Bureau, for example—is intended to signal
certain characteristics to consumers. The primary distinction between the
two is the enforcement power available to the SRO.

Before proceeding, it is important to note that not every use of
government authority will necessarily fall on the far extreme of our
spectrum. That is reserved for direct government regulation, but government
may be involved in other ways. Some ways that government can become
involved will be passive, such as the use of the judiciary in tort lawsuits,
forcing tortfeasors to internalize externalities."®” Other areas of government
involvement will be quite active, such as antitrust interventions to prevent
accumulation of harmful market power.”” Tort lawsuits are brought by
individuals and will therefore be further removed from government
regulation than antitrust enforcement, which might be triggered by a private
complaint but will bring to bear a good deal of the government’s coercive
power.

B. Industry Self-Regulation and the Knowledge Problem

The knowledge problem arises from the complexity of the world in
which regulators, of any sort, must operate.”' Merely understanding the
natural world is often a challenge that occupies scientists for decades, as they
search for answers. When the task is understanding the motivations of
individuals who operate within the natural world, science can no longer offer

RScH. INST., ul.org [https://perma.cc/ZL2N-E9PC]. Just look at the plug on most electronic
devices, and you’ll see the stylized UL, indicating that the device meets minimum safety
standards.

187. Mark A. Lemley, Antitrust and the Internet Standardization Problem, 28 CONN. L.
REv. 1041, 1081 (1996) (distinguishing between “voluntary” SSOs and “prohibitory” SSOs,
those that have “the power to bar a product from the market directly”).

188. See e.g., American Council of Life Insurers, Who We Are, AM. COUNCIL LIFE INS.,
acli.com/about-acli/who-we-are [https://perma.cc/8WKX-592D].

189. Giuseppe Dari-Mattiacci, Negative Liability, 38 J. L. STUD. 21, 22 (2009) (“[T]ort
liability may be regarded as a way to internalize negative externalities.”).

190. William F. Shughart 11, Antitrust Agonistes, 17 J. L. ECON. & POL’Y 646, 647 (2022)
(“[Alntitrust serves to foster and preserve competitive market conditions... in the
mainstream view, by restraining certain business practices and preventing unwelcome
accumulations of market power.”).

191. Supra, at Section B.
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definitive answers, and good solutions may be impossible to identify.'”

Replacing government regulators with industry participants does not make
the natural world any easier to understand, and it certainly does not change
the nature of human motivations. The knowledge problem, therefore,
persists, though it may be possible market participants have advantages over
an external enforcer of rules—the government—when it comes to
diagnosing or remedying problems, or in remaining sufficiently nimble to
react to the world’s inherent dynamism.

1. Diagnosis

Problems with diagnosis of any problem can arise from one of two
sources. First, the problem itself can be of sufficient complexity that
diagnosis is inherently difficult. Second, the diagnostic method may be
incapable of assimilating information relevant to the diagnosis. The
problems that give rise to a demand for regulation remain complex,
regardless of who is tasked with correcting any market imperfections. The
diagnostic process, however, may be marginally improved by removing it
from the seeming order that is promised in the halls of government and
returning it to the apparent chaos of the market. This may seem
counterintuitive if one believes that order may be externally imposed on the
complexity of the market, but that is merely an illusion.

Industry participants operate inside the complexity of markets."”* Their
ability to make a profit and stay solvent requires that they accept the nature
of the apparent chaos of their environment."”* To be clear, the complexity
does not become less for their being inside it. Nor does being an industry
participant grant a greater capacity for understanding the complexity. Rather,
their advantage over government regulators arises from their willingness to
accept the complexity and remain observant for those actions that seem to
offer marginal improvements, over time.'” Accepting the nature of market

192. Hayek, supra note 49, at 521.

193. ISRAEL M. KIRZNER, MARKET THEORY AND THE PRICE THEOREM 2-3 (2011) (“To the
casual observer, market activity seems to be a bewildering and uncoordinated mass of
transactions. . . . Transactions may involve any of innumerable commodities or services, they
may involve any of a wide range of quantities and qualities, and they may be concluded at
any of a wide variety of prices”).

194. Id. at 3 (“Economic analysis reveals that this seeming chaos in the activity of market
participants is only apparent. In fact, analysis shows that the exchanges that take place are
subject to definite forces at work in the market”).

195. According to Kirzner, supra note 75, entrepreneurs are not a separate class of
individuals, but include all market participants, each of whom is capable of identifying
opportunities for gain.
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complexity also allows participants to make use of signals within the
chaos—the price mechanism being the most obvious.'”®

Industry participants, unlike government agents, also have strong
incentives to understand the nature of the industry to be regulated, including
how other market participants—consumers and producers—are likely to
react to regulatory changes. To survive, they must develop an ability to
anticipate and react to changes in the marketplace, including changing
consumer desires and shifting costs. They must, in other words, be
accustomed to recognizing and utilizing market signals.

Market signals transmit information to market participants on a
continual basis. This provides an advantage over government regulators,
who largely rely on aggregate measures, provided intermittently through
mandated disclosures from regulated entities or the government’s own data
collection.”” Even with this continuous stream of signals, market
participants will regularly fail to accurately diagnose their individual
problems and will be forced out of business. Fewer incentives exist for a
single market participant to diagnose problems that extend beyond the ability
of the individual participant to solve.'”® Nevertheless, access to market
signals is a powerful advantage. If market participants were tasked with
identifying and diagnosing market problems, market signals would allow
them a marginal advantage over government regulators.

Marginal improvements in diagnosis may therefore be possible as the
regulatory regime shifts away from government regulation. Collaborative
self-regulation, because it implements government policy preferences and
uses government’s coercive power, will see minimal, if any, improvement in
diagnostic reliability. To the extent that society is willing to countenance a

196. Read, supra note 48.

197. As but one example, public companies are required to file quarterly reports on Form
10-Q and annual reports on Form 10-K, as well as periodic reports on Form 8-K upon the
occurrence of qualifying events. See Securities & Exchange Commission, Exchange Act
Reporting and Registration, SEC (Apr. 6, 2023),
https://www.sec.gov/education/smallbusiness/goingpublic/exchangeactreporting
[https://perma.cc/OW5SH-6XYX].

198. For example, a manufacturer might face difficulties in making and delivering
product, given a degrading infrastructure. The state of the infrastructure is likely the result of
political gridlock, something beyond the purview of a simple manufacturer. As a result, the
individual will not spend time or resources identifying the exact cause of the problem, instead
just making the best of a bad situation. This is the converse of the standard “diffuse-costs,
concentrated-benefits” problem from public choice economics, in which a small group gains
the benefit while all pay the cost. E.g., MANCUR OLSON, THE LOGIC OF COLLECTIVE ACTION
(1971). When the benefits of solving the problem are diffuse—all will benefit—it will be
much harder to convince any private individual to incur the costs. E.g., Susannah Camic Tahk,
Making Impossible Tax Reform Possible, 81 FORDHAM L. REv. 2683, 2698 (2013).
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shift toward cooperative self-regulation, however, improvements in
diagnosis should be possible.

2. Remedy and Reaction

Once diagnosis has occurred, the regulator must attempt to remedy any
existing problems. Industry participants have a marginal advantage over
government regulators in diagnosis because they receive feedback from
market signals, but does that advantage carry over to the remedial process?
In the short run, the answer is no, due to the nature of market processes.
However, in the long run, market signals will again give collaborative or
cooperative self-regulation an advantage over pure government regulation.

The advantage of market processes over central control is the feedback
mechanisms that allow market participants to alter course when meaningful
change occurs within the market system. If the price is too high, for example,
there will be greater supply than demand—a surplus—which will cause
suppliers to cut back on production and lower their prices to sell off
inventory.'” So, prices being too high results in prices being lowered, even
if the market participants are completely unaware of the glut in the market.
The converse will be true if prices are too low, with demand exceeding
supply—a shortage—which will result in greater production at a
corresponding higher marginal cost.””

A government regulator and industry self-regulator will occupy the
same space upon primary implementation of a suggested remedy. Both will
make their best guess as to the appropriate remedy, and then wait for market
feedback. An industry self-regulator may have a slight advantage derived
from a more accurate diagnosis of the problem, but if diagnosis is taken as
given, and remedy considered independently, there will be no inherent
advantage to the industry self-regulator at the moment of primary
implementation, because feedback mechanisms may take some time to
provide their signals.””'

Once past that initial implementation, however, the advantage of the
industry self-regulator returns. The self-regulator—collaborative or
cooperative—is in a position to receive market signals on a continual basis.
Government regulators, standing outside the market, will not receive market
signals in a timely manner, if at all. All initial regulatory solutions, including

199. Kidd, supra note 37, at 588-89.

200. Id. at 588.

201. Prices, for example, do change in response to changing market conditions, but they
change one seller at a time, in response to the individual conditions faced by the seller. The
aggregate effect is largely efficient, but aggregation does not happen instantaneously.
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those from consumer regulation,”” are virtually certain to be wrong at the
beginning. The question, therefore, is which form(s) of regulation are most
capable of receiving and reacting to feedback regarding how the initial
regulations were wrong, and in what direction.

Government regulators are largely insulated from market feedback,
while consumer regulators are steeped in it. Self-regulators receive market
feedback to the extent that they are free to do so, which means that
collaborative self-regulators, being limited by the constraints of the
government regime with which they collaborate, will have a natural
disadvantage. Nevertheless, cooperative self-regulators are free to fashion
their regime however they wish and may choose to do so in a way that will
insulate them from market signals.

C. Industry Self-Regulation and Public Choice

The public choice problem arises when collective decisions are capable
of being subverted to private ends.”” The greater the power of the decision
maker, the greater the rents to be sought. The greater the disconnect between
the people and the decision maker, the more likely rents can be bestowed
without consequences. Government regulation is subject to strong public
choice pressures because of: 1) government’s monopoly on coercive force;
and 2) the fact that regulatory choices are typically made by decision makers
at least two steps removed from the electorate.”” Conversely, consumer
regulation is decentralized, individualized, and voluntary, making rent-
seeking a wild goose chase. Industry self-regulation requires more complex
analysis, given the broad spectrum of self-regulatory regimes that can be
adopted.

Entering the self-regulatory spectrum from the realm of government
regulation, the regulatory process is more likely to be a delegation of
government power to the industry.”” The regulatory power of the

202. See discussion at supra Section 0.

203. See discussion Supra Section 0.

204. When democratically elected officials invoke the government’s coercive power, they
must calculate the risk of losing power during the next election. When a Cabinet-level official
invokes that power, the President that appointed them will be ultimately responsible for the
decision, reducing the cost to the decisionmaker. Most regulatory decisions are made by
functionaries in the U.S. Civil Service, answerable to a chain of command that will,
eventually, answer to the President. Any public accountability, however, is reduced, and the
costs of being captured decline while the benefits remain the same.

205. That delegation can serve many purposes. The government might view it as a cost-
saving measure, for example, or it may be an attempt to avoid unnecessary antagonism
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government is still in effect, and the industry members who would be making
regulatory decisions are still disconnected from voters, so rent seeking is still
likely. Entering the field from the opposite end, nearest to consumer
regulation, industry self-regulation may be an attempt to forestall
government regulation. Without the coercive power of government, the
opportunities for rent-seeking will be lower, but industry self-regulation can
still erect barriers to competition.

Regulation, of any sort, erects barriers to certain behaviors—typically
the most preferred’”*—so regulatory intervention will raise the cost of doing
business. The regulatory process, if it extends beyond a single individual or
firm, will provide opportunities to raise the cost of doing business more for
others than for those making the regulatory decisions. In that way,
regulations can give rise to barriers to entry, even when the coercive power
of government is absent.

1. Regulatory Capture

When considering regulatory capture in the context of industry self-
regulation, it is important to reconsider the meaning of the term “capture.”
Depending on the regime adopted, there may not be an official regulatory
body to be captured. At the collaboration end of the spectrum, for example,
the industry is likely to be working with the government, exercising the
government’s coercive power to make regulatory determinations.””” At the
cooperation end of the spectrum, however, there may be only a handful of
industry participants working together to achieve some end. Calling it
regulatory “capture” may be partially misleading,”” but the fact remains that,
irrespective of the mode of regulation, the outcomes can always be tailored
to benefit a subset of the regulated industry, typically at the expense of
consumers.

The rent-seeking efforts will be roughly proportional to the size of the

between regulatory body and regulated industry. One interesting, and undertheorized,
possibility is that delegation of regulatory power might be the price extracted by the industry
in exchange for more accurate information.

206. E.g., Stigler, supra note 9, at 13 (describing occupational licensing requirements as a
barrier to entry). After all, it is unlikely that anyone will voluntarily choose their least-
preferred path or, in the case of a business, the most expensive path.

207. FINRA, the Financial Industry Regulatory Authority, is the most obvious example.
See supra, note 185.

208. See e.g., Cass Sunstein, Stigler’s Interest-Group Theory of Regulation: A Skeptical
Note, in GEORGE STIGLER 50 YEARS LATER: REVISITING THE THEORY OF EcCONOMIC
REGULATION (2021), https://www.promarket.org/wp-content/uploads/2022/06/CBP2121-
Stigler-50-Year-singlepages-061422.pdf. [perma.cc/PSA6-LBCA].
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potential rents.*” In turn, the potential rents will be proportional to the
amount of power possessed by the decision maker.”'’ That power will
generally be at its maximum where government coercive power is exercised
to the fullest extent allowed under governing law, both statutory and
constitutional”'" It will diminish as the regime moves away from coercive
power, through collaborative self-regulation to cooperative self-regulation,
and eventually to consumer regulation. At the point where markets are
competitive and voluntary, there is no coercive power and, therefore, no
potential rents to be sought.

Though rent-seeking efforts will be roughly correlated with the power
of the decision maker, the overall level of rents extracted need not be
similarly correlated. The reason why is that the dynamics of the regulatory
process change immediately upon leaving the province of pure government
regulation. As a general rule, each industry participant would prefer its
individual preferences be adopted by the regulator. In an industry with high
market concentration in a single producer, the dominant producer might even
get its wish.”'” In all other circumstances, however, some amount of coalition
building will be required, and those dynamics will affect the total rents
extracted.

Suppose a captured government regulator is faced with a policy
decision, and the regulator is considering adopting a regulation that
commands support from industry participants that, combined, possess less
than a majority of the industry’s total market share. If adopted, that
regulation will face significant opposition from within the industry, which
could lead to reduced cooperation from disgruntled industry participants and
make the regulator’s job more difficult. Disharmony within the industry also
creates the potential for public controversy, which could bring attention to
the captured status of the regulatory body, disrupting the benefits of capture
for the entire industry. Knowing the potential costs of such a policy, the

209. C.f., Tullock, supra note 109 at 228 (“One would anticipate that the domestic
producers would invest resources in lobbying for the tariff until the marginal return on the last
dollar so spent was equal to its likely return producing the transfer”). See also id. at 230 (“Over
time the interaction between the investment in locks, the payoff on lock picks and the
investment in nitroglycerine and safes would come to equilibrium”).

210. This logically follows from the fact that imperfections in the barriers to entry will
require us to discount the value of the monopoly rents from the barriers to competition. The
stronger the power of the decision maker, the stronger the barriers to competition. Stronger
barriers mean a lower discount and a corresponding larger pool of monopoly rents, which
induces greater rent-seeking.

211. One argument in favor of strict constitutional limitations is the derivative limitation
on the size of rents and, therefore, the distortions arising from rent-seeking.

212. See infra notes 223, 224 and accompanying text.
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industry will avoid proposing regulation unless it garners at least a majority
of the industry’s total market share.

The costs associated with disruptions and dissent within the regulated
industry will be diminished for regulations that capture larger and larger
majorities of the industry. A regulation that garners the support of a bare
majority of the industry, therefore, will not be proposed or adopted, because
the costs to the regulator and the industry will be too high.”"> Regulations
that have the support of 75-90% of the industry, however, are far more likely
to be promulgated.

The range of policies, then, that can practically be adopted by the
government regulator, upon the command of the regulated industry, is a
subset of the entire range of policies that the regulator is empowered to
promulgate. The more fractured the industry, the smaller the practical range
of captured regulations, while on the other extreme, a monopolist would
simply command its entire set of policy preferences to be promulgated.
Furthermore, a greater range of captured regulations translates into higher
barriers to competition for the industry, which means that an industry with
meaningful market concentration will be better able to use government
regulation to further cement its advantage over consumers.

A shift in the regulatory regime to collaborative self-regulation will
lower the threshold for adoption of policy preferences to something closer to
a bare minimum because the industry will have a formal role in the regulatory
process. Understanding how this works requires remembering that, when we
say that “the industry” is involved in a formal way, we are utilizing a figure
of speech, because there is no single entity that controls all portions of the
industry. Instead, there are likely any number of end-producers, along with
a host of firms that provide key inputs, transportation providers, retailers,
and so on.”"* When the government lends its coercive power to “the industry”

213. The one exception to this rule would be a case where log-rolling, or vote trading, is
present. E.g., F. Andrew Hessick & Jathan P. McLaughlin, Judicial Logrolling, 65 FLA. L.
REv. 443, 446-47 (2013) (describing vote trading among judges). It is possible that multiple
policies that command approval from sizeable minorities, but which are not strongly opposed
by any, might be included in order to build a larger coalition, increasing the power of the
industry over the captured regulator and the resulting rents to the industry.

214. As but one possible example, consider the automotive industry. Not only are there
multiple automakers (General Motors, Ford, Chrysler, to name but three domestic
producers), but the industry also includes retail dealers, auto transport companies, and
manufacturers of various key components (engines, transmissions, tires, etc.). £.g., Jacob
Bogage & Aaron Gregg, Car Dealers Are Raising Prices. Automakers Are Pushing Back.
Consumers Are Stuck in Between, WASH. POST (Feb. 12, 2022),
https://www.washingtonpost.com/business/2022/02/12/ford-gm-dealer-markups/
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for the purpose of formulating regulatory policy, it is lending its power to
some subset of the industry.

Returning to the analysis above, we can see that, so long as the subset
is less than the full industry—as it must be, given the difficulty of
aggregating the will of the full industry—the percentage of the industry that
must approve of the regulation will be smaller. From a pure numerical
perspective, if a bare minimum is required for promulgation, pure
government regulation will choose from those regulatory options that
command at least 50% of the industry subset participating in collaborative
self-regulation. If that subset is only 60% of the total industry, then the range
of regulatory options changes to those approved by a majority of the subset,
or 30% of the industry. From the previous analysis, something greater than
a bare majority will be required, but even unanimity of the subset might be
a smaller group than the threshold approval needed from the entire industry.

Now consider that, under certain forms of collaborative self-regulation,
the government passes all of its regulatory power to the industry for at least
some regulatory functions. In that circumstance, there is no risk associated
with the public discovering that the regulatory process has been captured.
After all, for collaborative self-regulation to be implemented, lawmakers
and/or regulatory leadership must have already contrived explanations for
why the industry should oversee the regulations.”’> When the decision
maker—in this case, the industry subset—need not fear public controversy
about a captured regulatory process, the decision maker need not limit its
choices to those commanding a sizeable majority. Instead, the acceptable
range begins with something closer to a bare minimum.

Lowering the threshold will increase the range of regulatory barriers to
competition, increase the rents to the industry—particularly those who stand
to gain from the narrowed range of regulatory choices—and augment the
imposed market imperfections. In the long run, all these effects could be
magnified, as the majority that has imposed its preferences uses the
regulatory power to force out of the industry subset some of the dissenting
minority. Doing so will increase not only the regulatory power of those
remaining but, in the long run, the market power, as well. What begins as a
smaller majority of the industry subset can easily become an absolute
majority in the industry, as the barriers to competition drive out existing

[https://perma.cc/N53E-PVNA]; Ove Brandes, Staffan Brege & Per-Olof Brehmer, The
Strategic Importance of Supplier Relationships in the Automotive Industry, 5 INT’L J.
ENGINEERING BUSs. MGMT. (2013), https://journals.sagepub.com/doi/epub/10.5772/56257
[https://perma.cc/3BKG-E3A2].

215. The knowledge problem, see discussion supra Section 0, providing one possible
justification, but not the only one.



2024] NO PERFECT SOLUTIONS 499

market participants and deter future potential entrants.

On the other end of the self-regulation spectrum, the cooperative model
will exhibit less—but not zero—rent seeking. Industry participants will have
banded together to correct perceived problems. Without the government’s
legal power to coerce behavior, there is less opportunity to turn collective
action into private gain. Of course, cooperative self-regulation is, by
definition, collusion between members of the same industry. Unless our
antitrust theories are completely mistaken, that collusion raises the risk of
anti-competitive harm.”'’

2. Barriers to Entry

Barriers to entry, as described supra,”’’ are anti-consumer and anti-
human-flourishing. As such, they should be avoided wherever possible, and
they should be considered a factor mitigating against adoption of a regulatory
regime that makes their creation more likely. Is self-regulation that kind of
regime? The answer appears to be yes, although with important caveats.
Moving from consumer regulation to cooperative self-regulation increases
the amount of external regulation, at least marginally, and so will increase
barriers to entry. Perhaps more surprisingly, a shift from full government
regulation to collaborative self-regulation also increases the likelihood of
barriers to entry, both quantitatively and qualitatively.

3. Cooperative Self-Regulation

Consumer regulation is inherently decentralized, with individuals and
firms regulating themselves and others through their choices of transaction
counterparties. Any individual—we’ll call her market participant #1, or
MP;—acting alone, has power only to withhold her own transactional power,
severely limiting her ability to impact the entire market. MP; has no ability
to tell a potential counterparty—we’ll call her market participant #, or MP,—
how to operate; MP; can only send indirect signals by refusing to transact if
MP, doesn’t operate as MP; prefers. MP; has no ability to impose taxes or
other fees on MP,; MP; can only express her preferences, which might
include higher-priced goods, but MP, is free to eschew a higher-value
transaction for any reason. Just as importantly, MP, is also a market
participant, free to exercise her transactional power according to her own

216. E.g., D. Daniel Sokol, Debt, Control, and Collusion, 71 EMORY L.J. 695, 705 (2022)
(“At the firm level, in the typical setting of collusion, shareholders have an incentive to have
their firms engage in anticompetitive conduct”).

217. See supra Section 0.
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preferences. If MP,, is spurned by MP; without cause, MP, can simply move
on to the next available counterparty, of which there will be many in a
competitive market.

We leave the realm of consumer regulation behind, however, when
market actors begin to work together to solve some perceived problem. As
MP; begins to work with another market participant (MPy), their ability to
affect the market increases at least proportionally to their combined
purchasing power, and could increase at an increasing rate, if the cooperation
occurs between members of the same industry. This last effect occurs, to the
extent that it does, because cooperation between industry members makes it
marginally less likely that there will be an available counterparty for MP, to
turn to. In the past, if MP; spurned MP,, the latter could simply buy from, or
sell to, MP,. Now that MP; and MP, have joined forces, MP, has one less
option. As the group of coordinating industry members grows, the options
available to MP,, continue to shrink. This, in turn, begins to allow the industry
members to impose some additional burdens on MP, and other similarly
situated individuals.

It is easy to envision the kinds of burdens which will be imposed by
sellers on buyers, in this circumstance. Higher prices, for example, or lower
quality, are two common complaints about industry collusion.”'® Setting
aside those legitimate concerns for a moment, consider instead how the
ability of industry participants to impose burdens on others includes burdens
on potential competitors in the market. As the colluding group grows, it can
begin to declare standards for the industry, and the public perception that
those standards must be the right way to do things will place pressure on all
industry members to adopt them.*" Even if those standards are motivated
purely by a desire for the public welfare—and the natural self-interestedness
of human beings makes that unlikely—those standards will disincentivize
innovation, because something that runs counter to industry standards will
be disfavored.

It is important to note, therefore, that while cooperative self-regulation
lacks the coercive power of the state, there are reputational factors that
function in parallel manner. Those reputational factors vary, but they all
share the characteristic that a reputational penalty can be imposed—or a
reputational benefit withdrawn—if an industry member diverges from the

218. E.g., In re Brand Name Prescription Drugs Antitrust Litigation, 186 F.3d 781, 787
(7th Cir. 1999) (“[TThis would suggest that higher prices to pharmacies are the product of
collusion.”).

219. Cf., Marc A Rodwin, Consumer Protection and Managed Care: Issues, Reform
Proposals, and Trade-offs, 32 Hous. L. REv. 1319, 1378 (1996) (“In time, market pressure
could induce still others to adopt such programs until they become industry standards.”).
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prescribed path. Some examples would be: 1) a voluntary certification that
is perceived by the public as representing best practices in the industry;** or
2) membership in a group™’ that has public respect. Obtaining—or avoiding
losing—either one is costly, and therefore can operate as a barrier to entry.

This should not come as a surprise, as these reputational factors are a
primary component of consumer regulation, and one of the reasons that
consumer regulation works as well as it does. In the realm of cooperative
self-regulation, those reputational factors cease to be decentralized and
organic, however, and begin to be part of a planned response to perceived
problem. Centralized planning increases the speed at which changes can be
realized, but it is also subject to rent-seeking and other distortionary forces,
so coordinated self-regulation will begin to suffer from a milder version of
the maladies inherent in government regulation.

Before proceeding to a discussion of collaborative self-regulation, it
may be helpful to illustrate the way in which self-regulation can transition
from cooperative to collaborative. As discussed in this section, voluntary
standards have a form of enforcement power. Imagine, for example, an
industry group that defines a set of standards for electrical devices, intended
to establish best practices. Upon meeting these standards, a firm’s products
will be certified by the industry group, providing consumers with
information relevant to their purchasing decisions.”*

Now consider the decision that must be made by a firm that wishes to
enter the industry. Before the certification, a firm wishing to enter the
industry would need to identify a product that consumers would be willing
and able to purchase, then find a way to produce it with a combination of
price and quantity that would match consumer preferences and budget
constraints. Most of that calculation remains unchanged after the advent of
the certification, but not all. The production decision now includes one
additional constraint—that of the certification. If that constraint is binding,
then the firm cannot choose the most profitable path, reducing the incentives
to enter the industry. As a result, competition will be lower, consumer
surplus reduced, and profits higher for those whose production process
already included that which allows them to obtain the certification at a low

220. Supra note 186.

221. E.g., The Better Business Bureau.

222. E.g., Siona Listokin, Industry Self-Regulation of Consumer Data Privacy and
Security, 32 J. MARSHALL J. INFO. TECH. & PRIVACY. L. 15, 16 (2015) (“[S]elf-regulation can
provide a market solution to information asymmetries between firms and consumers by
differentiating companies’ data privacy and security performance.”).
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223
cost.

It might be argued that the certification is voluntary, and so should not
meaningfully obstruct new competition. This argument, however, fails for
two reasons. First, even relatively small barriers to entry will keep out the
marginal entrant and, over time, even small reductions in competition can
have meaningful impacts on competition and consumer welfare. Second, that
voluntary certification just means that it will not be imposed by the coercive
power of government, but an industry majority can impose a de facto
mandate by exploiting the fact that the public cannot easily discern relative
quality. If consumers are convinced that the certification is the bare
minimum required for consumer safety, failure to obtain the certification will
reduce demand for a firm’s products, lowering the price that can be charged
for them. This is the primary mechanism for reducing firm’s profits, even
when the certification is voluntary.

That barrier to entry might be an appropriate tradeoff in the presence of
certain types of information asymmetry. Specifically, if consumers cannot
independently identify the baseline level of safety, they may assume a level
of risk that they never sought or expected, in a market without certification.
Certification provides needed information, allowing consumers to make an
efficient decision about not only product price and quality, but also risk.

That information asymmetry argument, however, cuts both ways. If
consumers are incapable of assessing risk and safety, then they will never be
certain that the certification standard is set at a good faith estimate of a
baseline level of safety. Instead, standards might be set where industry
incumbents will be protected from potential entrants. Notice, too, that true
information asymmetries, as presented by this argument, increase the
likelihood that innovation will be stymied. Even if set in good faith, the
certification will be set at the industry standard, something that a disrupting
innovator will not follow. Any new technology will therefore face a
disfavoring public and will, therefore, be slower to come to market, if it
comes at all. This harms consumers, especially if the innovation was one that
implicated safety. Indeed, in this way, baseline safety standards can inhibit
improvements in safety.

If the standards were not set in good faith, but were intended to raise
barriers to entry, the harm would be even greater. The same barriers to
competition and innovation would exist, but they would not be countered by
improvements in efficiency, arising from a reduction in information

223. C.f. Jeremy Kidd, Fintech: Antidote to Rent-Seeking?, 93 CHL-KENT L. REv. 165,
167 (2018) (“[I]ncreased competition and lower profit margins mean consumers keep more
of their hard-earned money.”).
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asymmetries. Consumers may not be able to discern the motivation behind
the standards, but there are characteristics that, if extant in the cooperative
self-regulatory regime, will make it more likely that the standards are set in
good faith, rather than out of rent-seeking self-interest. As described by one
then-FTC Commissioner, “[I]t is critical that self-regulatory organizations
are funded from a range of sources, with governance and enforcement
mechanisms independent from member companies.””** In other words, a
standard-setting organization will be less likely to participate in rent-seeking
if it does not rely on any industry members, or the industry as a whole, for
anything.

Independent standard-setting bodies are more likely to operate in a
competitive marketplace—that is, a marketplace for standard-setting
organizations. This marketplace is parallel to that in which industry members
operate, allowing competitive forces to discipline the standard-setters.
Reputation in that market will rise and fall with the accuracy of information,
and multiplicity of standard-setters will provide competing information to
consumers about the various standards by which to judge consumer goods.
Standard-setters will have no incentive to cater to any industry incumbent or
incumbents and could even gain a boost in reputation if they could catch a
powerful industry incumbent in wrongdoing.

Finally, it is worth considering how even a voluntary certification
standard might eventually become something else. Public officials,
recognizing that the industry standard has both consumer and industry
support, and wishing to appear responsive to both, will have a strong
incentive to codify the previously-voluntary standards, such as by requiring
the standard to be met in all new buildings.”” The milder form of rent-
seeking that arises in cooperative rent-seeking would then begin to transform
into the more potent version that pertains to government regulation.

4. Collaborative Self-Regulation

Perhaps surprisingly, and as discussed supra,”*° the apex of rent-seeking
behavior may not be full government regulation, but collaborative self-

224. Maureen K. Ohlhausen, Success in Self-Regulation: Strategies to Bring to the Moblie
and Global Era, Comments to the BBB Self-Regulation Conference, at 4 (June 24, 2014).
https://www.ftc.gov/system/files/documents/public_statements/410391/140624bbbself-
regulation.pdf [perma.cc/HDC4-3CBS5].

225. E.g., New York City Building Code Reference Standards, Appendix to Title 27,
Chapter 1, at 9 (referencing Underwriters Laboratory).
https://www.nyc.gov/html/dob/downloads/bldgs code/rs01 rs03.pdf
[https://perma.cc/XJ53-5T6H].

226. See supra notes 71-73 and accompanying text.
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regulation. The reason is that, as government turns to industry for assistance
in achieving its regulatory goals, dominant players in the industry have an
easier time amassing influence over regulatory goals. Eventually, those
dominant players will be able to erect barriers to competition, perhaps even
expelling existing market players.

As collaborative self-regulation increases the barriers to entry,
dominant industry incumbents will be positioned to inhibit innovation, just
as they would have been in the case of government regulation. Because the
level of rent-seeking will be higher, so will the barriers to competition, which
will lead to greater and more rapid market distortions and deadweight loss.”’
In the medium to long run, the higher upper bound of rent-seeking and
barriers to entry mean that there will be greater barriers to innovation.

As a quantitative matter, higher barriers to entry will inhibit innovation
more than lower barriers to entry, but there are reasons to suspect that
collaborative self-regulation will lead to greater qualitative barriers to
innovation, as well. The first is the ability of an industry majority to choose
regulations that punish dissenting members. Not only does that lead to a
faster winnowing of the industry, but it also provides an enforceable
punishment against defecting cartel members.”® An industry member who
chooses to compete against the industry will find itself regulated out of the
industry.

Similarly, an industry member who chooses to innovate within the
regulated sphere may find that regulatory interventions require adoption of
the innovation by all industry members. By itself, that could benefit not only
the industry but also consumers. The problem is that potential innovators will
be less likely to pursue innovations if they bear all the costs while the benefits
are spread across all industry members.””’

Collaborative self-regulation will also inhibit more innovation than
government regulation because of the ability to react quickly to market
signals. That which reduces the knowledge problem for self-regulation may
therefore increase the public choice problem. Under government regulation,
insurgent innovators could rely on the impediments to government
regulation, whether informational or structural—U.S. administrative law, for
example—to create a period in which the innovation would be profitable for

227. See supra note 134.

228. Christopher R. Leslie, Trust, Distrust, and Antitrust, 82 TEX. L. REv. 515, 524-25
(2004) (“Cartel arrangements represent a classic Prisoner’s Dilemma”); Anotol Rapoport,
Prisoner’s Dilemma: A Study in Conflict and Cooperation, in THE NEW PALGRAVE
DICTIONARY OF MONEY & FINANCE 192 (Peter Newman et al. eds, 1992).

229. Russell Hardin, The Free Rider Problem, in STANFORD ENCYCLOPEDIA OF
PHiLOSOPHY (2003).
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the insurgent.”® Collaborative self-regulation eliminates both informational
and structural impediments to regulation, as the industry will receive market
signals and need not abide by the restrictions of the Administrative
Procedures Act and related judicial doctrines.

As the benefits to insurgent innovators is reduced, fewer close
innovations will be pursued. These innovations were likely to be recaptured
by the regulator, eventually, but their introduction to the industry would lead
to their adoption. While not as valuable to consumers as the kind of constant
innovation driven by robust competition, this process would provide at least
some of the innovation benefits of markets. The shift to collaborative self-
regulation further reduces both internal and external innovation, arising out
of more significant competitive barriers than under government regulation.
Finally, the increased agility of the collaborative regime will reduce the
opportunities for even disrupting innovators to escape the regulated sphere.

How severe these costs to innovation will be depends on the exact
nature of the relationship between government regulators and the
collaborating industry. The more directly involved the government
regulators, the greater the coercive power, which would tend to increase the
size of the available rents. However, direct involvement by government
regulators will often mean that there will remain some feedback mechanisms
that will increase the cost of the collaborative regime’s choices to adopt
policies with a narrower base of industry support. Society will bear the
highest costs if government regulators bestow coercive power but are
otherwise removed from decision-making processes. In that case, public
choice pressures will be at their peak, as government will have turned over
the reins of power to the special interests seeking to capture that power.

D. There Are Only Tradeoffs

Markets are imperfect, and so are governments, and each can
theoretically be improved with regulation. However, regulations have their
own costs, and it is not possible, a priori, to anticipate whether the regulation
will yield a net gain or a net loss. That is because there are always
tradeoffs.””' Sometimes, those tradeoffs include unintended consequences,
and sometimes the consequences are fully intended, as in the case of rent-
seeking and regulatory capture. Adding to the list of possible regulatory
solutions increases the likelihood of finding a solution that can be achieved
at minimal cost. The introduction of industry self-regulation as an alternative

230. See supra note 223, at 177, 182-85.
231. See supra note 1.
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regulatory path, therefore, is a potential improvement. It does not, however,
change the foundational reality that there is no single solution, and that
tradeoffs must be considered.

Even the generic term, “industry self-regulation,” is misleading, as
there are at least two major categories within the larger self-regulation path.
Each of those categories, moreover, has wide variety in how to organize the
regulatory process, the means of enforcement, and many other factors. Each
of an almost infinite number of possible paths differs in terms of its benefits
and costs. What all have in common is the certainty that, once consumer
regulation has been abandoned, the knowledge problem and the public
choice problem will make solving market imperfections much more difficult
and complicated than advocates will admit.

III. WHAT CAN WE DO?

What, then, should society do when faced with apparent market
imperfections? The short version is “be careful and be humble,” because the
problem is far more complex than is readily apparent. The path for the
cautious decisionmaker is a Coaseian one. Not the misunderstood “Coase
Theorem,” which relies on low transaction costs, but on Coase’s actual
recommendation in The Problem of Social Cost, that when a decision must
be made, the decisionmaker should be extremely careful in determining the
proper outcome, since future changes will be difficult and any harmful
effects from a bad choice will linger.*”

First and foremost, default presumptions must be set aside so that
decision-makers can have a serious discussion of the costs and benefits of
each regulatory possibility. Each scenario will have characteristics that make
it more suitable for different regulatory paths, so the final choice should be
determined by the overall cost-benefit analysis. Regardless of which
regulatory path is ultimately chosen, society will be better off if it carefully
considers how to empower consumers and lower barriers to competition.

Regulation is often viewed as a means of protecting consumers,”> yet
consumers are not often empowered by government or industry self-
regulation. In the long run, regulatory barriers to competition end up hurting
the very consumers that regulation allegedly sought to protect. A deliberate
consideration of all available avenues for regulation might conclude that

232. R.H. Coase, The Problem of Social Cost, 3 J. L. & ECcon. 1, 19 (1960); Jeremy Kidd,
Kindergarten Coase, 17 GREEN BAG 2D 141, 154 (2014).

233. E.g., Adam J. Levitin, Hydraulic Regulation: Regulating Credit Markets Upstream,
26 YALEJ. REGUL. 143, 143 (2009) (“‘Consumer protection was a traditional element of states’
regulatory power”).
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government or industry self-regulation will lead to a greater net gain than
consumer regulation, but it would be a mistake to ignore the power of
consumers to reward productive, value-creating behavior and punish abusive
behavior. That power should be utilized more frequently in more traditional
regulatory schemes.

One way to empower consumers is to facilitate consumers’ access to
information. Unfortunately, most regulatory disclosure regimes are like
those imposed by securities laws, mandating a host of information without
any evidence that consumers either care or can use that information.”**
Mandatory disclosure regimes are therefore more likely to be the kind of
barriers to entry that stifle innovation and harm consumers, rather than
empowering them. One need only look to the investment banking industry,
dominated by Goldman Sachs and a handful of other firms, to see the very
accumulation of market power predicted by public choice theories.”* The
fact that there is a well-known revolving door between Goldman Sachs and
the Securities Exchange Commission”*—providing SEC employees with
lucrative post-government careers and providing Goldman Sachs with a bevy
of special connections within the agency—is evidence that industry
incumbents, not consumers, are the beneficiaries of the SEC’s disclosure
regime.

A reasoned deliberation over regulatory alternatives should always give
strong consideration to the potential that barriers to entry will be created. If
regulation gives rise to barriers to entry, it will curb competition and generate
further market imperfections, perhaps even greater ones than the regulation
is intended to correct. Government regulation creates a point of friction
between government and the regulated industry, and the industry will exploit
that point of friction to enrich itself at the expense of consumers and society,
at large. Industry self-regulation should be considered just as seriously as
other forms of regulation, but with an appreciation of its diversity.
Cooperative self-regulation is fundamentally different from collaborative
self-regulation, for example, with the latter having a much higher cost,
resulting from handing regulatory control directly to those who wish to use
regulation to enrich themselves at the expense of consumers. Irrespective of

234. E.g., Stephen M. Bainbridge, Mandatory Disclosure: A Behavioral Analysis, 68 U.
CiN. L. REv. 1023 (2000).

235. E.g.,Randal S. Thomas, Stewart J. Schwab & Robert G. Hansen, Megafirms, 80 N.C.
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the regulatory form chosen, care should be taken to craft the regulatory
delegation in a way that will limit the potential for regulatory capture. Doing
so might offer some hope that regulation will not choke off innovation and
progress.

One final word of caution regarding innovation and any attempt to
impose order on the complexity of markets. That word is adaptation, since
the history of humanity is replete with examples of innovation disrupting the
most detailed analyses of the world as it then stood and the future as it is then
likely to become. There is no functional crystal ball, though many
economists and politicians make a fine living pretending that they possess
one. For centuries, most notably starting with Thomas Malthus™’ but likely
predating him, prognostications of humanity’s impending demise have been
rendered moot by the ability of mankind to adapt. To be fair to Malthus, a
prediction of impending starvation would have been in line with the data
available at the time.”® And yet, humanity did not face massive starvation
because agricultural innovations allowed humanity to increase agricultural
production dramatically.”’

Similarly, when Karl Marx argued that capitalism would lead to the
immiseration of humanity,**" his prediction might have tracked well with a
best-fit line through the data of then-recent history. However, he
underestimated the ability of markets to unlock the innovative capacity of
humanity, which allowed it to adapt in a variety of ways. Because of that
capacity for adaptation, humanity has experienced an unprecedented
improvement in the quality of life across all socioeconomic strata.**'

Humanity’s adaptability should encourage caution when advocating for
traditional government regulation, or even industry self-regulation.
Regulation can divert self-interested individuals from their optimum path,
but they will adapt to those restrictions in ways that are not only unknowable
to the regulator, but also to the regulated individual, ex ante, who had no
need to consider suboptimal paths prior to the regulation. Similarly, if left
alone, individuals would have found a way to adapt to the market
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imperfection. Post regulation, the optimum path will have changed, and the
original adaptation may no longer be optimal. It is possible, however, that
the original adaptation would have been more effective and less costly.

Adaptation is a concern parallel to, but separate from, the knowledge
problem, but it operates in the same direction—advising caution in choosing
a regulatory path. The potential for adaptation should not paralyze us into
complete indecision regarding the proper response to market imperfections,
but it should lead us to a greater sense of humility about humanity’s ability
to plan solutions to complex orders.

CONCLUSION

There are simply no perfect solutions when it comes to market
imperfections. The dominant choice for “fixing” markets is government
regulation, but it is an imperfect solution, at best, given its susceptibility to
the knowledge problem and the public choice problem. Regulators simply
cannot know enough to diagnose or remedy the problem, even in a static
world. That the world is dynamic, not static, makes government regulation
even more problematic. Unfortunately, all available alternatives—primarily
collaborative self-regulation and cooperative self-regulation—offer mixed
results when judged by the same criteria. Industry participants are less
subject to the knowledge problem, as they are part of the market and,
therefore, privy to market signals. Industry participants are also less
constrained in their ability to react to those signals, so they are better able to
keep pace in a dynamic environment. Unfortunately, the factors that alleviate
the knowledge problem exacerbate the public choice problem, as industry
members are both prone to seek barriers to competition and, when
empowered by government or internal cooperation, well positioned to do so
when engaged in self-regulation.

Because of these realities, any regulatory solution is likely to not only
be wrong, but to lead to strong barriers to entry that will curb competition
and innovation. Consumers and broad societal interests—usually the
justification for regulation—are harmed as well as aided, and it is impossible
to know whether the net effect is positive or negative.

That returns us to the markets whose imperfections led to demands for
regulation, in the first place. Those imperfections are real and may not be
entirely countered by consumer regulation. Consumer regulation is far more
robust than is commonly understood, as well as being less subject to the
knowledge problem and immune to the public choice problem. Nevertheless,
markets continue to experience imperfections, and those imperfections
impose costs on society. Deciding whether to intervene and, if so, how, is
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not a search for a perfect solution, but a choice between imperfect options.
The decision is one that deserves far more deliberate care and humility than
is traditionally exhibited in our rush to regulate.





