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Benefit-Cost Analysis

 Organizational framework for identifying, 
quantifying, and comparing the costs and 
benefits (measured in money) of a proposed 
policy action

 Final decision is informed (though not 
necessarily determined) by a comparison of the 
total costs and benefits

Phaneuf Benefit-Cost Analysis in Haab & Whitehead (2014)



Benefit-Cost Analysis

Teleological, systematic, formal procedure 
for measurement of net economic benefit of 
any change in resource allocation using 
specific techniques derived from economic 
theory

Pluses:  (1) Efficiency, (2) Transparency



Pareto Improvements &
Potential Pareto Improvements

Making the pie bigger



Harberger’s Three Postulates

Social Net Benefits =
∆ CS change in consumer surplus, WTP
+
∆ PS    change in producer surplus, WTP
+
∆ GS    change in gov’t surplus, net revenue
(1+METB)   times 1+ marginal excess tax burden



Musing 1:  Many BCA analysts ignore 
excess burden 

 Taxes are transfers, but METB applies to ∆GS

 $1 program cost actually costs more than $1
 DWL, Pie shrinks, Leaky bucket
 METB depends on the tax
 Best overall estimate:  perhaps 0.20, even 0.75?

 Should be part of sensitivity analysis



Heckman includes METB - NBD

Heckman et al. “The Rate of Return to the HighScope
Perry Preschool Program” JPubE (2010)



Carlsson & J-S includes METB - BD

Carlsson and Johansson-Stenman “Costs and Benefits of Electric Vehicles: 
A 2010 Perspective” JTransEconPol (2003)



Musing 2A:  Many BCA analysts are unclear 
or confused about perspective  

 BCA perspective, “standing” who counts
 Guardians: revenue expenditure analysis

 Ignore time costs; waiting, environmental quality
 CBO estimates of PPACA on federal budget (ignored state and 

personal budgets)
 Benefits/costs to taxpayers

 Spenders:  constituency support analysis
 Federal or state spending in district is “benefit” even though it’s a 

COST from a broader social perspective 

 Should be part of sensitivity analysis, including 
all of society



Musing 2B: Regional politicians are usually 
clear about perspective 

 Colorado water public works project
 B: irrigation, electricity, recreation
 C: construction, salinity

 Positive regional net benefits (+$767 m)
 Negative national net benefits (-$341 m)

Howe, Charles W. “Project Benefits and Costs from National and 
Regional Viewpoints: Methodological Issues and Case Study of the 
Colorado-Big Thompson Project” Natural Resources Journal (1986)



Social Cost of Carbon: An Exception

Gayer & Viscusi “Overriding Consumer Preferences
with Energy Regulations” Journal of Regulatory Economics (2013)

3.2-10.7



Musing 3:  Creating more jobs is not easy

 US Interstate highway construction 1969-1993
 Non-metro counties; avoids endogeneity of building where there 

is growth

 Highway counties: +6-8% earnings over 24 
years mostly service & retail industries

 Adjacent counties:  negative 1-3%, retail fell 
8-11%

 Overall, all counties, net effect ≈ ZERO
 Chandra & Thompson. “Does Public Infrastructure Affect Economic 

Activity? Evidence from the Rural Interstate Highway System” Regional 
Science and Urban Economics (2000)



Job Creation & Employment Efficiency

 Bartik. Upjohn (2011): 80% of employment increases in one 
state due to incentives are offset by employment decreases in 
other states

 Bartik, ARRE (2012): Involuntary unemployment when 
unemployment rate is high;  

Efficiency gain =  Wage paid – reservation wage –
costs to employers

Lasting effects of local demand shocks

 JBCA (2015)
Haveman & Weimer
Belova, Gray, Linn, Morgenstern, and Pizer



Musing 4A: “Behavioral” BCA is real, 
challenging, and evolving 

 1st generation behavioral BCA is history, mostly

 Clear benefits to improving BCA and policy

 Hegel’s dialectic is relevant now in invoking 
behavioral failures



Madrian “Applying Insights from Behavioral 
Economics to Policy Design” AnRevEcon (2014)

Consumers’ and producers’ cognitive limitations 
and psychological biases cause market 
inefficiencies (failure to reach Pareto Optimality)

1. Imperfect optimization due to limited attention and 
competence – oversimplify, heuristics.

2. Bounded self control – intentions don’t match 
behavior; procrastinate

3. Context dependence – status quo bias, framing 
matters, starting point matters



Behavioral Economics: Better BCA & Policy

 Information and behavior – provide useful 
information in an understandable form to 
improve decisions of consumers and firms

 Incentives and behavior – understand how 
consumers and firms will respond to specific 
incentives  (List and schools)

Better models to avoid unintended consequences
Don’t just assume the information is useful and 
understandable or the incentives will motivate the 
desired change – focus groups, pilot studies



Musing 4B: Behavioral Economics can 
improve BCA

Jin, Kenkel, Liu & Wang “Retrospective & Prospective BCAs
of US Anti-Smoking Policies” JBCA (2015)

Counterfactual

Observed
Rational, 

market-based



Musing 4C: Behavioral Economics can produce 
incredible BCA

Gayer & Viscusi (2013)

Counterfactual

Observed
Rational, 

market-based

0

104.869
-72.126
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Commercial Consumer v. Expert







Musing 4D: The dialectic applies to behavioral 
BCA

 Test:  Comparing demand responses;
 if vehicle prices move as predicted with gas prices, 

consumers are not biased in evaluations of fuel economy

 Finding:  Vehicle prices are highly responsive to gas 
prices and any bias is moderate at most

 Evidence:  Discrepancy between engineering models 
(large internalities) & actual behavior (little or zero 
internalities)

Allcott & Sunstein “Regulating Internalities” NBER (2015)



Still Musing 4D: The dialectic applies to 
behavioral BCA

 Focus groups on information by EPA
Wolverton, Klemick, and Kopits “The Energy Efficiency 
Paradox: Evidence from Three Industries” (2016) SBCA 
meetings in Washington, DC

 Observations of fuel saving devices on trucks
Lutter, Fraas, Porter, and Wallace “Regulating Use of 
Energy-Saving Technologies:  The Case of Aerodynamic 
Devices on Heavy Duty Trucks” (2016) SBCA meetings in 
Washington, DC

 Standard & behavioral models in BCA sensitivity 
analysis; epistemic uncertainty



JBCA 7,1 (forthcoming Spring 2016) A Special Issue

Introduction to the Special Issue on [Ir]rationality, Happiness, and Benefit‐Cost Analysis 
Lisa A. Robinson, Guest Editor

The Good, the Bad, and the Ugly: A Unified Approach to Behavioral Welfare Economics (open access)
B. Douglas Bernheim 

Cost‐Benefit Analysis, Who’s Your Daddy? (on FirstView)
Cass R. Sunstein 

Do We Need a New Behavioral Baseline For BCA? 
Jason F. Shogren and Linda H. Thunström

Rational Benefit Assessment for an Irrational World 
Ted Gayer and W. Kip Viscusi

Bad Air Days: The Effects of Air Quality on Different Measures of Subjective Wellbeing 
Paul Dolan and Kate Laffan 

Unequal Life Chances and Choices: How Subjective Well‐Being Metrics Can Inform Benefit‐Cost Analysis 
(on FirstView) 
Carol Graham 

Behavioral Economics, Happiness Surveys, and Public Policy 
Matthew Adler 



Musing 5:  It’s only analysis and advice



Congress instructed DOT to promulgate this rule 
despite estimates of costs > benefits


