


Impact of regulation on productivity

References

American Productivity and Quality Center (1991): Process Classification
Framework, http://www.apqc.org.

Barthélémy and Filippi (2003): A Typology of Very Small Companies Using Self-
Organising Maps, IEEE, System Man and Cybernetics Proceedings.

Burns, T. and Stalker, G. (1961): The Management of Innovation, London:
Tavistock.

Davenport, T.H. (1992): Process Innovation: Re-engineering Work through
Information Technology, Boston: Harvard Business School Press.

Garvin, D. (1998): The Process of Organization and Management, Sloan
Management Review, Vol. 39, No. 4, pp 33-50.

Harrington, H., Esseling, K.C. and van Nimwegen H. (1997): Business Process
Improvement Workbook: Documentation, Analysis, Design and Management of
Business Process Improvement, McGraw-Hill.

HM Treasury, BERR (2007): Productivity in the UK 7: Securing long-term
prosperity, TSO.

HM Treasury (2000): Productivity in the UK: The Evidence and the Government’s
Approach, TSO.

Lillrank, P. (2003): The Quality of Standard, Routine and Non-routine Processes,
Organization Studies, Vol. 24, No. 2, pp 215-233.

Marshal, A. The Principles of Economics, Macmillan & Co 1890.

OECD, Paper prepared for the International Consortium on Entrepreneurship
(ICE) Meeting, 22-23 February 2007, Copenhagen, Denmark.

Pol, E., Carroll P. and Robertson, P. (2002): A New Typology of Economic Sectors
with a View to Policy Implications, Economic Innovation New Technology, Vol.
11. Issue 1, pp 61-76.

Porter, M.E. (1980): Competitive Strategy, Free Press, New York.

Porter, M.E. (1985): Competitive Advantage: Creating and Sustaining Superior
Performance, Free Press, New York.

76



b The impact of
regulatory uncertainty
on productivity

Mike Coyne and Pierre Hausemer
CSES

5.1 Introduction

This paper puts forward a number of propositions about the impact of
regulatory uncertainty on productivity from the perspective of an individual
firm. The project emanates from some of our previous work which described the
difference between small firm attitudes to health and safety on the one hand and
environmental regulation on the other®'. Our fieldwork indicated that SMEs tend
to over-estimate the regulatory burden associated with environmental regulation.
Indeed, a large share of survey respondents in an earlier study did not perceive
a difference in environmental and health and safety burdens even though health
and safety imposes a larger administrative compliance burden®. Follow-up
interviews with trade associations and other stakeholders identified the issue
of uncertainty in environmental regulation as a critical explanatory factor for
this over-estimation. In this paper, we want to examine in greater detail how the
effect of regulatory uncertainty on productivity should be conceptualised.

The conceptual framework we develop shows that regulatory uncertainty
engenders behavioural responses among small firm management that signify
a move away from an optimal (in the absence of uncertainty) allocation of the
firm’s resources®. As a result, uncertainty compounds the impact of regulation
on productivity well beyond direct compliance costs. Further, we argue that
uncertainty has different effects on productivity depending on the business
processes and the type of firm that are affected by the regulation.

The main objective of this paper is to develop a conceptual basis for evaluating
regulatory impacts, with extensive scope for further theoretical refinements,
adaptation and empirical investigation. The second part of the paper outlines the
beginnings of a methodological approach for an empirical test of the model. This
design can easily be extended and adapted to a range of regulatory areas and

61 CSES, Study on Environment-Related Regulatory Burdens for SMEs (Oct 2007), http://ec.europa.eu/enterprise/
environment/reports_studies/studies/finalrep_impact_env_reg_sme_oct07.pdf

62 For instance, in the UK, the recent administrative burdens measurement exercise indicates that health and safety
regulation costs business about £2billion per year compared with £125m for environmental regulation. However,
this dataset focuses only on administrative burdens — not on policy costs (e.g. required investments, etc.). It is likely
that the difference in burdens imposed is less marked once policy costs are taken into account.

63 Of course, regulation is only one source of the total uncertainty that businesses must contend with. In this study, we
do not investigate how important regulatory uncertainty is in comparison with other sources of uncertainty, such
as economic, technological, etc
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to different types of businesses. Finally, the paper sets out some of the policy
implications of the model that we propose.

5.2 Existing research on regulatory uncertainty

First, a vast amount of literature recognises the relevance of uncertainty
(regulatory and otherwise) for various aspects of business performance,
including investment and productivity. As Crafts (2006) finds in his review of the
literature, compliance costs alone do not capture the full impact of regulation
on business performance. Instead, he argues that the main impact of regulation
may stem from its effect on incentives for companies to invest and to innovate.

Indeed, “without certainty about government policies, business decision makers
are unable to assess risk and opportunity and make the trade-offs necessary
for investment in new technologies” (Marcus, 1981). As a result, Viscusi (1983)
finds that regulatory uncertainty depresses output, investments and profits. He
argues that, “regulations influence current enterprise decisions not only through
their current level, but through their expected future level and the degree of
uncertainty regarding these future regulatory policies”. Similarly, Clingermayer
(1989) points out that clarity, stability and certainty of regulations have a more
significant impact on business performance than regulatory stringency because
they diminish investment risk.

The upshot of much of this research is that that policymakers should be “less
concerned with the conventional debate over whether there is ‘too much’
or ‘too little’ regulation and more concerned with establishing a framework
that will promote adaptation of the private sector to more productive forms
of organization and activity” (Fosler, 1992). In the UK context, this approach
suggests that the Government’s better regulation framework is correct to take
into account not only the costs associated with regulatory compliance - but also
the uncertainty surrounding current or future regulatory requirements.

Second, several scholars have built on this research programme to identify
ways of minimising the negative impact of uncertainty through institutional
and policy design. For instance, Marcus (1981) argues that research should
determine whether regulators are more effective in fostering innovation
through different policy areas. In order to do this, he suggests a distinction
between economic regulation which controls profit, price, and structure (i.e.
the output side of the firm) and health and safety regulation (i.e. the input
side). Similarly, Feicock and Stream (2001) argue that regulatory policies
and administrative institutions influence perceptions of risk by increasing or
decreasing uncertainty over future policy. They conclude that administrative
arrangements for environmental regulation can be used to enhance, rather than
impede, economic development.

Third, a more limited amount of research examines how uncertainty affects
decision-making processes within firms. This aspect of the research agenda is
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often ignored by mainstream economic theory, which assumes that economic
actors always act rationally in the pursuit of profit maximisation and does not
examine what happens within the “black box” of the firm in much detail. Surely,
if strategic decision-making takes place under increased uncertainty (Slattery and
Nellis, 2004) then this will have a significant effect not only on the decision itself
(e.g. investment) but also on the process for arriving at it in the first place®*.

Herbert Simon’s (1959) seminal contribution to behavioural economics perhaps
comes closest to investigating the effect of uncertainty on such decision-
making within firms. Simon argued that, if it is to explain behaviour in the face
of uncertainty, economics must also analyse “the processes and mechanisms
through which adaptation takes place”. According to Simon and subsequent
research that he inspired, firms ‘satisfice’ within a regime of ‘bounded rationality’,
rather than maximise profits. In other words, they pursue a “satisfactory” level
of profit, market share or sales. It is only when satisfaction is not achieved that
firms start searching for solutions and, simultaneously adjust their expectations.
With limited problem-solving resources available, small firms in particular
will need to adopt heuristic decision-making rules and rules of thumb that are
often ignored in economic theory (Mullainathan and Thaler, not dated; see also
Starmer, 2000 for a recent review of literature).

Several studies have attempted to typify intra-firm responses to uncertainty.
Hickson et al. (1971) argue that organisations cope with uncertain environments
by adopting either a “prevention”, “forecasting” or “absorption” strategy.
Prevention attempts to reduce the emergence of uncertainty, forecasting is
meant to anticipate change and absorption essentially amounts to damage
limitation once uncertainty is present®. In contrast, Katz and Kahn (1978)
distinguish between strategies that cope with uncertainty through either direct
internal or external control. Birnbaum (1984) finds that regulatory uncertainty
leads (primarily smaller) firms to select less risky strategies and decrease riskier
new product invention.

More recently, Carter (1990) identifies four combinations of responses to
uncertainty from small firms at the managerial and technical levels. In a first
instance, small firms “seal off their technical core” and attempt to minimise
compliance costs. Second, they seek collaboration with competitors at a
strategic level to fend off uncertainty. Should this not suffice, the firm responds
by changing operational processes/product mix or by establishing operational
interdependencies with competitors.

The model that we propose in this paper builds on all three of these research
strands to shed light on the way in which regulatory uncertainty affects decision-
making processes within ‘satisficing’ firms and the implications of this for

64 Indeed, research on such intra-firm decision-making processes has also identified some of the positive effects of
regulation. For instance, the “Porter hypothesis” states that environmental regulation, in particular, could stimulate
innovation - and with it productivity performance (Crafts, 2006) — by reducing organisational inertia (Ambec and
Barla, 2002) or by helping to solve coordination problems (Morh, 2002). A small positive effect of environmental
regulation on innovation is also detected by Brunnermeister and Cohen (2003).

65 See Pennings (1981) and Scott, Mitchell and Birnbaum (198 1) for extensions.

79



Impact of regulation on productivity

productivity. This goes beyond the approach of both impact assessments (lAs)
which usually focus on direct compliance costs and mainstream theory which
conceptualises uncertainty as a question of information and informational
asymmetry.

5.3 Firm structure and drivers of productivity

As mentioned in Chapter 4, our approach suggests that to understand all
the factors at play in determining productivity, it is necessary to pay greater
attention to the processes that take place within the firm. Our approach assumes
that small firms often operate in a given set of market conditions with a given
endowment of facilities and capital equipment, human resources and skills,
financial resources and knowledge. In this situation, an increase in value is akin
to an increase in productivity. The principal role of management in a small firm
is to decide continuously how best to make use of the fixed amount of resources
at its disposal to create (more) value.

Understood in this way, productivity increases can occur with respect to
investments in marketing and sales (which may lead to greater effectiveness
in product presentation or positioning for instance) as much as through
improvements in production processes that have been the focus of most attention
in the past. Where exactly management effort should be expended depends on
a series of factors that together determine the often unique circumstances of a
specific enterprise. Our paper suggests that an appropriate way to characterise
the circumstances of any particular firm is to examine which, within a set of
conventional functional areas of management, are most likely to yield further
value.

In other words, we can describe a firm as a set of value-enhancing business
processes. Value creation in turn is a function of cost and revenue considerations.
This characterisation provides a frame of reference for analysing the impact of
regulation by exposing the points at which regulation has its effects — both
positive and negative — on the drivers of productivity within an individual firm.

Table 5.1 illustrates how a set of core business activities may be categorised
as a function of their relative emphasis on the cost and revenue components
of the firm’s value creation process. Investment in the traditional factors of
production (capital, labour), supply chain management, logistics and transport
or location and premises are likely to drive value creation primarily in terms
of their cost implications. In contrast, marketing, sales, product positioning or
market research are characterised by a relative emphasis on revenue generation
rather than costs.
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Table 5.1: Value-enhancing business processes within the firm

Cost Minimisation Revenue Maximisation
Production Marketing

e Capital

e Labour

Supply Chain Management Sales

Logistics/Transport Product Positioning
Premises/Location Market Research

Finance & Support

Without necessarily adopting the framework above, existing research has often
implicitly distinguished between revenue maximisation and cost minimisation
as contributors to various measures of business performance. For instance, on
the revenue side, survey evidence suggests that firms perceive product design
as a more important determinant of competitive advantage than pricing (Hooley
et al, 1988). On the cost side, Swann and Birke (2005) find that workplace design
and layout can enhance productivity. Recent research has also shown that
elements associated with the revenue dimension (e.g. product innovation) are
more promising sources of productivity gain than more traditional supply side
factors (capital and labour) in developed economies®®.

Last but not least, the Government’s five drivers approach to productivity also
considers the revenue and cost environments of individual businesses. Whereas
"human capital” and “skills” are closely linked with cost considerations,
“competition” and “entrepreneurship” are also (though not only) associated
with revenue maximisation. “Innovation” and “investment” could drive both
these components of value creation depending on the kinds of activities that
are targeted (e.g. process innovation versus product innovation; investment in
premises/equipment versus investment in market development, etc.).

Apart from its assumptions about the link between value-creation and different
types of business processes, our model also distinguishes between two different
levels of decision-making within the firm:

e The strategic level, where management makes decisions about the future
direction of the company and about its innovation and investment strategy

e The operational level, where decisions are made about the nature of day to
day business operations, including the production process.

While these two levels are conceptually distinct, in practice there may be
considerable overlap in how decisions at each level are made. Especially in
very small businesses, owner-managers often retain an active role at both the
strategic and the operational levels. In larger companies, in contrast, other
(support) staff are likely to be tasked with most operational matters. Figure 5.1

66 Something New Under the Sun — A Special Report on Innovation, The Economist (October 13, 2007), p. 4.
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visualises the conception of the firm based on the three assumptions presented
in this section:

Figure 5.1: Firm structure and drivers of productivity

EIRM

Cost Minimisation Strategic Level Revenue

senior management Maximisation

Skills

Human Capital

owner manager
Market Research

Finance Product Positioning
Logistics . i
it Operational Level WETEITG)
Location + staff Investment & Innovation
Investment & Innovation Sglplel sl Etc.

Etc. owner manager

5.4 The model: Business processes and regulatory
uncertainty

Very briefly, our model suggests that, by altering management expectations
about the cost and revenue side of the value creation process, regulatory
uncertainty has the potential to affect a range of inter-temporal (strategic)
business decisions. The effect of uncertainty on productivity then depends on
the productivity implications of changes in the allocation of scarce resources to
different cost and revenue-related business processes within the firm.

DEFINING REGULATORY UNCERTAINTY

Regulatory uncertainty refers to the range of impacts that regulation is expected
to have on cost and revenue processes within the firm, both at any one point in
time (static uncertainty) and over time (dynamic uncertainty). Static uncertainty is
a function of the nature of the regulation itself (regulatory instrument and form).
Dynamic uncertainty is a function of regulatory change (actual or perceived)
over time?’.

Static Uncertainty

First of all, different regulatory instruments entail different levels of uncertainty.
For instance, some may argue that emissions standards create less uncertainty

67 Some of the components of regulatory uncertainty discussed here may be akin to problems of “asymmetric
information” between regulator and the companies that are affected by the regulation (e.g. if regulators are better
informed about party platforms or changing policy priorities than regulated firms). However, this does not affect
the predictions of the model and the behavioural responses of firms to uncertainty.
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than incentive-based regulations, such as emissions trading, because they
require the same compliance behaviour from all regulated firms and they
usually contain clear references to enforcement mechanisms and sanctions.
In contrast, incentive-based regulation, by definition, increases the range of
possible compliance responses by individual firms, they are often characterised
by vague enforcement mechanisms and the sanctions they impose are usually
not spelled out by the regulator but determined by the market. As a result of
these differences, previous research has found that smaller firms in particular,
often prefer the clarity of command and control regulation to the economic
incentives adopted in many more recent regulatory initiatives (Dresner et al,
2006; Richardson and Chanwai, 2003).

Second, uncertainty also emanates from differences in the formality of regulation.
Voluntary regulation, such as the self-regulation adopted in certain industry
sectors (e.g. consumer oriented schemes such as advertising, food labelling)
does not impose binding requirements on individual firms but it may provide
a signal about future regulatory initiatives. Indeed, industry self-regulation
such as the creation of a code of conduct or voluntary guidelines etc. is often
accompanied by a regulatory threat to introduce binding intervention in case
of non-compliance. Recent examples of this kind of regulation might include
initiatives to label various food products to provide consumers with health-
related information. Such schemes cause some implementation costs but they
also introduce a certain degree of uncertainty into the marketing process.

Because self-regulation relies on the industry as a whole to comply in order
to avoid binding regulatory intervention it creates a classic collective action
problem, with strong incentives for individual firms not to abide by industry
codes. In other words, semi-regulation creates an expectation within individual
firms of binding regulatory intervention in the future without, however, specifying
the precise nature of this intervention (e.g. severity and type of requirements).
As a result, much previous research has questioned the effectiveness of such
self-regulation, particularly for smaller firms (Petts, 2000).

In principle, it could be argued that compared with semi-regulation, (well-
designed) binding legislation — though not necessarily welcomed by industry
— usually sets out clear regulatory objectives and requirements as well as
stipulating sanctions and enforcement mechanisms that apply across all
actors within the industry. In other words, the regulator decreases regulatory
uncertainty by removing the collective action problem that characterises semi-
regulation and promising equal treatment for all industry actors.

Dynamic Uncertainty

In addition to this “static” uncertainty to do with the nature of regulations
(instruments and formality), the actual pace of regulatory change and its
anticipation also create expectations within the firm’s management about future
policy developments. For instance, many recent developments in the field of
environmental regulation can be perceived to be driven by changing policy
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priorities within government and the public. Examples of such regulatory change
in the UK might include the climate change levy (CCL), road taxes or the creation
of Low Emissions Zones (e.g. in London). Similarly, the practical implications
of different regulations for individual firms depend on the enforcement and
inspection regime. Many firms rely on an inspector to translate legislation into
practical requirements that need to be implemented. Uncertainty may emanate
if inspectors interpret legislation differently over time or across locations (for
firms with multiple sites).

Often the regulatory authority signals the possibility of further regulatory change
by announcing periodic policy reviews, impact assessments, or parties manifest
their intentions through their political platforms. For instance, in the field of the
environment, European VOC (volatile organic compounds) regulations, which
affect manufacturers and users of chemicals and solvents, are currently being
reviewed every three years. Given the time and resources involved in adapting
manufacturing processes, a 3-year review period can create a substantial amount
of uncertainty about changes that may be required to the nature of production
or production processes.

Table 5.2 summarises our definition of regulatory uncertainty for the purposes of
this paper. Uncertainty has a static (at a single point in time) and a dynamic (over
time) component. Static uncertainty relates to the instruments and formality
of regulation that is adopted. Dynamic uncertainty is created by actual and
anticipated regulatory change.

Table 5.2: Components of regulatory uncertainty

Regulatory Instruments Regulatory Change

e Command and Control o Policy Priorities

e Incentive Based e Enforcement and Inspection
Regulatory Formality Anticipated Regulatory Change
e Semi-regulation e Policy Reviews

e Binding legislation e Party Platforms

e Impact Assessments

As this suggests, static uncertainty is defined by the nature of the regulatory
response, which in turn is directly controlled by the regulator. Dynamic
uncertainty on the other hand is to do with how regulatory developments are
perceived by the business community and how they are enforced. From the
perspective of the regulator, this aspect of uncertainty is less easy to control,
especially where enforcement is decentralised and in areas that are characterised
by intense political competition. In terms of empirical evidence for the perceived
costs associated with uncertainty, an FSB report in 2005 found that their
respondents were particularly concerned with the time spent updating on new
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legal requirements, adjusting procedures and designing compliance systems, all
aspects of static and dynamic regulatory uncertainty®.

At this point it is worth stressing that not all regulation creates uncertainty at
all times. In fact, there are many instances where regulation has a “market
enabling” effect by reducing uncertainty. An example of such regulation where
this is intended to occur is the EU’s e-Commerce Directive which aimed to
clarify the conditions under which the emerging European market for electronic
transactions would operate. As Porter and van der Linde (1995) point out, in
fact, environmental regulation can reduce the uncertainty for companies that
investment in environmentally friendly technologies. Furthermore government
and policy bodies can articulate changing perceptions among consumers and
in this sense economise on market intelligence costs. Such a reduction in
uncertainty can lead to higher levels of investment and innovation.

THE EFFECT OF REGULATORY UNCERTAINTY ON INTRA-FIRM
DECISION-MAKING

As discussed above, regulatory uncertainty affects management’s resource
allocation decisions relating to the cost and revenue components of value
creation within the firm. Reacting to regulatory uncertainty, the firm develops
expectations about its future cost and revenue environments and about the
optimal allocation of resources to different value-generating business processes,
including production, supply chain, logistics, markets and sales, product
positioning, etc. As organisation theory contends, decision makers respond to
uncertainty through responses intended to adapt their organizations and reduce
their uncertainty (Birnbaum, 1984).

Especially in smaller companies, where available resources are very limited,
regulatory uncertainty thus places demands on management time and diverts
resources from other value-generating activities. This is all the more the case,
because smaller companies are often run by owner-managers who continue to
be involved in operational processes and who have only limited time available for
strategic decision-making in the face of regulatory uncertainty. The significance
of company size for the choice of adaptation strategies to regulatory uncertainty
is confirmed in Birnbaum’s (1984) analysis of high tech companies where small
firms are affected to a greater extent than larger outfits.

Asdiscussed atthe beginning ofthis paper, Herbert Simon described management
decision-making as characterised by ‘bounded rationality’ and ‘satisficing’
rather than profit (and productivity) maximising. As a result, faced with an
uncertain environment, managers react by adopting “rules of thumb” and
heuristic approaches to decision-making. The ‘satisficing’ approach to intra-firm
decision-making argues that this short-term focus is taken irrespective of the

68 Federation of Small Business (2005) Inspector at the Door, available: http:/www.fsb.org.uk/documentstore/
filedetails.asp?id=308
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profit implications of the resulting resource allocations and, as far as we are
concerned, the consequent effects on productivity.

Broadly in line with Simon’s line of thinking, we argue that in the face of an
uncertain regulatory environment, owner-managers, particularly in smaller
concerns, have a tendency to focus on “what they know” in the very short term
rather than on “what they don’t” in the medium or long term. As Bittlingmayer
(2001) puts it “wait and see is often an option and frequently a good one”. In
practical terms, this means that smaller businesses often prefer the relative
certainty associated with the operational aspects of the business to the relative
uncertainty of strategic decisions that affect the future direction of the business
or the productivity of its operations. In other words, regulatory uncertainty leads
to a sub-optimal (from a productivity standpoint) allocation of management
time, which over-values relatively stable operational processes and undervalues
more strategic decision-making in an unstable environment.

EFFECT OF DIFFERENT TYPES OF REGULATIONS

Thus far, we have discussed how regulatory uncertainty can affect intra-firm
resource allocations, particularly in smaller businesses. Our definition of
regulatory uncertainty has illustrated how different regulatory instruments and
levels of formality can affect uncertainty. In addition, several characteristics of
the interaction between regulation and individual firms have an impact on the
resource allocation decisions discussed in the previous section.

First, different regulations require different levels of responses in terms of
strategic management and more routine administrative time. This variable
is often overlooked in regulatory burdens measurement exercises, including
the most recent efforts to quantify administrative compliance costs (ABME)
in view of achieving the target of a 25% reduction in these burdens. Indeed,
these compliance costs often do not take into account the effect of senior
management time spent dealing with regulatory compliance on strategic
(productivity-enhancing) decision-making, such as innovation, investment and
developing markets. Regulations that require a relatively large amount of senior
time therefore have a greater productivity impact than regulations that are fairly
routine and involve mostly more junior staff.

Senior management inputs are likely to be required where compliance entails
significant investments, alterations to the production process or basic product
characteristics. Different aspects of the same regulation can require responses
from differentlevels of the company. Forinstance, the Registration, Evaluationand
Authorization (REACH) regulations of chemicals impose substantial monitoring
and testing requirements on companies, many of which are likely to be carried
out by outside consultants, especially in smaller businesses. However, the
regulations also ban the use of some dangerous substances which requires
a re-orientation of the production process or even a change in activities for
businesses that rely on these substances to manufacture their product. Similarly,
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in the area of health and safety, some regulations require the involvement of
owner-managers (e.g. risk assessments) whereas others can be carried out
by support staff (e.g. checking fire equipment). Indeed, an HSE commissioned
survey found that health and safety compliance was delegated to lower ranked
staff when these issues were perceived as an “operational matter” (among other
reasons) by senior management®.

Secondly, regulation may affect intra-firm resource allocations by targeting
different aspects of the cost and revenue environments. For instance, process
regulation (such as much health and safety regulation) focuses explicitly on
cost factors, such as the physical characteristics of the firm’s premises and its
production processes. Examples may include the Workplace (Health, Safety and
Welfare) Regulations 1992 which cover office layout and maintenance (lighting,
wet floors, cleaning agents, maintenance and alterations, spillages, etc.) to avoid
common accidents such as slipping and tripping. Similar examples include
the Control of Asbestos at Work Regulations 2002, Control of Lead at Work
Regulations 2002, Provision and Use of Work Equipment Regulations 1998,
Work at Height Regulations 2005, Management of Health and Safety at Work
Regulations 1999, etc.

In contrast, much product or competition regulation has a significant impact on
revenue generation. For instance, a range of environmental regulations, such
as eco-labelling, organic standards or limits on the content of toxic product
components may affect the revenue-generating ability of firms that are subject
to these regulations. Other examples in this area may include the Government’s
Market Transformation Programme with proposals for product standards and
targets to phase out the least energy efficient products as well as some aspects
of the REACH regulations on chemicals (as discussed above).

In response to these regulatory characteristics (i.e. uncertainty, level of required
response, and business processes targeted by the regulation) management
adjusts the relative allocation of available resources to the cost and revenue
components of the value creation process, thereby affecting profitability
and productivity. For instance, the health and safety regulations cited above
stipulate how firms should organise their production processes and they define
minimum standards for various aspects of the work environment in which they
operate. Our model argues that this induces management to alter its allocation
of strategic resources between different business processes on the revenue
and cost sides of the firm. An analogous (but opposite) effect is predicted for
some of the product/competition regulations cited above. In short, regulatory
intervention, and the uncertainty that it creates, on the cost and revenue side of
the firm influences the allocation of the firm’s resources to the different business
activities that it engages in.

69 HSE (2006) Health and safety responsibilities of company directors and management board members: 2001, 2003
and 2005 surveys, Research Report 414.
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The nature of this readjustment depends on which cost and revenue aspects are
affected by the regulation. For instance, in some cases, it may be appropriate to
reallocate resources between different business processes on either the revenue
or the cost side of the firm (e.g. from labour to capital or from marketing to sales,
etc.). In other cases, the regulation will effect a more substantial reallocation of
management resources from one side of the business environment to the other
(e.g. from marketing to operations).

DIFFERENT RESPONSE FUNCTIONS IN DIFFERENT TYPES OF FIRMS

The model has established that regulatory uncertainty affects productivity by
altering the relative allocation of scarce resources among the value- creating
activities within the firm. Additionally, the impact of uncertainty on productivity
depends on the level of the response that is required by the regulator and the
aspect of the business (cost/revenue) that the regulation targets. However, we
have implicitly assumed that all small firms exhibit the same reaction function
to regulatory uncertainty. This is, of course, not the case and the remainder of
this section examines in greater detail how different firms undertake different
resource allocation adjustments in response to regulatory uncertainty about cost
and revenue aspects of their business.

Our model assumes that each firm’s response function depends on two
characteristics: a) the nature of the business as either a “market maker” or a
“market taker” and b) the firm’s position within its life cycle. Figure 5.2 illustrates
the distinction between these different types of firms.

Figure 5.2: Types of firms and position in the life cycle

Market
Maker
Examples:
® |IT company; Jewellery/creative industry; Pharmaceuticals;
Biotech; etc.
Start-up Growth Maturity
Life
Cycle
Examples:
e Builder; Consultancy; Laundrette; Car Repair Shop, etc.
Market Taker
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First, market-taking firms are faced with a fixed demand curve in an often very
competitive environment, where product differentiation is marginal and cost
pressure intense. These firms include established and start-up businesses in the
services and manufacturing sectors, such as small consultancies, family-owned
businesses in sectors such as car repair, pubs, restaurants, building companies,
etc. The principal operations of this type of firm relate to maintaining/improving
the quality of their product or service while keeping costs under control. In
other words, management resources in this type of firm are focussed on the
internal operations of the firm (the cost side), many of which are associated with
traditional measures of productivity, such as input efficiency.

Second, market-making firms operate in an environment where demand
curves are not fixed, where differentiation is very high and where (temporary)
monopolies often arise as a result of product innovation. In fact, some of these
firms are likely to derive most of their profitability (and high productivity) from
exploitation of such temporary monopoly positions in markets that they create.
These firms can also be established in terms of their position within their life
cycle but they are characterised by a dynamic organisation and fast changing
business processes on the demand and supply sides. The principal operations
of this type of firm relate to product development, marketing and innovation.
Management resources are focussed on the external operations of the firm and
productivity growth can lie primarily in revenue generation rather than input
efficiency.

Third, the firm’s position in its life cycle can affect how they respond to
regulatory interventions on the cost and revenue sides. Start-up firms at the very
early stages of the life cycle are likely to focus their activities primarily on the
cost-side in order to get their operations off the ground. Examples of activities
at this stage include organising the production process, securing appropriate
premises and financing the firm’s early activities. The second stage of the life
cycle (growth) is likely to incorporate revenue generation as a full blown element
of value creation in order to reap the benefits of investments made at the initial
stage’®. As firms mature, they may start to consider a wider range of activities
across the value chain, including effective cost management and exploration of
new markets and customers.

There are, to our knowledge, no large-scale empirical studies that directly
investigate different regulatory response functions in these different types of
firms. However, existing research does provide some anecdotal evidence about
differences in the strategic orientations of various businesses. For instance
an HSE-commissioned survey finds that small businesses which see health
and safety as an important strategic factor also see other cost-related aspects
(people management, stakeholders) as important from a strategic perspective.
In contrast, there was no association between a strategic commitment to health

70 Note that the relative importance of the revenue and cost sides for firms in the growth stage depends to some
extent on the firm's activities. Traditional manufacturing companies at this stage might focus primarily on cost
reduction and operational aspects on the supply-side. Software companies, where the marginal costs of production
are very low, on the other hand are likely to be more interested in developing the demand-side of the business at
this stage.
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and safety and the revenue side of the value chain (i.e. customers, markets)’". At
the same time, Swann observes that in most markets where the UK competes
(i.,e. non commodity markets), quality factors, taken together, are likely to be
more important determinants of international competitiveness than price. This
may be interpreted to mean that the UK economy is characterised by a relative
emphasis on market-making firms’2,

Given that regulation affects both cost and revenue aspects of the firm, it is
clear that regulatory uncertainty has very different productivity implications for
different types of firms depending on their position in the life cycle and their
characteristics as either market makers or market takers.

PUTTING IT ALL TOGETHER: THE IMPLICATIONS OF REGULATORY
UNCERTAINTY FOR PRODUCTIVITY

Regulatory uncertainty destroys value by diverting management resources
from value-enhancing to compliance-related activities. This is particularly the
case where compliance requires a strategic response, such as investments
or alterations to production and production processes or where regulatory
uncertainty does not facilitate the development of more routine compliance
processes within the firm. As a result, in the face of uncertainty, firms achieve a
lower level of value than before.

The model presented in this paper goes beyond this traditional conception
by including the compounding effect of uncertainty on intra-firm strategic
resource allocations. Resource allocations under uncertainty are characterised
by heuristic rather than rational decision-making. Specifically, we identify two
types of managerial responses that determine changes in resource allocations
between the cost and revenue sides of the firm:

e A tendency to re-allocate strategic management activities from one side of
the value chain to another to avoid uncertainty (risk avoidance);

e A tendency to postpone all strategic decisions on both sides of value chain in
favour of a “wait and see” approach (wait and see).

We illustrate this point with the example of a (hypothetical) piece of legislation
that introduces uncertainty about customer reactions, market development or
other aspects of the revenue environment.

71 Health and Safety Executive (2007) Work and Enterprise Panel 2, Research Report RR 589.

72  While there is a lack of reliable and comparable data, this assertion receives partial confirmation by the contribution
of the creative industries to the economy in the UK and its major benchmark countries. As DTI Economics Paper 15
(2005) points out:

e The UK leads its major competitors, including the US on scientific papers and citations per head of population.

e Data on trademarks suggest that the UK is an international leader in this area, accounting for around 12 per cent
of the world total.

e The Global Entrepreneurship Monitor finds entrepreneurial activity in the UK is slightly higher than in France
and Germany but lower than in the US.
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First, we argue that management, especially in smaller firms, will divert resources
away from business processes on the revenue side towards other aspects that
require strategic management attention (i.e. cost-reduction). This corresponds
to the management’s concern with the first effect that our model identifies:
risk avoidance. As a result of this reallocation, firms may for instance, reduce
investment and innovation on the revenue side of their strategic activities.
Specifically, this might lead to delayed investment in marketing/sales (e.g.
e-commerce) or lower innovation in the exploration of new markets’.

Second, uncertainty in the strategic environment induces management in
‘satisficing’ firms to postpone such decisions and to turn to more immediate
concerns for the company, such as operational activities and production (wait
and see). For instance, this could lead to a reduction in investment and innovation
in favour of more routine processes such as day to day production activities. In
small firms this effect is compounded by the fact that management often takes
the form of owner-managers who maintain a considerable stake in both the
operational and strategic aspects of the business. Incidentally, this hypothesis
is consistent with the findings of a Regulatory Policy Institute (RPI) study on
uncertainty and productivity. Discussing the impact of uncertainty created by
the chemicals regulation REACH, one of their interview partners expressed little
worry because his “business wasn’t doing anything particularly unusual or
novel [and] it was in a similar position — in terms of industrial processes being
undertaken, and compliance efforts — to a lot of other businesses”. This is a
good example of the wait-and-see attitude where strategic decisions are being
postponed in the face of regulatory uncertainty.

The upshot of the model is that ‘satisficing’ firms, when faced with regulatory
uncertainty, exhibit lower productivity performance than the standard model
predicts. The effect of regulatory uncertainty is to reduce productivity in addition
to the compliance burdens identified under the standard model. Firms will
focus on the aspects of the business that are not affected by uncertainty (risk
avoidance on the cost or revenue-side of the value chain) and they will adopt a
wait and see approach in the strategic environment in favour of those activities
that they know best (i.e. operational processes rather than strategic decision-
making). This additional effect of regulatory uncertainty is especially significant
among smaller firms (e.g. owner-managers), where management resources are
scarce and where there is no strict division of labour between the managerial
and operational levels of the company.

However, our typology of firms in terms of market takers and market makers also
shows how regulatory uncertainty might explain differential performance across
different types of firms. Firms that rely on revenue generation as a major source
of value (e.g. outward focussed market makers) are affected more significantly by
regulation targeting revenue-oriented business processes than firms that focus
on value creation through cost reduction. This is because the nature of these
two types of firm results in a different emphasis on revenue generation and cost-

73 In comparison, process innovation and investment in new equipment/facilities may be postponed as a result of
regulatory uncertainty on the cost side.
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reduction as a source of productivity. In our hypothetical example, this would
mean that management in a small market-maker adopts greater risk avoidance
and wait and see adjustments in response to uncertainty on the revenue side than
a market taker. As a result, our model predicts that uncertainty on the revenue
side has a potentially larger productivity impact for this kind of firm.

With respect to different life cycle positions, we can formulate a similar
hypothesis: firms that are located at stages that emphasise market creation
and development (e.g. growth) are affected more significantly by regulatory
uncertainty in that aspect of their business than firms in stages where cost
considerations are relatively more important. The logic here is the same as
above: the reallocation of strategic resources (risk avoidance and wait and see)
as a result of uncertainty is greater for firms whose value creation depends on
business processes that are affected by uncertainty. The productivity impact of
regulatory uncertainty is likely to be most marked for firms that have adjusted
their allocation of strategic resources most.

In other words, the loss associated with a re-allocation of management resources
in response to regulatory uncertainty is not equally distributed across firms.

METHODOLOGICAL TOOLS FOR AN EMPIRICAL INVESTIGATION

Our model has shown that regulatory uncertainty has a potentially very large
effect on productivity, which extends beyond the compliance-related costs that
are the focus of the standard economic model. Indeed, we argue that, the impact
of heuristic management responses, which move the firm away from profit
maximisation (i.e. postponed strategic decision-making and risk avoidance), has
a potentially significant impact on productivity in excess of the costs of direct
regulatory compliance. These heuristic responses are especially likely to occur
in smaller firms where management resources are particularly scarce. In other
words, our model builds on both the neo-classical view of the firm as a rational
profit-maximiser as well as the focus of behavioural economists on the decision-
making processes within firms in the face of uncertainty.

However, the size of these effects relative to compliance costs is an empirical
question. Findings within the existing research programme on behavioural
economics as well as anecdotal evidence that we have collected as part of
previous studies suggest that the productivity impact of ‘satisficing’ behaviour
among small firms in response to regulatory uncertainty could indeed be very
significant.

In order to determine the significance of the effects that we have outlined
in this paper, the logical next step in this research programme is to assess
the predictions of the model empirically. A combination of methodological
approaches is likely to be necessary for such an investigation. Given that we are
interested in intra-firm decision-making processes, existing quantitative data
will not provide conclusive information. Instead we suggest that, in line with
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previous empirical explorations of aspects of behavioural economics, a survey/
case study approach be adopted.

The survey aspect of the study would serve to gather a large enough number
of responses to be able to derive general conclusions that go beyond the
characteristics of particularindustries or firms. Forinstance, survey questionnaires
distributed to managers would help identify the impact of regulation on cost
and revenue processes, assess the extent of regulatory uncertainty associated
with different regulations and regulatory approaches and describe management
responses to uncertainty as a function of company size, life cycle, main activities
and industry sector.

By way of example, anecdotal evidence from our previous research suggests
that the new REACH regulations for chemicals have created a significant amount
of static and dynamic uncertainty for chemicals firms. As European Chemicals
Industry Council (CEFIC) Director-General, Alain Perroy, points out REACH leads
to “legal uncertainty for business and, consequently, reduced investments and
innovation”’%. The part of the business environment that is affected will depend
on the primary activities of the regulated companies. Whereas businesses that
produce regulated chemicals are likely to experience uncertainty on both the
revenue and cost sides, companies that are involved in the transportation of
chemicals or that use them as intermediary products are likely to be affected
primarily onthe costside. Indeed, the European engineering association Orgalime
warns precisely that “REACH will force changes to the whole supply chain of
companies which frequently use many chemicals in consumer goods such as
mobile phones”’®. Similarly, a KPMG impact assessment commissioned by the
European business association Business Europe (previously UNICE) finds a
considerable amount of “uncertainty and concern observed at formulator level
about the availability of critical substances and the timing and likelihood of
withdrawal” as a result of REACH®. In addition to clarifying these relationships,
the survey would also be helpful in confirming the relevance of our typology of
firms and the definition of “uncertainty” that we have set out in this paper.

In addition to the survey, case studies would help gather more detailed
information about management responses to particular instances of regulatory
uncertainty. Sample selection and interview focus of the case studies should
ideally be a function of an initial analysis of survey responses. However, examples
might include a focus on health and safety and environmental regulations across
different types of businesses (market-takers v. market-makers; different company
sizes and industry sectors).

Generally, previous cross-country research that we have conducted has shown
that health and safety regulation imposes larger administrative compliance costs
on business than environmental regulation. This is consistent with the UK's

74  http://www.euractiv.com/en/environment/chemicals-policy-review-reach/article-117452

75  http://www.euractiv.com/en/environment/chemicals-policy-review-reach/article-117452

76 KMPG,REACH-furtherworkonimpactassessment—Acasestudyapproach, http://212.3.246.117/docs/1/LBIHGNKCHOJ
NHODIHLNGKEAEPDB19DBWWD9ILI71KM/UNICE/docs/DLS/2005-00810-EN.pdf
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administrative burdens measurement exercise where health and safety is seen to
impose a total of £2billion in administrative costs compared with £125million for
environmental regulation’’. At the same time, environmental regulation, which
is developing rapidly, has created substantial uncertainty among some affected
businesses both on the supply and on the demand sides. In addition to the
pace of regulatory developments and reviews, differences in uncertainty across
these two regulatory areas may be explained by the regulatory instruments
(market-based) and regulatory forms (semi-regulation) that some environmental
regulation adopts, in comparison with more traditional, binding command and
control regulation in the field of health and safety.

Case studies within the field of health and safety and environmental regulations
could afford the study coverage of different levels of uncertainty and different
levels of direct compliance costs. By choosing particular regulations within
these two areas, the empirical study could also investigate the importance
of regulatory instruments and forms in fostering demand and supply-side
uncertainty. Candidates for such case studies might include the Management of
Health & Safety at Work Regulations 1999, which are responsible for about 25% of
all administrative burdens channelled through the Health and Safety Executive.
This regulation includes the obligation to prepare risk assessments and maintain
appropriate records. In the environmental field, the Pollution, Prevention and
Control Regulations 2000 stand out as most expensive with about 20% of all
administrative burdens channelled through DEFRA's environment programme.

Finally, an interview programme comprising sectoral and trade associations as
well as regulatory authorities would complement company-level data and allow
for verification of the conceptual framework described above and corroboration
of the empirical findings of the study.

IMPLICATIONS OF THE MODEL AND POTENTIAL POLICY RECOMMENDATIONS

The approach that we have presented in this paper presents a significant
extension of most existing research on the productivity impact of regulation and
regulatory uncertainty. Several of the model’s implications may be of particular
interest to policymakers:

First, we argue that uncertainty has a detrimental impact on productivity in
excess of direct compliance costs. This is because uncertainty inhibits the firm
from allocating resources in a way that maximises net value because it favours
operational activities over strategic decision-making. While the size of this
impact remains subject to empirical verification, one direct implication is that
soft regulation (voluntary schemes, codes of conduct, etc.) does not necessarily
carry lower regulatory burdens because of the productivity implications of the
uncertainty that it may create. By the same token, the move towards greater

77 It should be noted however that environmental regulations are likely to impose greater one-time costs, such as
equipment updates, etc. Also, the benefits of health and safety regulations are often captured, at least in part, by
the regulated firm (e.g. the productivity implications of a reduction in employee absence due to accidents and ill
health). This may be true to a somewhat lesser extent for environmental regulations.
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use of incentive-based regulation in some areas (e.g. emissions trading) might
create uncertainty that could alter investment decisions and innovation and
have detrimental effects on productivity’®. The paper suggests that the level
of uncertainty created by this type of regulation remains an important issue to
consider when designing policy.

Second, our approach suggests that uncertainty has different effects on
productivity depending on whether the regulation targets the revenue or
cost environments. Regulation which creates uncertainty for revenue-related
business processes favours a shift away from revenue-generation and towards
cost-reduction. Conversely, cost-related regulation favours revenue generating
activities within firms. The productivity implications of this shiftin resources might
depend on the type of firm that is targeted by regulation and on its position in
the life cycle. For market takers, uncertainty about the regulation of cost-related
processes might be more harmful than for firms whose economic performance
depends on the creation of new markets and revenue opportunities. From a
policy perspective, this also means that regulation which creates uncertainty on
one side of the business environment is likely to have a larger impact on firms
in particular sectors and at particular stages of the life cycle than on other firms.
Again, the size of any such sectoral/life cycle effect would have to be determined
empirically. However, if this effect does turn out to be significant, then this
should be taken into account by policymakers.

Third, the model suggests that administrative structures that reduce regulatory
uncertainty could lead to higher productivity among all firms affected by
regulation. This might be achieved by adopting regulatory instruments and
approaches that emphasise clarity of requirements, enforcement and sanctions.
Similarly, centralization of regulatory functions, coordination and streamlining
of regulatory intervention, enhanced administrative capacity and transparent
planning and prevention initiatives might also help reduce uncertainty associated
with regulation. From a practical perspective, consultation with business and
industry organisations can foster greater clarity in requirements. At the European
level, such consultation played a pioneering role in the development of REACH
and this is reflected in the comments and policy statements of major chemicals
industry organisations. Additionally, especially for small businesses, policy
makers should recognise the “informational” as opposed to the “enforcement”
role of health & safety or environmental inspectors. As the UK federation of
small business (FSB) points out, many smaller businesses simply wait for the
inspection to tell them what regulatory changes apply to them and how to
comply with the relevant provisions.

Finally, our model can also be used to inform (ex-ante or ex-post) regulatory
policy analysis (e.g. as part of 1As). Starting from the conception of the firm
presented in this paper, the box below lists a number of steps that could be

78 This is not to say that incentive based regulation has a greater impact on productivity than command and control
regulation. Instead, the model suggests that the effect of uncertainty on productivity should be taken into account. If
there are significant differences in the amount of uncertainty created by different regulatory instruments, this might
in some cases affect the balance of command and control and incentive based instruments to be adopted.
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considered. Of course the list below is very simplified and the exact nature of the
tasks involved in carrying out these steps will differ depending on the regulation
at hand. However, most steps are likely to involve an in-depth analysis of the
(proposed) regulatory requirements and consultation with relevant industry
representatives.

Figure 5.3: Key steps

1. Determine the degree of uncertainty

e How clear is the response that is required from individual firms?

e What specific actions does the regulation require at firm level and how
does this differ from current practice?

e Is the required response likely to change over time due to a change in
political priorities or a policy review?

2. Determine the level of the required response

e s a strategic response required from senior management (e.g. investment
decision, risk assessment)?

e Or is an operational response from support staff, or owner-managers in
the case of small businesses sufficient to comply with the policy (e.g. data
collection, reporting)?

3. Determine the drivers of productivity that are affected by the regulation

e Is the regulation likely to affect cost-related processes: skills, financing,
corporate location/premises, logistics, supply chains?

e Or is the revenue side most affected: product positioning, marketing, etc.?

4. Establish which sectors, company sizes, activities are most affected by
the regulation

e Which sectors feature companies that rely on the affected drivers of
productivity?

e Is there a difference in how the regulation affects small and large
businesses?

e Which activities within a particular sector are targeted/exempt?

5. Based on this information, the policy-maker can infer the impact of the
regulation on productivity within individual firms

This is the sum of:

e Compliance burdens associated with the regulation as measured in IAs

e Reallocation of strategic resources between cost/revenue sides as a result
of uncertainty effects on particular business processes (risk avoidance)

e Postponement of strategic decision-making in favour of operational
decisions, especially in small firms (wait and see)

6. Scale up these effects to obtain an estimate of the impact of uncertainty
associated with the regulation on overall UK output and productivity

The model outlined in this paper suggests that there is extensive scope for
further empirical and theoretical developments in the field. Overall, researchers
and policymakers will need to reconsider their understanding of regulatory
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uncertainty and its effects on productivity. At a practical level, such a re-orientation
could have a significant impact on impact assessments. While |IAs do require
policy makers to identify key uncertainties and risks, relatively little emphasis
is placed on these factors in cost-benefit calculations. The argument we have
put forward in this paper suggests that this may not capture the full range
of regulatory burdens. The impact of regulatory uncertainty on productivity,
especially for smaller firms, should become a standard element in the rationale
for government intervention.
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6.1 Introduction

At a broad level, advances in labour productivity are generally associated with
increases in capital per head, or capital deepening, and with technical progress,
which might be thought of as a sort of information or knowledge deepening.
The two are closely connected, because technical progress is itself a function
of investment in (capital applied to) relevant information/knowledge discovery
processes — for example, via R&D - and the ways in which new techniques and
products/services are first introduced into the economy (innovation) are often
linked to investment, as for example when new knowledge is ‘embodied’ in the
latest types of equipment.

To the extent, therefore, that regulatory activity affects investment and innovation,
it can confidently be expected that it will likewise, and on a roughly similar scale,
affect productivity growth. The work reported here has focused upon the first
links in this chain.

Given that the precise details of regulatory activity vary considerably from case
to case, and given also that markets and businesses exhibit great diversity
and variety, there are clearly myriad ways in which regulation could influence
particular decisions. However, as will be discussed below, it is possible to identify
a few features of the linkages which appear time and again, across a range of
different circumstances. One of these is regulatory uncertainty.

The concept of uncertainty has always played a large role in the analysis of
investment, at both micro and macro levels. For example, the Keynesian theory
of investment and liquidity preference emphasises the strong influences that
uncertainty about the future has on the relevant decisions. From that uncertainty
follows the notion that fluctuations and instabilities in the macro economy are
also linked to variations in “animal spirits”, which nowadays might be expressed

99



Impact of regulation on productivity

by less colourful terms such as optimism or confidence. As it was put in the
General Theory:

“... human decisions affecting the future, whether personal or political or
economic, cannot depend on strict mathematical expectation, since the
basis for making such calculations does not exist ... it is our innate urge to
activity that makes the wheel go around ...”"°.

Uncertainty here resides in the proposition that “the basis for making such
calculations does not exist”, which in itself has some quite major implications
for the conduct of regulatory policy. In particular, it raises immediate and major
question marks concerning the intellectual underpinnings of beliefs that standard
cost-benefit analyses, which rely on such strict expectations, can provide a secure
and stable basis for regulatory impact assessment, and for policy development.

Keynes was much preoccupied with potential instabilities of the economic system,
and with the potentially stabilising role of monetary and fiscal policies; and an
emphasis on stability has been a major theme of UK macroeconomic policy over
the recent past. However, notwithstanding that the relevant economic points
about uncertainty and human responses to uncertainties are fundamentally
micro-economic in nature, being propositions about individual decision units
(albeit subject to collective influences), those points have had a much lesser
impact on micro-economic policy. Yet issues of stability and instability are
relevant to arguably the most important dimensions of economic activity at the
micro level, those “human decisions affecting the future” which have a direct
and immediate bearing on investment, innovation, and productivity growth.

Perhaps the nearest we get to a policy principle based upon this type of analysis
is the inclusion of “consistency” as one of the principles of good or better
regulation. However, the BRE appears to interpret consistency as meaning that
“Government rules and standards must be joined up and implemented fairly
and consistently”, which is an interpretation that puts the focus of concern at
some distance from the investment issues being considered here: the attention
given to the use of a joined up approach and to fairness is largely to do with
different agendas, as is the proposition that consistency requires that rules and
standards must be implemented consistently®.

When we look at current policy making, however, it seems all too obvious that
the processes involved create all manner of uncertainties. A general term for that
phenomenonis ‘regulatory uncertainty’, capturing the notion thatitis caused by the

79 John Maynard Keynes, “The General Theory of Employment, Interest and Money"”, 1936.

80 Thus, for example, the emphasis put on the importance of a joined up approach is typically concerned with avoidance
of policy coordination problems (which might arise when one policy initiative undermines the achievement of wider
policy objectives). Consistency and fairness are typically closely related to attempts to ensure that policies are not
unduly discriminatory in their effects.
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policy system?’, but it is a term that, like the word uncertainty itself, has a number
of different uses and meanings. One of the aims of this paper, therefore, is to fix
on a more precise meaning, and use that precision to help identify weaknesses
and limitations in policy making which might be susceptible to improvement.

Part of the difficulty in translating a policy principle such as stability into micro-
economic policy may be the complex array of policy activities that are involved.
Whereas at the macro level, there are relatively few, central strands of policy —
the monthly interest rate decision of the Bank of England, the overall levels of
public expenditure, taxation and borrowing, etc — the strands of micro-policy are
many, reflecting the diversity and complexity of today’s economy. The potential
sources of regulatory uncertainty are therefore also many.

In addressing issues of regulatory impacts on investment and innovation, it
needs to be recognised that most regulatory policies are not designed with aim of
directly impacting on investment and innovation (though some are). Such policies
can, however, influence investment indirectly, as a side effect, via their impacts
on the business environment. That is, the impacts tend to appear as unintended
consequences, and may, all too frequently, be negative, for example because
they serve to increase regulatory uncertainty. Notwithstanding that regulatory
impact guidance tells policy makers to consider unintended consequences, the
practical, informational content of such guidance is very limited.

If, therefore, we can identify systematic features of policy developments
processes, or of methods of implementation and enforcement, that have
a tendency to have negative impacts on investment and innovation, that
knowledge may be helpful in improving policy guidance and policy development
in the future. The aim of this paper is to contribute to this identification exercise,
concentrating particularly, although not wholly, on questions about regulatory
uncertainty and its implications.

This focus of interest derives from the results of a study conducted during
2003/4 for the Cabinet Office, which was concerned with testing out various
methodologies for assessing the cumulative burden of regulation on businesses®.
This was done by applying alternative methods of gathering and assessing

81 Again it might be helpful to draw on some intuitions from macro-economic policy. One of the old issues in macro-
policy concerned the extent to which instabilities were caused, or exacerbated, by public policy. Thus, there are
analyses of the Great Depression which lay much of the responsibility for what happened at the feet of the architects
of the monetary policies of the time, and analyses of post-war fluctuations in the UK economy that attribute much
of what happened to stop-go policy making in Whitehall. The nearest we have come to similar analyses at the
sectoral or individual market level has been in the regulation of privatised utilities, where, partly by design and
partly by accident, public policy addressed the instabilities caused by the way in which public corporations were
managed, governed and financed (see J. Vickers and G. Yarrow, Privatization: An Economic Analysis). Although the
policy gains have been subject to subsequent erosion, the rationale for those policies is still well understood at the
conceptual level. It is, for example, embodied in the very first recommendation of the recent (2008) report of the
House of Lords Select Committee Report on Regulators.

82 “Pilot study of a combined postal, telephone and structured interview methodology for assessing the impact on
business of existing regulation”, November 2004.
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relevant information to businesses in the surface engineering industry®3. The
study was, therefore, rooted in a very specific factual context.

Although the principal concern of the Cabinet Office work was methodological,
the information gathered and assessed pointed toward some interesting
conclusions. In particular, there was a strong sense that, for smaller and
medium sized businesses in the sector at least, the level of administrative
burdens imposed by regulation, whilst important and certainly considered by
respondents to be excessive, was not necessarily their main issue of concern.
Regulatory requirements that were well understood and routine in nature raised
many fewer expressions of concern than requirements that were in a state of
flux and subject to much greater uncertainties.

The findings of the Cabinet Office study have subsequently been partly supported
by work of the National Audit Office, which has highlighted the significance
for businesses of what are referred to as ‘irritation factors’ in the conduct of
regulation®. Although the make-up of these factors remains un-analysed in the
NAO work, it appears that at least some of the problems covered by the term
are close to those of interest in this current study — that is, uncertainties created
by regulatory processes.

Section 6.2 below further examines the meaning of uncertainty and regulatory
uncertainty in order to clarify how these terms are being used in what follows.
Section 6.3 then reviews that evidence from the CO study, and a number of more
recent studies (described further below), which has relevance to the assessment
of the ways in which regulation can affect incentives and capacities to invest and
innovate. Finally, Section 6.4 presents a number of observations and propositions
for further discussion and consideration in terms of implications for policy.

6.2 The meaning of uncertainty and of regulatory uncertainty

The word uncertainty is used in a number of different ways in economics and in
policy analysis more generally. Sometimes the term simply indicates that some
or other outcome of an event is risky or stochastic, in the sense of, say, a game
such as roulette. In other cases, it can be used to indicate a situation in which
there is no objective basis for assigning probabilities to prospective outcomes,
an approach most associated with Knight and Keynes.® Thus Keynes, the author
of A Treatise on Probability as well as The General Theory of Employment,
Interest and Money, famously wrote:

83 105 responses were received to the postal questionnaire in the CO study, 32 telephone interviews were conducted
(12 of which were follow-up interviews exploring issues raised by businesses in the postal questionnaire
responses), and 10 face-to-face meetings were undertaken (one of which was a group meeting that included senior
representatives from 5 firms).

84 NAO (2007) 2007 Survey of Business’ Perceptions of Regulation — Technical Summary.

85 It is interesting that three of the most prominent figures of twentieth century economics, Knight, Keynes and von
Hayek, each associated with one of the major schools of economic thought (Chicago, Cambridge, Austrian), had
rather similar views on the fundamental importance of ‘unknowns’ in economic analysis, and that these views are
very different from the unarticulated beliefs with respect to unknowns that underpin much modern micro-policy
analysis.
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“About these matters there is no scientific basis on which to form any calculable
probability whatever. We simply do not know 2.

We will use the term in a sense closer to this second approach, without going so
far as conclude that, since there is no scientific basis for probabilities, ‘we simply
do not know’. Notwithstanding the lack of an objective basis for forming views
about probabilities, decision makers can work with subjective probabilities, or
with the kinds of frames and anchors identified in the ‘heuristics and biases’
stream of psychological research.

The key feature of uncertainty in this context is what we will call the ‘tentativeness’
with which business decisions affecting the future are made. By ‘tentativeness’ we
mean the recognition, implicit or explicit, by the decision maker that probabilities
or anchors (‘views’) are vulnerable to adjustment as new information becomes
available. The greater the perceived sensitivity of ‘views’ to unfolding ‘events’,
the greater the tentativeness of views.

It can be seen how uncertainty in this sense can be associated with an option
value of ‘waiting” when making decisions that imply irreversible commitments
— a value that nowadays receives great emphasis in the real options theory
of investment®. However, some care is needed in identifying the precise
characteristics of this link. If it is expected that views that are tentative today
will be replaced tomorrow with views that, though likely to be different, will
also likely be highly tentative, it is not clear that there will necessarily be much
value in waiting. On the other hand, if it is expected that tentative views today
will likely become firmer and less tentative tomorrow, then the potential value
of waiting to ‘find out more’ is more obvious.

As indicated in the introduction, although the underlying analysis of uncertainty
is fundamentally micro in nature — being focused on how decision makers
handle and respond to uncertainty — in economics there has tended to be a
greater understanding of its implications at the macro level than at the micro
level. For example, everyday discussion of conditions in today’s (early 2008)
global financial market naturally takes account the kind of points just made.
Greater tentativeness is linked to greater volatility in market prices, and both
are linked to the general recognition that there is potentially much more to be
learned - potentially much more to ‘come out’ — about the financial exposures
and positions of many leading financial institutions. And, as already indicated,
huge effort has been applied to ensuring that public policy at the macro level
does not itself become a major source of uncertainties: hence the emphasis on
stability and predictability in policy making.

86 John Maynard Keynes, “The General Theory of Employment”, The Quarterly Journal of Economics, 51, No. 2,
(1937 Feb).
87 For example, see A. K. Dixit & R. S. Pindyck, (1994) “Investment under Uncertainty”, Princeton University Press.
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With the exception of sectoral regulation®, public policy making at the micro
level appears to have been much less aware of, and informed by, the point that
regulation can itself be a source of uncertainty, with potentially chilling effects
on investment, innovation and growth. Yet it is obvious that, in circumstances in
which regulatory decisions are being made which have implications for business
environments, there is considerable scope for the relevant decision making
process to create uncertainty, in the sense that we have defined that term. That
is, there is potential for businesses to become more tentative in their approach
to the market because they (a) expect there to be public policy decisions that will
affect their payoffs, (b) do not know precisely what those decisions will be, and
(c) expect that they will know more later. If such potential is realised, the effects
on ‘human decisions affecting the future’ can be those described first in The
General Theory and later in the real-options theory of investment.

6.3 What does the evidence suggest?

This section of the paper seeks to link the discussion thus far to a number of
reported experiences and perceptions of firms of varying sizes. There may be
many ways in which regulation could affect incentives and/capacities to invest,
innovate and raise productivity, and, if the aim is to draw out lessons that can
assist in the development of more effective public policy, careful attention to the
evidence is likely to be important in determining priorities, by providing a better
appreciation of the relative importance of different, possible effects.

The review below draws heavily on the detailed responses to questions
that addressed potential impacts of regulatory uncertainty on investment
and innovation decisions, in the 2003/4 Cabinet Office study examining the
cumulative impact of regulation on businesses operating in the surface
engineering sector. This study provided data from a postal survey, a telephone
questionnaire, and a number of face-to-face interviews, and our review of this
material was supplemented by a small number of return interviews in 2007/08,
and responses to a mini-survey which was distributed to members of the
Galvanizers Association in January 2008. The discussion below also draws
upon the results from a study conducted by the National Audit Office®®, which
surveyed firms from a wide range of sectors, a study by Deloitte on the costs of
complying with the provisions of the Financial Services and Markets Act®, and
the Administrative Burdens study undertaken by KPMG for HMRC®".

88 Sectoral regulation is something of an exception because part of the rationale for the design of the system of
‘independent’ regulation is to provide a more stable, consistent and predictable policy environment, which is partly
insulated against the uncertainty-generating effects of day-to-day political processes, with their constantly shifting
agendas and priorities, from which the old nationalised industries suffered so much (see J. Vickers and G. Yarrow,
Privatization: An Economic Analysis, MIT Press, 1988). Unfortunately, the great significance of this insulation is
easily forgotten, and over recent years there has been increasing exposure of sectoral regulatory policy to political
influences — a development that is not benign for investment and innovation.

89 NAO (2007) 2007 Survey of Business’ Perceptions of Regulation — Technical Summary.

90 Deloitte (2006) The Cost of Regulation Study, Commissioned by the Financial Services Authority and the Financial
Services Practitioner Panel.

91 KPMG LLP (2006) Administrative Burdens — HMRC Measurement Project
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The primary focus in reviewing this material is on the identification of the
characteristics of regulatory activity that may impact investment and innovation.
Once identified these characteristics are then used, in the next section of the
paper, to develop a small number of broad hypotheses which could be used in
the development of appropriate policies in the future. This approach of identifying
the characteristics on the basis of the actual experiences of firms — what might
be described as a ‘bottom up’ approach — provides the benefit of grounding any
policy recommendations on concrete evidence.

Much of the evidence presented below was drawn from the study of a particular
sector —the surface engineering sector — in which the majority of businesses were
small and medium sized enterprises, and thus the issues raised by respondents
may not be representative of other business areas. Nevertheless, attempts have
been made to examine the extent to which other data sources (in particular,
the NAO report, the KPMG study and the Deloitte study, as discussed above)
provide evidence that is consistent with and supportive of the findings from the
CO study, these data sources having been generated from the study of a range
of other areas of business activity.

It is also worth bearing in mind that the perceptions and views discussed in this
section are based on qualitative data (in many cases derived from the study
of a particular sector — surface engineering), and are, therefore subject to the
well-known limitations of such evidence. Notwithstanding this qualification, we
would note that in the Cabinet Office study, considerable effort was directed
at the design and subsequent verification of the survey to try to ensure that
the information provided by respondents was robust and reliable. In general
terms, the responses to that survey were, in most cases, fairly detailed and often
respondents provided supporting examples to support the statements made.

REGULATORY UNCERTAINTY AND BUSINESS INVESTMENT DECISIONS

There is evidence in the survey data that, at a general level, uncertainty as to how
regulations will be enforced is impacting the business and strategic decisions of
firms. This is particularly the case for small firms, where the cumulative impact
of regulations appears to be creating a general feeling of uncertainty or doubt
as to what will be the implications of various decisions.

In some cases, this general feeling of uncertainty appears to be affecting the
incentives of smaller firms to expand or innovate (discussed further below),
with some firms preferring to stay within a well understood set of (technical)
processes and activities rather than risk being exposed to other regulations,
associated with different processes/activities, that they do not fully understand.
This appears to particularly be the case for some small and medium sized firms
who, given the limited resources available, indicate a preference to turn away
unusual orders or activities rather than expend the resources investigating
whether and how different regulations might apply.
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There are two distinct points here, which may have wider significance:

e The expansion into the new activity is expected to create (regulatory)
uncertainty — it is recognised that there are things to be discovered which will
likely affect the commercial value of the project. It can be noted, in the context
of interest here, the uncertainty cannot be eliminated by just reading up
about the relevant regulatory controls, since this will not necessarily resolve
relevant questions concerning the way in which the rules are enforced.

e There will also be an information cost associated with getting to know about
the implications of regulation. Such information costs can be expected to be
a higher percentage of the value added of small enterprises than they are for
larger businesses®?.

The surveys provide a useful firstindication of the potential economic significance
of regulatory uncertainty. For example, over 71% of respondents to the Cabinet
Office survey indicated that their business or strategic decisions had, at some
point, been materially affected by uncertainty in respect of the way existing
regulations will be enforced.

Acloser review of the underlying data indicates that regulatory uncertainty appears to
be particularly troublesome for low turnover and, to a slightly lesser extent, medium
sized turnover firms, with the relevant response rate on this point approximately
75%, compared with only 25% for the large turnover firms in the sample. Some
cautions should be applied in interpreting the large difference between smaller and
larger enterprises here, since the number of the latter in the sample is relatively low,
and the number is therefore subject to rather large sampling error.

The nature and sources of uncertainty

Whilst the primary evidence is suggestive of a number of broad links between
regulatory uncertainty and the investment decisions of firms, it is relevant to note
that, when speaking of ‘regulatory uncertainty’, respondents are not referring to
a common or well defined notion, of the type that has been introduced earlier in
this paper. Rather, the term ‘regulatory uncertainty’ tends to be used by survey
respondents to refer to a more general feeling of variability and unpredictability
associated with regulations and their enforcement.

In the context of describing how regulatory uncertainty relates to investment
decisions, many respondents use words such as ‘fear’, ‘distrust’ and ‘gamble’.
For example:

“We had the chance to expand our business but are now scared to do so
as we cannot trust that regulations will not kill us”

“Business decisions today are a gamble on how we can carry out the
process, make a profit whilst meeting the demand of various regulations”.

92 Economies of scale in compliance are considered further in our related paper: “Compliance incentives, investment
and productivity” (see Chapter 7 of this paper).
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Despite this lack of clear definition of the elements of regulatory uncertainty
that are likely to affect business decisions, it is possible to identify a number of
recurring themes in survey responses.

One such theme refers to uncertainty in respect of the future costs associated
with complying with a particular regulation. The best examples again relate to
the perceived effects of developing IPPC regulations®® which, for the surface
engineering sector were both the major source of change in the regulatory
environment and, as the evidence showed, the source of the highest compliance
burdens. Common sentiments were of the following kind:

“We cannot add or expand our current operation due to the IPPC and
related cost implications, which we don’t know about until approved”

“IPPC is a huge question mark for us. For 2004 we will incur substantial
expenses totally inappropriate to the size of our business”

“Due to uncertainty IPPC regulations and how much it will cost us to
comply, Directors are currently considering whether to sell the new factory
down south and return the funds to the Director’s Pension scheme”

These views appear to embody something close to the benchmark notion of
regulatory uncertainty introduced earlier. There is an impending change in
regulations that is anticipated to have substantial financial implications; the
precise financial implications are unknown because policy decisions have yet to
be taken and experience of enforcement has yet to be gained; greater information
about these unknowns can be expected later; meanwhile the uncertainty casts a
kind of ‘blight’ over decisions requiring future commitments.

At this point, it is also worth noting that respondents to the Cabinet Office
study were not reassured by the risk-based nature of the emerging regulatory
requirements. Risk-based regulation required that risk assessments be made,
and the not inconsiderable burden of assessment fell to the companies
themselves. Since such assessments have substantial fixed cost elements, the
proportionate burden of the risk assessment was greater the smaller the scale
of the business. In general terms, therefore, what the relevant business sees is
a mandated, information gathering process that will be costly in itself, and lead
to as yet unknown outcomes in terms of implications for future compliance and
enforcement, including in relation to cost outcomes.

One type of situation where uncertainty can arise is when firms are allowed to
self-assess whether or not a particular area of regulation applies to them, and,
on the basis of the assessment, decide whether to ‘opt-out’ of the regulations.
In principle, allowing firms some discretion in determining whether or not a
regulation applies to them should allow for better targeted regulatory activity:
firms can be expected to know much more about their own circumstances than

93 That is, the implementation of the Directive on Integrated Pollution Prevention and Control (IPPC) (Directive 96/61/
EC) to the surface engineering sector.
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civil servants. On the other hand, civil servants may know rather more about
the detail of particular regulations than do small businesses. Thus, particularly
if regulations are poorly specified, unclear or ambiguous, the result can be
significant ongoing uncertainty for firms.

From the survey evidence this issue appears to be particularly related to
environmental regulation, where some respondents noted that although they
try to understand and implement what is ‘best environmental practice’ they are
never fully confident that this is sufficient, and that they are careful not to upset
this balance when considering new investments. For example, one respondent
to the Cabinet Office survey noted that on-going uncertainty as to whether a
particular environmental regulation would apply to them meant that they had to
“shelve investment plans”.

There is also a related set of issues concerning the uncertainty associated
with the timing of the introduction of new regulations. One point made in the
Cabinet Office survey was that guidance notes as to the scope and effect of
new regulations were not available until immediately before the application/
registration date. This made it more difficult for firms to plan ahead, since
they could not be reasonably certain what thresholds and requirements would
be contained in the final guidance notes. The NAO survey identified a related
finding, with 71% of respondents noting that finding guidance and advice as to
what ‘compliance’ means was a substantial burden on their business.

Another very specific source of regulatory uncertainty identified by companies
in the Cabinet Office study arose in connection with changes in definitions used
for the purpose of particular regulations. An example here is re-classification of
what represents hazardous waste, as when an item such as ‘computer monitors’
is added to a list of relevant products and substances.

All the above points concern the information about regulation that is available
to business, and the costs of acquiring such information in a timely way. Taken
together, they suggest that where regulatory activity is not accompanied by
sufficiently clear guidance as to the scope of application, or such information
is not available until just before the introduction of the regulation, this can
have detrimental effects on the investment decisions of firms. Companies may
‘wait to find out’ by putting investment projects on hold or, in more extreme
cases, simply abandon projects altogether. Whenever there is new information
to be discovered about regulation, whether as a result of new regulations
or of a company expanding or changing its business strategy, the costs and
uncertainties involved can potentially lead to adverse incentive effects.

The nature of the links between uncertainty and business decisions

The surveys also provide some insights into the potential nature of the link
between regulatory uncertainty and business decision making. Thus, the Cabinet
Office survey gives a number of specific examples of how business and strategic
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decisions have, in the past, been affected by regulatory uncertainty, including
the following:

e A number of respondents indicated that the uncertainty emanated from
perceived inconsistencies in the severity of enforcement. Such perceived
inconsistencies in enforcement can take various forms but included: variability
in enforcement in relation to what were, in effect, similar processes that lead
to similar outputs, but which involved different inputs; variability according to
geographical location; variability according to the relevant regulatory official.
Thus, for example, businesses participating in the KPMG survey commented
on perceived, or actual, lack of consistency among HMRC staff when dealing
with the exactly the same issue.

e A related issue identified in the surveys concerns the perceived variability
in the interpretation of the ‘rules’ by different agencies, particularly where
the jurisdictions of the Environment Agency and the Health and Safety
Executive overlapped. This potential lack of ‘joined-up’ regulatory approach
to enforcement in respect of specific processes and activities created a general
sense, in some firms, of simply not knowing what actions to undertake to
be compliant. Moreover, it appears that for some firms it created a more
restrictive approach to undertaking activities or processes where different
regulations overlapped.

Some potential effects of regulatory uncertainty

The available evidence also provides insights into the potential effects of the
rather generalised sense of uncertainty among smaller enterprises in relation to
regulatory activity. For example, it was widely noted by a number of respondents
to the 2003/4 Cabinet Office study, and in subsequent discussions with some of
those respondents, that one effect of this uncertainty was that it provided a
competitive advantage to firms who either choose not to comply, or to fall below
relevant thresholds, therefore reducing or avoiding the need to factor in some
sources of regulatory uncertainty in their on-going decision making. Simply
put, there was a general sense that those that had chosen to ‘play by the rules’
were potentially disadvantaged in their decision making by always having to live
with potential uncertainty in respect of enforcement action, whereas those that
operated ‘below the radar’ did not face similar constraints.

A less speculative effect of some types of regulation, which appears in the
responses of various survey respondents, is that they may serve to restrict firms’
operations to activities and locations with which they are already familiar. That
is, firms may be encouraged to be ‘static’ rather than ‘dynamic’ in their decision
making. This issue is examined in more detail below, but an example of the type
of business decision involved was provided by interviewee, as follows.

This respondent noted that the company had had a desire to ‘scale-up’ and
expand its activities, but that in order to do so it would have been necessary to
move to larger premises. However, after careful evaluation the company had
decided to abandon such aspirations, and one of the major factors involved was
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the need to comply with regulations governing the closure of plant and the costs
of the process required to gain consent to locate plant at a new site. In particular,
the uncertainties surrounding the delays inherent in the regulatory process were
a major consideration.

The case is an interesting one because it raises a general question that might be
asked of regulations in a range of different contexts: do the actual or proposed
regulations create incentives for firms to ‘stay-put’, for example by introducing
unduly high costs that are triggered when businesses are seeking to change/
expand/adapt.

For larger firms that have the capacity to invest abroad, there is also the question
of the impact of regulation on the location of investment. This is obviously a very
major issue at the general level, and the UK has had some notable successes
in competing for internationally mobile investment resources, including via the
establishment of relatively stable and effective regulatory regimes in sectors such
as financial services and energy. It is also the case, however, that comparative
advantage can quickly be lost by poor regulation.

The regulatory uncertainty as to the application and potential future enforcement
activity in respect of the IPPC regulations, was noted by a number of the surface
engineering respondents as having led them to consider making investments
abroad. One company explained that the uncertainty had led them to adopting
a policy that in the future any investments that involve the IPPC will be made
through an Eastern European subsidiary. Another company noted that there
appeared to be a significant disparity between registration and enforcement
costs in the UK as compared to other European countries, and that this had
featured in their thinking as to where to locate various activities. At the extreme
end of the spectrum of views, was the following response to the question of how
frequent potential regulatory uncertainty features in business decision making:

“All the time. It is now too late for our industry. Jobs and coatings have
already moved abroad.”

In relation to location of investment, there are clearly a number of things going
on. Decisions to allocate investment funds to Central and Eastern Europe likely
have much to do with factor prices in the relevant Member States, and it would
be wrong to attribute any such tendencies to regulatory uncertainty as a whole.
The wider evidence does, however, suggest that it plays a role. Factor prices in
Germany, for example, are not so different as to be capable of explaining the
differences in levels of capital per head (and hence in labour productivity) in
sectors such as surface engineering; and nor is it likely that explanations can be
attributed to differences in the rigour/laxity of regulation. At a minimum, potential
influences flowing from the clarity, stability and predictability of regulatory
enforcement, which tend to create confidence and reduce tentativeness, offer
candidate explanations for observed international differences in investment and
productivity.

110



Identification of characteristics of regulatory activity that tend to chill investment and innovation

Firm responses to regulatory uncertainty

It appears from the evidence gathered that firms adopt a number of strategies
to deal with regulatory uncertainty when making investment and expansion
decisions. One prominent response was what might be described as the ‘wait
and see’ approach to future investments, which is completely in line with what
economic analysis would suggest is a rational strategy in the face of uncertainty
(see earlier).

The behavioural adaptation is articulated in different ways by different firms.
Thus, in the Cabinet Office study, in the face of the introduction of the impending
IPPC regulations, a number of respondents stated that they were “keeping
tight” before investing in a particular facility, waiting until the regulations were
clarified before deciding whether or not to proceed. Other ways of expressing
the response included:

“We are at a standstill in expansion due to the long term threat imposed
by regulations”

“It's not worth attending to long notice regulations because it is certain
they will be changed before enactment”.

“Installation of upgraded anodising facility on hold awaiting IPPC
clarification”

A second, very common type of response to regulatory change is to downsize
operations or expansion plans, and in some cases even to divest of assets, so as
to reduce costs. As one respondent noted:

“We are considering downsizing rather than investing in greater capacity
in order to avoid the IPPC registration”

Only part of the issue here is to do with uncertainty. If there is a size threshold
for the application of a particular set of regulations then, even if it is known with
certainty, firms may adjust the scale of their operations to avoid the costs that
regulation imposes. However, this static threshold effect is magnified or leveraged
if there is ex ante uncertainty, either about the level at which the threshold will
be set or about aspects of the regulatory regime, including enforcement.

The IPPC loomed large for surface engineering firms in 2003 because for many
it introduced the prospect of a new regulatory regime enforced by a regulatory
agency (the Environment Agency) with which they were not familiar. The effect of
conducting business in a way that would take a company into the new territory,
compared say with downsizing so as to remain in familiar regulatory territory,
would, in effect, have been a substantial increase in regulatory uncertainty. That
is, this was a situation in which regulatory uncertainty was to a considerable
extent ‘controllable’ by quite a large number of companies, but in which the way
to reduce (a potentially high level of) uncertainty was not to invest and expand.
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Given the importance of this issue in 2003 and that some surface engineering
companies now have experience of the new regulatory regime, this is an issue
that we have sought to explore again for the current exercise. It appears that, as
might be expected, there have been developments in the ways in which the IPPC
regulations are enforced, there has been a learning process for both regulators
and the regulated, and that some of the subsequent ‘discoveries’ by companies
about the implications for their costs have not been particularly welcome ones.
Thus at a broad level, the rather negative view of the IPPC uncertainties, which
we found to be almost universal in the sample in 2003/04, and which might
arguably have been held to be an unfounded and irrational fear, appears to have
been well founded.

It will be apparent from the above citations of views that regulatory uncertainty
is considered by firms to be a substantial issue, and not just a minor irritant.
Another statement to similar effect was the following:

“[Regulatory uncertainty] Always and will continue to be the greatest
barrier to investment, as the ‘goal posts’ are constantly moved.”

The surveys were not, of course, designed to answer questions about the
relative significance of different influences on investment, and there can be little
doubt that other factors such as the general competitive pressures, including
from overseas, on the various parts of the surface engineering will have played
a part. On the other hand, it should not be surprising to anyone familiar with the
theory of investment that the surveys indicate that regulatory uncertainty has
been a significant influence on investment in the sector. Nor is there any reason
to believe that companies were grossly exaggerating the situation in their
responses. Detailed, case study analysis of the new IPPC regulations indicates
precisely why their implications for the operational and investment decisions of
the companies covered by the Cabinet Office study were so significant.

A third response to regulatory uncertainty is for firms to change the timing of
their investment. In the Cabinet Office survey, 46% of respondents suggested
that they had, in the past, changed their investment timing in response to
regulation. In this case the reported adaptation appears with higher frequency
among higher turnover firms. Although subject to the caveat that caution should
be applied in interpreting a particular result when it runs contrary to the general
tendency (it may simply be a consequence of sampling error), the finding leads
to the interesting possibility that, whereas regulatory uncertainty tends to lead
to delayed investment on the part of larger firms, it may tend more toward the
abandonment or reduction of investment by small and medium-sized firms.

In relation to the timing of investment, there are also indications in the survey
evidence of impending regulation having the effect of bringing forward a
number of investment projects. The impacts here do not appear to be related
to uncertainty, but rather to situations in which there are fairly well defined
expectations of regulatory requirements.
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A number of specific examples of past changes to investment timing were given
by surface engineering companies. A number of firms noted that in the past
they had invested earlier than they otherwise would have in various recycling
or effluent facilities in order to be compliant with future regulations. Similarly,
one respondent explained that it had invested in new chrome and solvent free
technologies in order to be outside the scope of a particular environmental
regulation which was being introduced - an interesting example of where the
regulatory arrangements encouraged increased levels of investment, and a
reminder of the more general point that the incentives established are a function
of ‘regulatory design’.

There is, however, a less positive aspect to these reported cases of earlier
investments. A strong theme that emerged was that those who had responded
to impending regulatory change in this way reported that they had learned from
experience that it had not been profitable to take compliance actions as early as
they had done. The principal reasons for this were that:

e the regulations that were finally introduced differed somewhat from those
that were envisaged at the time of the investment, or

e The regulations were not introduced until a number of years later than
initially expected.

In some cases, these facts rendered the relevant investment unnecessary.
One respondent to the Cabinet Office survey cited a specific example where
the company had installed abatement equipment under instruction from the
regulatory authority, and that it had then taken five years for the actual regulation
to come into force. Another company reported that it had withdrawn from a
particular activity (bright acid dipping) in the face of what was the regulator’s
interpretation of the legislation at the time, but that the interpretation was then
subsequently changed.

What appears to be going on in these cases is that companies simply failed
to recognize the regulatory uncertainties in play. They thought that the future
development of regulatory policy was more certain than it was, acted accordingly,
and learned from their mistakes.

REGULATORY ACTIVITY AND INNOVATION

The nature and sources of regulatory relevant uncertainties were discussed
above in the more general context of business investment decisions. This
section therefore focuses on evidence that has relevance to the nature of the
links between regulatory activity and innovation, and to the effects of regulation
on innovation.

The nature of the links between regulatory activity and innovation

Companies in the surface engineering sector engage in a range of different
activities to provide a variety of services to their customers. It is therefore often
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the case that a company will find itself in the position of evaluating whether
to seek to provide services that are relatively unfamiliar to it (for example, in
response to a new customer requirement) and/or to employ new and relatively
unfamiliar processes.

The evidence indicates that the regulatory environment can have a significant
effect on such decisions, particularly where it is complex, in the sense that
regulatory requirements vary with product/service and with process.

The Cabinet Office survey asked companies directly whether they had ever been
deterred from engaging in new activities because of the impact of regulatory
activity. Over 60% percent of those replying indicated that they had been so
deterred. Unlike the impact of regulatory activity on investment discussed
above, this potential impact of regulation was almost equally distributed among
survey respondents by size.

Reviewing the detailed responses to this question can provide some further
context/ granularity when seeking to understand the links between regulatory
activity and innovation. For example, it was particularly emphasised by a number
of respondents that the need to be ‘IPPC compliant’ if they undertook specific
new activities acted as a disincentive for them to undertake such activities in the
future. As respondents noted:

“IPPC is going to limit the introduction of new processes as it will take you
over the 30m?threshold or will not need a permit”

“New processes will mean registering for the IPPC”

“Cost of compliance when contemplating other plating processes and the
desire to stay under the 30 cubic metre IPPC limit”

“Do not wish to risk exceeding COMAH, IPPC trigger points”

“Currently with the introduction of the IPPC, the company may have to
downsize if we feel we can’t afford to comply with new regulations.”

The references here and elsewhere to the 30 cubic meter limit are to a specific
regulatory requirement, to the effect that, under IPPC, surface treatment facilities
require permits to operate when the aggregate volume of treatment vats is over
30 cubic metres. This leads to a standard type of threshold effect, in that the
significant cost of obtaining a permit serves as a general barrier to expansion to
firms initially operating with below or around this level of capacity. However, since
the threshold is defined in terms of the aggregate capacity of treatment vats, it
can be expected to bear particularly heavily on expansion associated with new
services and processes. Thus, unless operating at full capacity, a firm may be able
to take extra orders for extra outputs requiring ‘more of the same’. New services
or processes may, in contrast, require extra capacity, even if existing capacity is
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not fully utilised. As indicated in the above quotations, if this requires a crossing
of the threshold, there will be a strong regulatory disincentive not to innovate.

Some respondents claimed that it was the ‘rigidity’ in the scope of application
of some regulations that was limiting their incentives to innovate. For example,
where regulation takes the form of approving technologies, an overly narrow
approach to what is permissible can limit innovation. One company gave the
example of approved alternatives for ‘cleaning up’ some of the side products of
a particular activity: in this case the lack of approved alternatives meant that the
company had held back on undertaking the relevant activity.

More generally, the survey evidence suggests that whilst a specific regulation
can influence the incentives to innovate, in most cases it was the cumulative
interaction of a number of different regulations which significantly influenced
the firm’s decision. For example, one company stated that it didnt even consider
diversification into activities that were complementary to its established
operations (such as shot blasting, coating or painting) because this would mean
that it would have to comply with a whole new set of health and safety, and
environmental regulations. Similarly, another respondent noted that for some
complementary activities (such as chemical stripping) they chose to outsource
work which they would consider developing in-house ‘but for’ the fact that the
regulatory environment was so burdensome.

One respondent put the issues bleakly:

“Regulations are the greatest barrier to expansion. Hitting one’s head on
the wall is pleasant in comparison....Any new processes we consider the
bulk of assessments is from the point of view of regulations, the possibility
and cost of adhering to them”

Another noted;

“[Deterred from undertaking new activities] On three occasions. | will now
not even consider undertaking other activities”

In some cases the responses specifically drew attention to the fact that it was
uncertainty in relation to enforcement activity that they considered was limiting
their incentives to undertake new activities. Examples included the abandonment
of new processes (moulding polyutherene, copper processing) because of
uncertainty relating to enforcement activity.

The effects of regulatory change on innovation

The KPMG survey of tax regulations concluded that the impact of regulatory
change involves:

“deciding whether or not the new change applies, worrying if the wrong
decision is made, and implementing the change if needed. As regards
changes in business, some businesses reported deliberately avoiding
certain business transactions to avoid some aspects of regulation.”
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As a general statement, this is highly consistent with the results of the Cabinet
Office. However, as indicated above, similar effects can occur as a result of
change initiated, or potentially initiated, by a firm, where, as a result of the
business change, a new set of regulatory issues are triggered. And where this
happens, KPMG's ‘avoiding certain business transactions’ may translate into
‘avoiding innovations to avoid some aspects of regulation’.

Further, the sources of change are not mutually exclusive. Changes in the
regulatory environment may be occurring both in consequence of new
regulatory activity and, at the same time, because the firm is contemplating
business changes that will expose it to new regulatory environments.

The KPMG conclusion reinforces confidence in the inferences that can be
made from the Cabinet Office study, but it is also worth noting that the latter
uncovered a range of different business contexts where similar effects appear
to have been at work. Thus, reluctance to introduce various new finishing
processes was explained in terms of uncertainty regarding the application of
relevant environmental and health and safety regulations. Similarly, uncertainty
concerning the enforcement of regulations governing the disposal or dilution
of waste that would be associated with new activities was mentioned by
respondents as having prevented them from pursuing business opportunities.

As already indicated, one effect identified in the survey evidence is that
regulation tended unduly to restrict the processes and technologies that might
be adopted by firms. By way of example, several companies stated that effective,
but relatively complex, procedures such as bright acid dipping or nitric dipping
had largely been avoided by the industry because of uncertainty regarding
health and safety regulations.

Environmental regulation featured prominently in the responses of surface
engineering firms as affecting decisions in respect of innovation and the adopting
of new technology. Thus, over 38% of respondents noted that environmental
regulation had restricted their adoption of a specific technology in the past, with
that number referring to a period before the introduction of the IPPC regulations
(which have had major implications for the industry).

More generally, environmental regulation is, in many ways, perhaps the most
challenging and difficult current area of policy development, where the risks
of adverse, unintended consequences are greatest. There are clear pressures
toward more or less continual change in regulations, and the process therefore
tends to keep generating new uncertainties. Thus, whereas new environmental
concerns should ideally be a stimulus for innovative activity (i.e. finding less
harmful ways of producing goods and services), there are obvious risks that, in
seeking to address those concerns, ‘regulatory failures’” will actually have the
effect of chilling innovation.
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There are a number of specific examples quoted by respondents to the Cabinet
Office survey of where environmental regulations had affected their adoption of
new technology. The IPPC was again mentioned by a number of respondents in
this context. Activities involving new plating-technology that used zinc, nickel,
cadmium or hard chrome also seem to have been particularly affected because
of uncertainty about the scope and application of environmental regulations.
Other examples include the non-adoption of automation technology — such as
automatic dipping lines — being attributed to uncertainty surrounding compliance
with air quality regulations.

At the more general level, one consequence of a reluctance to innovate is that it
may be leading to a less diversified industry structure. One respondent recalled
that a merger of manufacturing facilities to create a state of the art facility did
not go ahead because of the legislation in respect of hazardous substances was
deemed to be too uncertain.

CONCLUSIONS

The above review drew heavily on the detailed evidence garnered in relation
to the surface engineering sector during the 2003/04 Cabinet Office study,
and follow-up interview and survey work undertaken in 2008. Where possible,
relevant information and assessments from the KPMG HMRC study, and from
the 2007 NAO survey, were also drawn upon. Overall, this material suggests that
uncertainty associated with regulatory activity may have significant implications
for the investment and innovation decisions of affected firms, with this having
consequences for the current and future productivity of those affected firms
(and, by extension, for the UK economy as a whole).

Among the specific characteristics of regulatory activity that were identified in
the surveys as potentially influencing firms’ incentives to invest and innovate
were the following:

e There appears to be a widely held perception by many firms of a general
inconsistency in the severity of enforcement activity, including variability with
respect to similar processes that involve different inputs; variability depending
on geographical location; and finally, variability related to the identity of the
relevant official or officials. Further, regulatory uncertainty can, in part, result
from unpredictable changes in definitions.

e Regulatory uncertainty concerning the future costs associated with complying
with a particular regulation can influence incentives for firms to invest.
Similarly, where the scope of application of a future regulation is poorly
specified or when the timing of the introduction of new regulations is unclear,
this too can affect incentives to invest.
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e The decision of firms with respect to innovation, including in relation to such
practical matters as whether or not to respond to particular requests/orders
or to introduce new processes, may be significantly influenced by uncertainty
surrounding regulatory activity. In the surface engineering study, firms’ decisions
of whether or not to undertake new activities or to introduce new processes
tended to be heavily influenced by the specific thresholds/ requirements
contained within different regulations. In other cases, it was stated that it was
the ‘rigidity’ in the scope of application of some regulations, or uncertainty in
relation to enforcement activity, which was dampening incentives to undertake
new activities. More generally, the uncertainty surrounding the cumulative
interaction of a number of different regulations was identified as influencing
firm decisions to innovate or undertake new processes.

The empirical evidence also provides some insight as to the possible effects of
regulatory activity on productivity, including:

e At a general level, uncertainty as to regulatory activity appears to affect
business and strategic decisions in a number of ways. This is particularly the
case for small firms, where the cumulative impact of regulations can create
a general feeling of uncertainty, and hence may be adversely affecting their
incentives to expand or innovate. A related general effect is that regulation
can potentially encourage firms to be ‘static’ rather than ‘dynamic’ in their
decision making. Finally, uncertainty as to regulatory activity can affect the
location of investment.

e Firms appear to adopt a number of strategies to deal with regulatory
uncertainty when making investment and expansion decisions. One response
is to adopt a ‘wait and see’ approach in respect of future investments.
Another response is to alter the scope of business operations, and in some
cases to divest assets, so as to avoid the application of specific regulation.
Finally, for some firms the approach adopted is simply not to undertake any
new investments.

e Uncertainty aboutregulatory activity also appearsto make some firms reluctant
to innovate or to undertake new or novel business opportunities. In particular,
uncertainty as to the application and enforcement of environmental and
health and safety regulations appears to be directly affecting the willingness
of some firms to pursue new business opportunities.

6.4 Implications

In the light of the above points, we suggest that there is great merit in pursuing
a policy assessment agenda that seeks to evaluate the ways in which regulatory
processes can and do create uncertainty for those affected by the relevant
regulations. To assist in this process, we now offer a number of propositions for
further discussion and consideration.
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For the avoidance of doubt, it is not being suggested that these propositions can
be inferred directly from the evidence available. Rather, they are drawn from
aspects of that evidence, and are consistent with at least parts of it. Whether they
are useful generalisations across a broader range of circumstances is left open,
although we would not be putting them forward if we did not believe that there
was a realistic chance that they might be.

Before focusing on uncertainty, however, we offer a first, more general
proposition:

ADMINISTRATIVE CATEGORIES CAN CREATE BARRIERS TO EXPANSION,
EVEN IN COMPLETELY STATIC CONTEXTS

Administrative processes often rely on the definition of categories, which
establish distinctions, and give rise to consequences that do not closely fit
with the relevant business and market realities. In the surveys of the surface
engineering sector discussed above, the IPPC requirement for a permit to
operate when the aggregate capacity of vats exceeds 30 cubic metres is a case
in point. There is nothing in the engineering processes that suggests a physical
or economic discontinuity at 30 cubic metres. The distinction is imposed by an
administrative process and, as the evidence indicates, it is an imposition that has
had major economic impacts on very many surface engineering businesses. We
will call these impacts threshold effects.

The IPPC example illustrates the general nature of the problem (and, at a more
detailed level, offers an extremely clear case study). At a particular level of
activity there is a discontinuous upward jump in costs (in the IPPC case arising
from the costs of the permit acquisition process). As shown in the diagram
below, unit or average costs take a step jump upwards as activity expands,
before falling back as the fixed cost incurred in passing through the threshold is
spread over a larger volume.

Less obvious is the fact that incremental cost, measured relative to a base level
of output/activity just below the threshold, becomes very high indeed, even if the
increase in average cost is relatively modest. That is because the cost incurred
at the threshold is being assessed only in relation to the number of incremental
units, which will be a small number if the business expansion in contemplation
is modest in scale. The resulting barrier expansion is manifestly obvious.
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Figure 6.1: lllustration of the potential for administrative categories
to create barriers to expansion as a result of threshold effects
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In general, then, regulation based on administrative categories, with different
rules applied to different categories, tends to create discontinuities in incentives.
Since these discontinuities tend not to reflect real variations in the physical and
economic spheres, they give rise to distorted incentives and, in economic terms,
to market segmentation (i.e. by giving rise to barriers to expansion and barriers
to mobility, and, in the limit, to separate markets, all of which are distortions of
competition). When the regulatory environment is complex, it might be said that
businesses are required to sail in a sea of discontinuities.

Threshold effects are not only related to changes in the scale of activities: they
occur much more generally where administrative categories are used, with
those categories potentially creating differences in the regulatory treatment of
activities that do not reflect the relevant physical and economic trade-offs, and in
particular, the relevant physical and economic trade-offs that are associated with
incremental adjustments in the undertaking of those activities.

ADMINISTRATIVE THRESHOLDS TEND TO CREATE UNCERTAINTY

Thresholds, and hence the location of the discontinuities in the space of the
parameters of business decisions, change over time. Businesses may not be
well informed of impending changes, or they may know that change is coming
but not its precise nature or timing. Even where thresholds are more stable over
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time, uncertainty for a given firm might increase in consequence of changes in
the business strategy of the firm, where those changes take the firm into less
familiar regulatory territory — in terms of the metaphor just introduced, the
business may come to be sailing, or contemplating sailing, in a different and less
familiar part of the sea.

REGULATORY UNCERTAINTY IS LIKELY TO BE ASSOCIATED WITH CHANGE

Whereas the administrative burdens agenda puts emphasis on a category of
costs imposed by regulation which are largely associated with the level of
regulation, the work considered above draws attention to the costs (in a very
general sense of that word) potentially caused by change, and rates of change,
in regulations. As the KPMG survey put it, regulatory change means:

“deciding whether or not the new change applies, worrying if the wrong
decision is made, and implementing the change if needed.”

The implications here are that both direct costs and uncertainties are created.

At a broad level, it might be useful to think of the aggregate costs of regulation
C as a function of both the level of regulation R and of its rate of change AR: C =
C(R, AR). This at least serves as a reminder that improving regulation is not just
about getting the level of activity roughly right, but also about improving the
‘change processes’.

As always, however, aggregation can conceal issues, and it is therefore worth
noting that, evenifthe total level of regulation (if such a conceptis meaningful) isin
some sense held steady, substantial uncertainties could be created by regulatory
activity (which in this fixed aggregate context would be a form of churn). That
is, if old regulations are withdrawn at a more rapid rate to accommodate new
regulations, it would be wrong to think that regulatory uncertainties are being
reduced on the ground that the growth in the aggregate had been slowed, or
indeed halted. In fact, the activity of removing old regulations might, other
things equal, actually increase uncertainty.

UNCERTAINTY CAN BE CAUSED BY VARIABILITY IN ENFORCEMENT

This is an old and well understood point, and requires no further explanation
here.

THE RELEVANT PROBLEMS TEND TO BE (PROPORTIONATELY)
SIGNIFICANTLY GREATER FOR SMALL ENTERPRISES

The unit costs of acquiring information about regulation and regulatory processes
can, because of the characteristics of information costs, be expected to be higher
for smaller than for larger firms, other things equal. To the extent that regulatory
uncertainty can be reduced by the expenditure of resources (devoting resources
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to ‘discovery’), it is to be expected that smaller firms will engage in a lower level
of such activity and hence, at the end of the day, tend to be exposed to greater
levels of regulatory uncertainty than larger firms.

CURRENT REGULATORY CULTURES CREATE UNCERTAINTY AND INSTABILITY
BY NOT BEING SUFFICIENTLY GROUNDED IN PRINCIPLES

The lesson of practical experience of good policy making — whether that
experience is at the macro level (monetary and fiscal policy) or the micro level
(delegated competition policy, independent sectoral regulation, including of
financial services) — is that, in an economic environment full of unknowns, policy
is best driven by a few, core principles and self-imposed rules/disciplines. The
relevant principles are subject to assessment and occasional adjustment, and
may be over-ridden when they point to actions that other, compelling evidence
indicates would be unwise; but their existence provides stability and reduces
uncertainty. Whilst the economic environment is uncertain, such principles
can at least provide good sight of how policy can be expected to respond to
changing circumstances: hence, regulation does not exacerbate unavoidable
uncertainties, or create significant uncertainties of its own.

The extent to which regulatory activity can be said reasonably to be operating on
the basis of clear principles, which are easily communicated to and understood
by businesses, is highly questionable in relation to whole range of areas of
regulation, with the survey evidence reviewed above giving some indications of
relevant underlying problems. Where the regulatory environment is relatively
static, this may not matter very much, since businesses will gradually get to
know what to expect from the relevant local authority or from the health and
safety inspector (subject to the earlier question about variability in enforcement).
However, when the regulatory environment is more dynamic, as it sometimes
must be in order to address new, major issues, an absence of stable principles
can be expected to be much more damaging. In particular, a combination of
rapid regulatory change combined with lack of clear and stable principles, can be
expected to be particularly harmful for investment, innovation and productivity
growth.
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7.7 Introduction

The over-arching aim of this study has been to assess whether firmer empirical
content can be given to the evaluation of some of the possible impacts that
different characteristics and types of regulation can have on barriers to
expansion for small businesses, with the particular emphasis of the study being
on compliance costs and strategies. The importance of the role that Small
and Medium-sized enterprises (SMEs) can have as drivers of productivity and
innovation is well recognised. This study examines some of the ways in which
compliance costs may impact on SMEs so as to diminish their competitiveness
and/or give rise to barriers to expansion. The study was conducted in parallel with
another piece of work that was focused on impacts that regulatory uncertainty
can have on small business decisions with respect to investment and innovation,
and some relevant interactions between those decisions and productivity.

The starting point for both of these projects was a study of the impact of
regulation on the surface engineering industry®® that was undertaken by the
Regulatory Policy Institute in 2003/04 for the Cabinet Office (CO). This study
has sought to build upon the 2004 CO study by considering the relationships
among cumulative regulatory compliance burdens, business size, compliance
incentives, and barriers to expansion, on a wider basis (the earlier study having
been focused only upon surface engineering businesses) by making use of the
much greater information that is now available, including as a result of the
Administrative Burden measurement exercises that have been undertaken.

One specific aim of this study has been to start to build up a more coherent
picture of scale economies in compliance costs, recognising that, because of
the nature of the data gathering exercises upon which the analysis will rely, the
results will necessarily be of a patchwork nature, with large gaps. An overview of
the data upon which the study has been based is presented in Section 2 below,
and a number of limitations and caveats relevant to the subsequent interpretation

94  “Pilot study of a combined postal, telephone and structured interview methodology for assessing the impact on
business of existing regulation”, November 2004.
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of this data are highlighted. Section 3 then summarises the indicative evidence
of scale economies in compliance costs, with Section 4 reviewing material from
the studies that can assist in the identification of factors that might underpin
identified scale economies.

The remainder of this paper then turns to consider the relevance that
economies of scale in compliance costs may have for compliance incentives,
and implications that this may have for policymaking, in the light of the earlier
empirical observations.

7.2 The studies examined

OVERVIEW

As was noted above, the starting point for this project was a study of the impact
of regulation on the surface engineering industry that was undertaken by the
RPI in 2003/04 for the Cabinet Office. The purpose of that study was to assist
the CO in assessing whether a very large scale, cross-sectoral study of the costs
of regulation on business would be feasible/desirable, and further whether
particular survey techniques (postal questionnaires, telephone interviews, face-
to-face interviews) would be more suitable for such a purpose than other of those
techniques. The areas of regulation covered included employment, health and
safety, HMRC activities, and environment (most notably, the IPPC regulations
were awaiting introduction at the time of the study).

In order to meet the CO requirements it was necessary actually to conduct a
study of the costs of regulation on the chosen industry and, in the course of that
work, a significant database was developed, comprising the results of postal
questionnaires, telephone interviews, and face-to-face interviews®. This more
recent project for BERR has provided an opportunity to revisit this database, with
a different and more specific set of questions concerned with the relationship
between regulation and productivity, whilst at the same time taking advantage
of the significantly greater pool of other available data that is now available.

Table 7.1 summarises those data sources that were examined in the course of
this study that provided at least some basis for comparisons to be made with
respect to firm size.

95 105 responses were received to the postal questionnaire in the CO study, 32 telephone interviews were conducted
(12 of which were follow-up interviews exploring issues raised by businesses in the postal questionnaire
responses), and 10 face-to-face meetings were undertaken (one of which was a group meeting that included senior
representatives from 5 firms).
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Table 7.1: Data sources examined that allowed some assessment
of scale issues

Study Scope

(undertaken by):

Cabinet Office Study (2004) Impacts (understood broadly) of all regulations affecting the surface
(Regulatory Policy Institute) engineering sector

HMRC Study®® Administrative Burdens of tax and duty system on UK businesses
(KPMG, 2006)

FSMA Compliance Cost Study®’ Compliance costs of Financial Services and Markets Act (FSMA)
(Deloitte, 2006) for financial services firms

FSA AB Studies® Administrative Burdens of rules in the FSA Handbook for UK
(Real Assurance Risk Management, 2006) financial services industry

NAO Survey® Business perceptions of Employment, Tax, Planning, Health
(lpsos MORI, 2007) & Safety, and Company Law

It will be clear from Table 7.1 that the studies differ greatly in scope in a number
of different respects, including:

e The areas of regulatory activity examined (e.g. environmental regulation,
financial services regulation, etc.);

e The types of regulatory impact examined (e.g. Administrative Burdens in the
Real Assurance Risk Management and KPMG studies, broad range of impacts
in the CO Study);

e The range of businesses examined (e.g. the CO Study focused on only the
surface engineering sector, whereas the NAO surveyed businesses in a wide
range of economic sectors); and,

e The extent of quantificationthat was provided in the reports that had relevance
for the assessment of scale effects (for example, the Deloitte study presented
relatively limited quantified information, whereas the KPMG reports included
relatively significant levels of quantification).

In some respects, these differences in scope are positive from an assessment
perspective. In particular, the CO study provides a highly detailed review of
regulatory impacts across a broad range of regulatory activity, and with a high
degree of quantification, but is focused only on one particular sector of economic
activity: surface engineering. Whilst diverse in scope, these other studies provide —
in a number of different ways — a basis for testing the extent to which evidence and
indicative assessments based on data gathered in the surface engineering sector
can be expected to have wider relevance. However, it is also important to bear in
mind a number of limitations to such a comparative exercise, and some associated
caveats that should be borne in mind as part of the data assessment process.

96 KPMG LLP (2006) Administrative Burdens - HMRC Measurement Project

97 Deloitte (2006) The Cost of Regulation Study, Commissioned by the Financial Services Authority and the Financial
Services Practitioner Panel.

98 Real Assurance Risk Management (June 2006) Estimation of FSA Administrative Burdens, Report for the FSA; and,
Real Assurance Risk Management (December 2006) Estimation of FSA Third Party Administrative Burdens, Report
for the FSA.

99 NAO (2007) 2007 Survey of Business’ Perceptions of Regulation — Technical Summary.
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SOME LIMITATIONS AND CAVEATS

It should be noted firstly that scale issues tended to get only relatively limited
attention in studies that were examined for this project. Moreover, some other
available studies including, for example, the baseline study for the Better
Regulation Executive (BRE) Administrative Burdens exercise, did not explicitly
examine scale issues at all. It is notable, in this context, that the BRE's Impact
Assessment template does explicitly provide for costs estimates to be presented
by firm size, and this (together with the supporting assessments that underpin
data entered into the template) may provide a useful source of data for further
considering scale issues going forward.

Even where scale issues have been explicitly considered, the categories of
firm size that have been used in the studies differ markedly. For example, the
CO study identified size categories within the set of responses received from
businesses within the surface engineering sector. Since the sector is largely
populated by SMEs (this being, in part, a reason for the sector having been
selected for study), all of the businesses that responded were relatively small. In
particular, the average number of employees that firms in each size category had
was as follows: Small: 13; Medium: 31; Large: 77. This compares with the KPMG
study, which used categories of: Nano: 0-1 employees; Micro: 2-9; Small: 10-49;
Medium: 50-250; Large: >250.

Thus, average number of employees for both the “Small” and “Medium”
categories used in the CO study falls within the “Small” category used by KPMG,
with the average number of employees in the “Large” category from the CO
study falling at the lower end of the “Medium” category used by KPMG. Since
the other studies proceeded with categorizations that differed from both of these,
there are clearly difficulties that arise when seeking to compare results. The data
does, nevertheless, provide a basis for exploring scale issues, and providing
these limitations are taken into account, can be used in an indicative manner.

Another general point that it is important to note, is that the statistical reliability
of many of the estimates presented in the studies examined is weak. That is,
the studies typically aimed at getting rough, indicative evidence of materiality,
rather than more robust statistical measures. The following statement in the
Real Assurance Risk Management Administrative Burdens report for the FSA,
gives a clear indication of the underlying difficulties of relying too heavily on the
data presented as follows:

“...in many cases our results are based on half a dozen responses to the
web-based survey, in other cases one or two responses, and in some cases
the results were entirely estimated based on judgement ...it really does
need to be stressed that the margin of error...is large.”

Since the objective of what follows is to examine differences between estimates
(for different sized firms) that may themselves be subject to large errors, there
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are clearly very significant limitations with respect to the inferences that can be
reliably drawn.

In practice, as indicated above, the level of quantification provided in the studies
varied considerably. Thus, for example, the Deloitte study provided very limited
quantification by firm size, although it did provide observations and conclusions
on scale effects that could be taken into account. The NAO report provides some
general data on business perceptions that could similarly be taken into account,
whilst not providing the basis for a quantitative assessment of economies of
scale.

Even where other studies had provided quantified cost estimates for firms of
different size, a number of calculation difficulties became apparent. Thus, for
example, whilst the KPMG study of taxation administrative burdens presents
estimates of the absolute burdens of tax administration for different sizes of
business, it does not examine relative burdens by size in any detail. Nevertheless,
the study did note that:

“even if the burden is lower in absolute terms for nano businesses it is still
likely to be higher for nano businesses than large businesses in relative
terms, that is, higher relative to the total resources available to a particular
business”

Thus, the relevance of assessing the relative impact on firms of difference size
was clearly recognised in the KPMG report, but did not form a part of that report.
It has, nevertheless, been possible to construct indicative figures that allow such
a comparison to be undertaken on the basis of the KPMG data. The difficulty with
such an approach is that it applies additional layers of assumption and calculation
to what are already very much indicative figures. More generally, given the
different methodologies and definitions used in each of the studies, there are
clearly major limitations with respect to the reliability of comparisons.

Notwithstanding the above rather negative assessment, the studies do provide
the possibility of gleaning some useful indicative information with respect to
economies of scale in compliance, and some related matters. Thus, it is possible
to identify some common themes and observations, and to seek to apply
consistency checks where possible. The following section adopts this approach,
whilst recognising that — given the nature of the evidence base being used -
what is involved is necessarily an indicative, piecing together exercise.
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7.3 Indicative evidence regarding scale economies
In compliance costs

SCALE ECONOMIES IN THE SURFACE ENGINEERING SECTOR

The Cabinet Office study was focussed on the cumulative impact of regulations
on firms operating in the surface engineering sector, which comprises a number
of sub-activities such as galvanizing, thermal spraying and metal finishing. The
survey results from this study showed the costs of complying with regulations to
be proportionately larger for smaller-turnover firms, than for larger turnover firms,
to a significant degree. More specifically, the combined costs associated with
compliance with regulations (including equipment costs, the payments of fees for
external assistance and to regulators, and time costs)'® were found to be 6.4%
of turnover for small firms, 4.2% of turnover for medium sized firms and 1.6% of
turnover for large firms. This translated to an average cost per full time employee
of £3,037 for small, £2,162 for medium and £1,922 for large turnover firms.

These figures are shown in Figure 7.1 below. An interesting feature of this data
that can be seen clearly in Figure 7.1, is the difference in the relationship between
compliance costs and scale between the two bases for comparison that have
been used: compliance costs as a percentage of turnover; and compliance costs
per full time employee. In particular, whilst the graph shows compliance costs as
a percentage of turnover falling in a broadly consistent manner with increases
in scale (from small to medium to large), the fall in costs per full time employee
(FTE) as between medium and large firms is much less marked than the fall
between small and medium sized firms. We would note that this difference
is consistent with there being a strong positive correlation between scale and
labour productivity in relation to the movement from ‘medium’ to ‘large’ firms
in the study, and that such a correlation would suggest that compliance cost
comparisons made on a full time employee basis may understate relevant scale
effects (given the positive relationship between turnover per FTE and scale
noted above)™".

100 Unless otherwise stated, all measures of compliance cost in the surface engineering sector below refer to this
combined compliance cost measure. Clearly the compliance cost measures used in other studies differ from this
with, for example, the KPMG study providing estimates of administrative burdens (as defined by reference to a
Standard Cost Method approach and described in further detail in the KPMG report).

101 In particular, differences in the level of labour productivity between different firm sizes means that the weightings
used to compare compliance cost levels (number of full time employees) would be themselves subject to underlying
variations driven by a factor (labour productivity) that the comparison is not seeking to capture.

129



Impact of regulation on productivity

Figure 7.1: Surface engineering sector - Combined equipment costs,
fee payments and time costs of regulations in 2003
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As is made clear from the title, Figure 7.1 compares combined compliance costs
including the payment of fees for external assistance, the costs of equipment
required for compliance, and time costs associated with management and staff
engagement with compliance activities across all areas of regulation affecting
surface engineering firms. Figure 7.2 provides a breakdown of the turnover
based figures as between that part of compliance costs that was identified on the
basis of an internal time cost assessment, and that part of compliance costs that
was identified in the assessment of equipment costs and the payment of fees
for external assistance and to regulators. The graph provides clear evidence of
economies of scale in the level of time costs as a % of turnover'®2, It should be
noted that this measure of time costs is based on the use of an average time cost
rate (per hour). As will be discussed further below, the use of such an average
time cost rate for smaller businesses may not fully capture the economic cost of
diverting additional time toward compliance activity.

102 The data for ‘Other compliance costs’ shows a less pronounced fall in costs as a percentage of turnover as between
‘Low’ and ‘Medium’ turnover firms.
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Figure 7.2: Surface engineering sector - Breakdown of combined
compliance costs as a percentage of turnover: Time costs vs. Other
compliance costs
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Figures 7.1 and 7.2 considered compliance costs associated with all areas of
regulation that affected surface engineering firms. Closer inspection of the
underlying data indicates that while the costs associated with regulation was
generally higher — as a percentage of turnover — for smaller firms across all
areas of regulation examined, there were some quite significant variations in
the observed economies of scale between different types of regulation. The area
of regulation that exhibited the most marked evidence of economies of scale in
compliance costs (when considered on a % of turnover basis) was environmental
regulation. Thus, it was estimated that the costs of environment regulation as
a percentage of turnover was 3.02% (or £1,393 per employee) for small firms,
compared to 0.60% (or £721 per employee) for large firms.

Figure 7.3 compares the total compliance cost estimates associated with
environmental and health and safety regulations (with in each case compliance
costs shown as a percentage of turnover). For firms in the surface engineering
sector, economies of scale in compliance with environmental regulation can be
expected to be of particular importance given the portion of total compliance
costs that environmental regulation was found to account for — in particular,
environmental regulation accounted for just under half of the total compliance
costs identified across all areas of regulation. As Figure 7.2 illustrates, Health
and Safety regulations — which were identified as having the second highest
level of compliance costs as a percentage of turnover — not only gave rise to a
substantially lower level of compliance costs for small firms as a % of turnover
for small firms than environmental regulation (3.0% for environmental regulation
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vs. 1.4% for H&S), but the level of compliance costs as a % of turnover, also
falls much more less markedly with increases in scale than does environmental
regulation.

Figure 7.3: Surface engineering sector - Combined compliance costs
as a percentage of turnover: Environmental vs. H&S regulation
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A simplified means of considering the materiality of observed economies of
scale across a range of areas of regulation is to examine the difference between
the relative costs of complying with regulation for small as against large firms.
For environmental regulation, this difference is equal to approximately £672 per
full time employee in 2003, or a difference of 2.42% of turnover. The differences
between the estimates of small and large firm compliance costs across a number
of areas of regulation are shown in Table 7.2.

Table 7.2: The difference between compliance cost measures for ‘large’
and ‘small’ firms in the surface engineering sector

Difference between ‘large’ and ‘small’ firm measure

of combined compliance cost:

As a % of Turnover Per Full Time Employee
PAYE, VAT & Corporation Tax 0.58% £160
Employment Regulation 0.32% £79
Fire Regulation 0.49% £123
Health and Safety Regulation 0.92% £72
Environmental Regulation 2.42% £672
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SCALE ECONOMIES IN COMPLYING WITH TAXATION ADMINISTRATIVE
BURDENS

As was described above, the KPMG study does allow for indicative estimates to
be derived upon which scale economy issues can be examined. In particular, if
the total administrative burden identified for firms in a given category is divided
by the number of firms in that category, then the average admin burden for firms
of different size can be examined. The estimates that result from this are shown
in Table 7.3. In order to consider scale economy issues, we have considered the
estimates of the average burden for different sized firms shown in Table 7.3,
together with information provided in the report on employee numbers for the
different firm sizes that were used by KPMG (Nano, Micro, Small, Medium, Large).
This allowed estimates of the tax administrative burden per full time employee
for each firm size to be derived. These estimates are shown in Table 7.4.

Table 7.3: Estimate of average burden per firm based on the KPMG/
HMRC survey of taxation administrative burdens

Number of Firms Admin Burden by size Average Burden per firm
Nano 2,996,983 £1,216,000,000 £406
Micro 957,369 £1,952,000,000 £2,039
Small 166,499 £925,000,000 £5,556
Medium 33,299 £364,000,000 £10,931
Large 8,325 £642,000,000 £77,118
TOTAL 4,162,477 £5,099,000,000 £1,225

Source: RPI based on KPMG/HMRC Survey

Table 7.4: Indicative estimates of average burden per full-time employee
(FTE) based on the KPMG/HMRC survey of taxation administrative
burdens

Average Burden per firm  Max Number of FT Employees Average burden per FTE
Nano £406 1 406
Micro £2,039 9 227
Small £5,556 49 113
Medium £10,931 249 44
Large* £77,118 2000 39
TOTAL £1,225

Source: RPI based on KPMG/HMRC Survey

*Note that for the purposes of the above calculation, the ‘maximum’ number of employees for a large firm is treated
as 2000, whereas, in practice, the KPMG study defines a large firm to be one with 250 or more employees (i.e. there is
no defined maximum)

The figures in Table 7.4 are consistent with relatively significant scale economies
in the administrative costs of compliance with tax regulations when firms
operating in a number of sectors/industries in the UK economy are considered
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(the survey is based on a sample of 4.1 million businesses), at least at relatively
small scale. For ease of reference, this data is also presented in graphical form
in Figure 7.4.

Figure 7.4: Indicative estimates of costs of compliance with Tax
Administrative Burdens per Full Time Employee by firm Size
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Source: RPI estimates based on KPMG study

Perhaps the most surprising feature of the data shown in Table 7.4 and Figure 7.4
is that the estimate of compliance costs per full time employee for Large firms
is very similar to (being only very slightly below) the estimate for medium sized
firms. In part, this may be a function of the method by which the estimates were
constructed. In particular, the cost per FTE figures were calculated on the upper
bound of the number employees for each category of firm size (i.e. the highest
number of employees that a firm could have had to qualify for the category).
However, it was not possible to apply this calculation approach to the ‘Large’ firm
category used by KPMG since, this category of firm size was only defined on the
basis the firms to be included had more than 250 employees. Thus, in practice,
the Large firm compliance cost per FTE figure was derived on a different basis to
the other figures shown and on an inevitably somewhat arbitrary manner (with
the maximum firm size treated as 2,000).

It is also relevant to reiterate the point that was made above (in the context of
Figure 7.2) concerning the potential impact that changes in labour productivity
can have on an assessment of compliance cost measures that are weighted by
employee numbers. In particular, in relation to Figure 7.2 above, it was noted
that the much lower proportionate fall in compliance costs when measured
against FTE numbers as against turnover, was suggestive that such a factor may
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have a material dampening impact on assessments based on FTE numbers. In
any event, the estimates shown are clearly consistent with material economies
of scale in compliance costs for relatively smaller firms.

SCALE ECONOMIES IN THE FINANCIAL SERVICES SECTOR

The Deloitte study of the financial services sector examined the costs associated
with the compliance following introduction of the Financial Services and Markets
Act 2000 (FSMA). The study focussed on three regulated sectors of the UK
financial services market: Corporate finance; Institutional funds management;
and Retail Investment and Pension Advice.

The study directly estimated the compliance costs by size of firm, although, it
does not present any specific estimates or breakdown of these costs. A principal
conclusion of the study is that in two of the three areas of activity examined the
incremental regulatory costs were found to be proportionately higher for small
firms'%, and, more generally, that the size of the firm was identified as a factor
that determines the level of incremental regulatory cost incurred.

An indication of differences in regulatory compliance costs across firms of
different size was provided in respect of FSA relationship management costs
for firms that operate in the Investment and Pensions advice sector. Here the
median costs were estimated at 3.57% of fees for small firms, 1.71% for medium
sized firms and 1.03% for large firms. However, as noted earlier, the study
provides only very limited quantification, and so the materiality of variances
in compliance costs between firms of different size could not be quantitatively
assessed in any particular detail.

Notwithstanding the identification of some economies of scale in compliance
costs associated with relationship management in the Retail Investment and
Pension Advice sector, the overall Deloitte conclusion for this sector was that
costs were not found to be proportionately higher for smaller firms. One of
the potential reasons put forward for this finding (which Deloitte described as
“perhaps contrary to expectations”) was that much of the regulation in this
sector tended to be transaction-based. Real Assurance Risk Management noted
a similar factor when they examined administrative burdens arising from FSA
requirements on firms to provide information to third parties. In particular, it was
noted that:

“Whereas the key drivers for the administrative burdens estimated in our
previous report [which excluded burdens associated with the provision of
information to third parties] were mainly the number and sizes of firms,
the third party costs estimated here are driven almost entirely by the
volume transacted of financial services business...” (Paragraph 3.3)

103 The area of activity where economies of scale in compliance cost were not found to be a significant factor (Retail
Investment and Pension Advice) is discussed further below.
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It was noted that this was borne out when a number of smaller firms were
approached for information.

THE NAO SURVEY

The NAO survey included some high level questions related to the difficulty
of compliance for businesses of different sizes that are of some interest when
considering the issue of economies of scale. The following results are some
relevance to the issue being considered here:

e In response to the statement ‘The overall level of regulation in the UK is an
obstacle to your business’ success’, 33% of ‘small’ businesses ‘strongly agreed’,
whilst the percentage of large businesses that strongly agreed was only about
half that: 15% (the equivalent figure for medium businesses was 27%);

e When asked whether they agreed or disagreed that a range of administrative
activities — including: the length of time that it takes to go through the whole
process of complying, finding information about which regulations apply to
your business, and preparing and reporting facts and figures for government —
are a burden when complying with regulation, a significantly higher proportion
of small businesses than large businesses ‘strongly agreed’ in each case.

These survey results provide some generalised support for the view that
economies of scale in compliance are significant (but obviously little more
than this).

7.4 ldentifying factors that give rise to economies of scale Iin
compliance costs

THE STRUCTURE OF COMPLIANCE COSTS

One factor identified as giving rise to economies of scale was the fact that some
regulatory provisions include requirements that apply in very similar ways
irrespective of firm size. Thus, for example, the Deloitte study concluded that
there were a number of specific regulatory rules which imposed ‘fixed costs’
on firms, irrespective of their size, and noted that firms of different size had to
periodically prepare and submit largely the same returns (with the same data
and information requirements) to the Financial Services Authority.

In practice, there are good reasons to believe that the time costs associated with
undertaking a given regulatory requirement may be higher for smaller as against
larger firms. The most obvious reason for this is the fact that larger firms can
often benefit from specialisation, and have particular personnel directly focused
on regulatory compliance activity. Thus, the use of a specialised regulatory
department when regulatory compliance activity is undertaken in a larger firm
may compare with a greater application of senior management time on such
activity in a smaller firm.
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Where smaller firms make greater use of senior management time in compliance
activity than larger firms, this may immediately imply that the relevant cost per
hour to be applied when assessing compliance costs for smaller firms should be
higher. This would follow directly in situations where specialisation in larger firms
has given rise to a lower average cost per hour for those individuals engaged in
compliance activity. However, in a smaller firm, it may also be the case that the
average cost of senior management time does not capture very well the costs of
that time being spent on additional regulatory compliance activities.

Importantly, compliance activity can involve the diversion of time away from
other activities in a context where the availability of senior management time
is subject to rigidities (given that changes in the potentially available supply of
senior management time within the firm may require significant changes in the
structure of the relevant firm). Thus, incremental adjustment to new regulatory
compliance requirements may be more costly for smaller firms than average
time cost rates would suggest.

A further, more indirect effect of relevance here is that compliance activity can
give rise to the diversion of attention from core business activities, and thus act
as a form of distraction for senior management'®. The weight that is frequently
given by smaller businesses to ‘irritation’ factors associated with regulation is
broadly supportive of the relevance of these points.

STABILITY AND CLARITY OF COMPLIANCE REQUIREMENTS

The above section concentrated on issues related to the structure of compliance
costs, in terms of how they relate to firm size. Another set of factors that can
be identified, from the studies examined, as relevant to scale economies in
compliance relate to the stability and clarity of compliance requirements.

The fact that the Deloitte study indicated that the incremental compliance costs of
firms that provide Retail Investment and Pension Advice were not proportionately
higher for small firms, is interesting to note in this context. In particular, it has
been noted'® that this finding may, in part, reflect the lack of significant regulatory
change over the period that was assessed. This implies that significant regulatory
change would have been more costly for smaller as opposed to larger firms, and
should thus be understood as one potential underlying factor affecting the likely
extent of economies of scale in compliance.

Another notable finding of the Deloitte study was that, in financial services,
many large firms choose to ‘level up’ their compliance activity across countries
and/or businesses, and to treat their compliance record as part of their more
general business strategy. A consequence of this is that it can reduce the extent
to which individual rule changes give rise to changes in compliance costs for

104 Note that “distraction” may be associated with a lesser degree of focus and attention on core business tasks, and
the identification and pursuance of new business opportunities. It thus has the potential to give rise to knock-on
effects on factors that are likely to influence entrepreneurship.

105 See, for example, p5 of the FSA Simplification Plan, December 2006

137



Impact of regulation on productivity

such firms. By contrast, smaller firms may be more sensitive to individual rule
changes, since such rule changes would be likely to more frequently give rise
to a need for smaller firms to change their conduct (in some way) in order to be
compliant.

The relevance of rule changes was also explicitly commented on in the Real
Assurance Risk Management study that estimated FSA administrative burdens
as follows:

“Although the SCM-defined baseline...exclude all “one-off” costs (arising
from the introduction of new rules), nevertheless a general point common
among firms’ comments was that many of their significant costs arise from
changes to the rules, even, paradoxically, if the result is a set of simpler or
less burdensome rules” (Paragraph 2.10)

The relevance of regulatory change to economies of scale issues is also
supported, to some extent, by the findings of the CO study — presented above -
in relation to environmental as against health and safety regulation. The surface
engineering sector is one in which both health and safety and environmental
regulations feature prominently, and where issues specific to sites — such as size
and location of equipment, ventilation, discharge points etc. — to some degree
determine the necessary measures to be compliant. Of interest is the fact that
much more significant economies of scale in compliance costs were identified
in relation to environmental regulation as against health and safety regulation.
This is consistent with there being less pronounced economies of scale in areas
of regulation which may be considered to be more ‘established’, and where
compliance activities might be described as routine and well understood.

It is useful to note more generally here that the NAO survey found that 71% of
respondents believed that higher levels of stability in regulations would make
compliance less burdensome'®®. That is, rates of change in regulatory activity
matter: it is not just a matter of the level of regulatory activity or of administrative
burdens. As is discussed in more detail in our paper concerning investment and
regulatory uncertainty, this emphasis on the importance of stability fits closely
with policy experience at the macro level.

When considering why regulatory change appears to exacerbate economies of
scale in compliance, it is important to consider the differences in information
collection and processing capacities that can exist between firms of different
size. The extent to which any such underlying differences influence the extent of
economies of scale in compliance, will however — in part, at least — be a function
of the regulatory approach and/or strategy that is adopted.

One issue that arose in the CO study in this context was a general perception
that the regulatory approach adopted in the area of environmental regulation is
one which is perceived to be more discretionary and therefore less predictable

106 Specifically, Q14 of the NAO technical survey sought views on the importance of “higher levels of stability and less
frequent changes to regulations” for making compliance with regulations less burdensome.
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than health and safety regulation. For example, it was noted by a substantial
number of respondents to the original Cabinet Office survey, and subsequently
re-iterated in follow-up interviews conducted for the purposes of this study -
that the type and level of guidance in relation to the IPPC has created much
uncertainty, and therefore required a greater investment in time to understand
what ‘being compliant’ actually meant.

As one respondent to a mini-survey conducted in 2008 for the purposes of
related work on the relationship between regulatory uncertainty and investment
stated (with respect to the Environment Agency):

“The language they use and the guidance they give is incomprehensible
to people in factories”

In contrast, it was noted that the general approach of the Health and Safety
Executive was found by some respondents to be ‘predictable’ and that the
enforcement approach was, in general terms, ‘not unreasonable in assessing the
impacts on your business’.

Of course, as was noted earlier, a comment of the type presented above should
be interpreted with some care. However, it does tend — at a more general level —to
support the view that complexity and change should be considered as important
issues when considering scale economies in compliance. Thus, it is notable that
in the NAO survey, 74% of respondents noted that finding information about
which regulations apply to their business were particularly burdensome, with
this issue raised much more frequently by small businesses than by larger firms.
In a similar vein, the KPMG study posited that one reason why administrative
burdens on smaller businesses may be proportionately higher was that the
‘costs of change and complexity’ — costs associated with understanding and
adapting a firm’s activities to new regulations — may be disproportionately high
for smaller businesses.

7.5 Implications for compliance incentives

A TENTATIVE HYPOTHESIS

The above sections highlight some evidence that indicates that economies of
scale in compliance may be material, and highlight some underlying factors that
can be expected to give rise to or exacerbate such economies of scale. In this
section, we turn to consider the implications that economies of scale may have
for compliance incentives, and implications that this may have for expansion
incentives.
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Before considering available evidence, it is useful to set out a tentative hypothesis
with respect to how one might expect economies of scale to affect compliance and
expansion incentives. The tentative hypothesis involves the following key steps:

Scale economies might be expected to exacerbate incentives for non-
compliance at small scale. In particular, small firms would face incentives to
adopt strategies which improve their competitive position (relative to larger
firms that benefit from economies of scale in compliance), One such potential
strategy would involve non-compliance (or, more generally, a reduced level
of compliance);

There may be significant opportunities for non-compliance at small scale,
given the costs and difficulties of monitoring and enforcement activity in
relation to small firms;

It is to be expected that non-compliance would be more difficult to sustain
as scale increases (or, more specifically, the extent of sustainable non-
compliance would be expected to be reducing with scale). Importantly,
enforcement costs would be likely to reduce with scale, when considered in
relation to the potential costs of non-compliance (that is, the likely net benefit
of enforcement effort is increasing with scale);

This implies that expansion from small scale may result first in significant
increases in effective compliance costs, with economies of scale achievable
only after further significant growth.

This hypothesis is illustrated in Figure 7.5 below. The solid line assumes full
compliance with prevailing regulations, with the slope of the line indicating the

exi
as

stence of economies of scale in compliance costs, such that compliance costs
a percentage of turnover are shown to decline significantly with scale. The

broken line illustrates the impact that factoring the potential for non-compliance
might have on the effective compliance cost profile faced by small firms. In
particular, the broken line assumes that the extent of non-compliance that is
possible falls with scale, in line with the comments in the above bullets.
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Figure 7.5: lllustration of the potential for barriers to expansion to
arise as a result of economies of scale in compliance coupled with
non-compliance at small scale
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The net effect of economies of scale in compliance, and a fall in the potential of
non-compliance with scale, is that the effective compliance cost profile face by
small firms is increasing with scale over a range of small firm sizes. Thus, firms
are shown as facing diseconomies of scale in compliance at small scale, with
economies of scale only applicable after the full compliance level is reached. The
implication of this profile of effective costs would be that compliance costs act
as a barrier to expansion at small scale.

EVIDENCE FROM THE STUDIES EXAMINED

The CO Study provided some evidence that the hypothesis set out above was a
relevant feature of the surface engineering sector, and that the existing regulatory
environment may be positively encouraging passive ‘lie-low’ business strategies
among smaller firms. More specifically, the Cabinet Office study database
indicated that there was a perception by some companies that there was a bias
in the enforcement of environmental regulation in relation to companies that
were known to comply with regulations as opposed to those that are typically
non-compliant, or that were seeking to remain ‘below-the-radar’. For example,
in one interview reference was made to frequently having lost business to a
competitor who was able to offer cheaper prices per unit as a result of not
having installed the appropriate effluent disposal system and instead tipping
the waste down the drain. It was noted that the behaviour was brought to the
attention of the Environment Agency, but that it took nine months for any action
to be taken.
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Some other relevant comments from interviews or questionnaire responses with
respect to the perceived non-compliance of competitors were as follows:

“There are still companies who undercut me by breaking rules/laws and
nobody shuts them down. Why should | keep investing for the future?”

“Enforcement for a minority of metal finishers is making us uncompetitive”

Thus, some respondents presented the view that those that had chosen to
‘play by the rules’ were potentially disadvantaged, whereas those that operated
‘below the radar’ did not face similar constraints.

The issue of non-compliance was not considered at all, or in any particular detail,
in the other studies that were examined. The response to one of the questions in
the National Audit Office survey is of some interest in this context. In particular,
respondents were asked to rank how important a number of factors would be for
improving the future regulatory environment of their business, one of which was:
‘Ensuring a consistent approach to inspection and enforcement by regulators’.
43% of small firm respondents to that question considered consistent inspection
and enforcement very important, but this was lower than the figures for medium
and large businesses, which were 52% and 55% respectively. Beyond this,
however, the studies typically adopted a ‘full compliance’ assumption (this being
the approach taken under the Standard Cost Model).

One indirect means of seeking to get some empirical basis for assessing the
extent of non-compliance was examined. In particular, some attention was given
to identification of variances between estimates of compliance burdens from
the CO study — which sought to estimate the level of costs actually incurred —
and assessments in other studies that were predicated on an assumption of full
compliance. It was possible to make a rough comparison between the estimates
of compliance costs associated with PAYE, VAT and Corporation tax in the
surface engineering sector, with the estimates of tax administrative burdens for
the same tax regulations for companies across a range of different sectors as
estimated on the basis of the HMRC study.

A comparison of these estimates for the two studies suggests that the estimates
for these regulations in the Cabinet Office study are far greater than those
in the HMRC study. For example, it was estimated that the compliance costs
associated with PAYE, VAT and corporation tax for a small firm with a maximum
24 employees was £467 in 2003 in the Cabinet Office study'”. On the other hand,
the broad estimates of the tax administrative burdens for all areas of taxation law
(i.e.: broader than just PAYE, VAT and corporation tax) for a firm with between 9
and 49 employees was between £226 and £113 per year (i.e. actually lower than
the CO study estimates).

107 Note that this compliance cost estimate comprised of only time costs (there were no fee payments or equipment
costs recorded), and thus should provide a reasonable basis for comparison with the Administrative Burdens
assessments, given the intended purpose of the comparison.
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Extreme care should be taken in interpreting these results because of differences
of definition and methodology in the surveys. Indeed, given the extent of
differences between the measurement exercises, it is difficult to comment
with any particular confidence on the variance between the estimates that was
identified. No other relevant quantitative comparisons were found to be practical
given the data sources examined. Thus, this comparative exercise did not prove
illuminating.

The more general difficulty here is that the revelation of information in relation to
non-compliance is inherently difficult to obtain — for example, survey responses
from ‘non-compliant’ firms are likely to be few in number. Nevertheless, the
evidence presented above suggests that economies of scale in compliance costs
may be significant, and as is highlighted above, this can potentially — when non-
compliance incentives are considered — give rise to barriers to expansion from
small scale.

7.6 Summary and Conclusions

The key implication of this study is that the structure of compliance costs and
the factors that influence that structure, merit further attention. One set of
issues that arises in this context is the extent to which the design of regulatory
provisions may unduly exacerbate scale economies, and thus place burdens
disproportionately on smaller firms to a greater than necessary extent. As
was indicated above, available evidence indicates that regulatory change and
complexity are relevant factors in this context, and merit particular attention
in policy development processes. Also highlighted above was the potential
impact of regulatory provisions that give rise to compliance cost levels that are
relatively fixed in relation to firm size. One obvious policy response (that has
been adopted in some areas) to such a situation is to introduce special, simpler
(and less costly) arrangements that can be used by smaller firms. However,
some care is needed when assessing such options.

In particular, the principal driver of a special ‘small firms’ scheme may be
concern with respect to the level of compliance costs faced by those firms.
However, it is important also to consider how such a scheme might impact on
the structure of compliance costs in relation to changes in scale. In particular,
it is important to consider the extent to which such a special provision might
itself introduce a barrier to expansion. The more general issue here is one that is
discussed in more detail in a paper that we completed in parallel with this one'®,
and concerns threshold incentive effects. In particular, the introduction of special
arrangements for small firm compliance would introduce a threshold at the point
where a firm was no longer captured by the relevant definition (of “small”), and
thus crossing this threshold may result in an increase in compliance costs, with
this meaning that the threshold can result in a disincentive to expansion.

108 “ldentification of characteristics of regulatory activity that tend to chill investment and innovation” by Chris Decker,
Tim Keyworth and George Yarrow (see Chapter 6 of this paper).
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As was also highlighted above, the structure of compliance costs that might
be associated with full compliance need not necessarily be equivalent to the
effective structure of compliance costs faced by firms. That is, some degree of
less than full compliance may be an effect of a given structure of compliance
costs, with this changing the effective structure of compliance costs faced, with
this potentially giving rise to barriers to expansion from small scale. Whilst
non-compliance is inherently difficult to study, the above indicates that it may
nevertheless be important to recognise non-compliance more explicitly when
developing regulatory provisions, and to take account of the impacts that it can
have on the effective compliance costs faced by firms, and the structure of those
effective compliance costs in relation to firm size.
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