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New Regulations Governing Concentrated
Animal Feeding Operations Require New

Solutions: Discussion

Ronald A. Fleming and Michael H. Thomas

This paper discusses the three invited papers presented in the session titled *“New Regu-
lations Require New Solutions: Federal Provisions Governing Concentrated Animal Feed-
ing Operations” (i.e., CAFQOs). These papers provide an excellent review of current state
and federal laws and an excellent summary of what has been and is currently being done
with respect to CAFQ regulation. The papers present three different policy approaches: 1)
alternative performance standards, ii) location-specific regulation, and iii) insurance-based
underwriting of CAFQ discharges. Each approach has its drawbacks; however, blending
these suggested policies into current regulation would result in efficiency gains.
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The theme of the invited paper session, “New
Regulations Require New Soluticns: Federal
Provisions Governing Concentrated Animal
Feeding Operations,” is timely in light of the
unprecedented expansion of confined animal
feeding operations (CAFOQOs) across the coun-
try and the growing conflict between operators
and regulatory agencies representing the pub-
lic’s concern with potential water and air pol-
lution. The recent spate of state and federal
regulations appears to offer enterprising policy
makers an opportunity to blend market effi-
ciency into the more traditional command-
and-control approach of environmental regu-
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lation. This session explores the possible
effects of these new regulations on regulatory
effectiveness.

The session starts with a thorough over-
view of the recent Environmental Protection
Agency (EPA) revision of CAFO environmen-
tal regulation. In their paper, “Reinventing
Regulation of Agriculture: Alternative Perfor-
mance Standards for Concentrated Animal
Feeding Operations,” Pease and Bosch ad-
dress the EPA provision that permits operators
to select alternative performance standards
(APS) to reduce effluent levels to “equivalent
or better” than baseline performance stan-
dards, presumably to lower their compliance
cost by using their specialized production
knowledge to utilize alternative mitigation
measures rather than the one-size-fits-all use
of best management practices.

The authors identify four principal obsta-
cles they believe may hinder APS implemen-
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tation: (i) problems with demonstrating supe-
rior performance for alternative measures, (ii)
additional costs and risks associated with an
alternative measure, (iii) organizational barri-
ers from permitting agencies, and (iv) resis-
tance by environmental groups. Their discus-
sion identifies many potential risks facing an
APS, including performance risk, cost risk, fi-
nancial risk, and obsolescence risk. However,
aithough they discuss human-based risk, they
fail to address the possible problems of infor-
mation asymmetry and could improve their
story with some discussion of risk markets.
For example, might there be market approach-
es such as insurance or assurance bonding to
reducing moral hazard and adverse selection
in implementing APS?

As an interesting sidelight, the authors sug-
gest that the EPA might take a restrictive view
in requiring CAFOs that select APS to pro-
duce equal to or greater pollutant reduction
across “all media and across the entire oper-
ation.” If true, this view would likely restrict
market forces by preventing CAFOs from sub-
stituting between how an effluent is dis-
charged (e.g., water vs. air) and its composi-
tion. Because substitution could have
important distributional (people downstream
vs. people downwind) and efficiency impli-
cations, additional discussion of how an agen-
¢y might approach this issue would be helpful.

Pease and Bosch conclude by suggesting
that the many costs and other unfortunate fac-
tors associated with APS may overreach any
potential benefits of APS. Unfortunately, this
may be true; however, it would be nice to
leave the reader with the feeling that any effort
to improve the efficiency of environmental
regulation is better than the present-day status
quo. Also, these costs indicate a pressing need
for government assistance via cost-share mon-
eys for new technologies. The authors might
take this opportunity to suggest cost-share as-
sistance to help realize the potential benefits
of APS.

In the session’s second paper, “Regulatory
Responses to Potential Pollutants from Animal
Feeding Operations: Opting Out of Costly Per-
mitting Regulations,” Centner and Mullen
narrow the discussion to the effectiveness of
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CAFO size in regulation. Currently, CAFO
regulation is tied to size of operation, yet the
authors claim that recent regulatory changes
may open the possibility for gains in regula-
tory efficiency.

Centner and Mullen suggest a number of
alternative regulatory options that are not
based on size, including: i) training and edu-
cation programs; ii) regulation of CAFOs with
lagoons; iii} a mandatory up-front payment
(paid prior to receiving a construction permit)
sufficiently large to cover the costs associated
with closing and remediating a CAFQ; iv)
production indicators including site-specific
best management practices (BMPs) or produc-
tion technologies; v) regulation based on an
animal density index; vi) mandatory manage-
ment plans; and vii) regulation based on lo-
cation-specific *‘screening”™ factors. Yet some
of these solutions are still generally applicable
to all, and do not take advantage of site-spe-
cific attributes. For example, the proposed
training and educational programs would be
applicable to all firms. Also, how are regula-
tory burdens reduced? Even with a general ed-
ucational program, there would have to be ver-
ification of the curriculum and of having
received training as well as quality control of
instructors. Furthermore, specific regulation of
CAFOs with lagoons is done in many states,
but such regulation assumes guilt by associa-
tion, Presence of a lagoon does not imply en-
vironmental degradation.

The authors suggest mandatory up-front
payment of CAFO closure cost by all firms.
However, such a policy does not take advan-
tage of site-specific attributes and would be
subject to moral hazard. For example, some
firms might be less diligent in managing en-
vironmental releases knowing that all firms
will pay if there is a catastrophic spill. Centner
and Mullen also suggest the use of production
indicators, but recall that Pease and Bosch
claim that some production indicators (espe-
cially APS}) may be subject to problems, in-
cluding the need to demonstrate superior per-
formance, additional costs and risks,
organizational barriers from permitting agen-
cies, and resistance by environmental groups.

Ultimately, Centner and Mullen suggest
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that regulation based on location-specific
“screening” factors coupled with production
indicators is better than regulation by size. We
concur, but believe that the use of a density
index coupled with production indicators
would be equally effective. Yet, Centner and
Mullen do not address the drawbacks associ-
ated with their proposed solution. Specifically,
verification, monitoring, and enforcement are
major issues for any regulation, and the more
individualized the regulation, the more effort
must be given to verification, monitoring, and
enforcement. Furthermore, the more individ-
ualized the regulation, the more likely the reg-
ulation will be challenged in court based on
fairness issues.

Like the Pease and Bosch paper, Centner
and Mullen provide an excellent review of
current state and federal laws and an excellent
summary of what has been done and is cur-
‘rently being done with respect to CAFO reg-
ulation nationwide. But their proposed regu-
latory substitutes for regulation by size are all
problematic. It can be proved theoretically that
location-specific regulation is cost-minimizing
and more efficient for the firm. But location-
specific regulation comes at a cost in terms of
higher regulatory transactions costs and higher
political costs (spatial regulation is politically
unpopular). Previous studies have demonstrat-
ed that the efficiency (and cost reduction)
gains associated with spatial regulation may
be small relative to the added costs. These is-
sues need to be recognized. Nevertheless,
states do regulate CAFOs differently; thus,
there is some recognition of the importance of
location-specific regulation within current
laws.

In the last paper, the session turns to a more
empirical approach and specific example, pro-
viding a nice balance to the first two papers.
In “Utilizing Contingent Claims to Improve
the Management of CAFOs,” Gramig, Skees,
and Black explain how recent federal CAFO
regulations might improve the possibility for
a more incentive compatible approach to
avoiding the harmful discharge of animal
waste into surface waters. They start by re-
minding us of the inefficiencies that have his-
torically accompanied regulatory actions de-
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pendent on litigation via tort law, and make
the case for a market-based alternative to reg-
ulatory business as usuval.

After their nice explanation of the regula-
tory problem in terms of a principal-agent re-
lationship with asymmetric information, the
authors claim recent regulatory change may
offer an opportunity for regulators by requir-
ing CAFOs to develop individualized compre-
hensive nutrient management plans (CNMP).
Their reasoning: this new requirement will
force operators to record site-specific infor-
mation necessary for effective risk sharing via
a contingent claims approach to risk manage-
ment. Additionally, they suggest that the pre-
sent-day adversarial role between operators
and regulators could be improved if the gov-
ernmental regulator is replaced by a private
risk-sharing partner.

Gramig, Skees, and Black explain the es-
sential conditions for effective insurance un-
derwriting and several ways to avoid the prob-
lems of adverse selection and moral hazard;
these can be summed as (i) providing and us-
ing a proper risk assessment procedure, (ii)
preventing the insured from benefiting from
superior information, and (iii) good monitor-
ing of their behavior. They continue by ex-
plaining that in order for insurance to become
an effective tool it must (i) provide incentives
for the operator to prefer mitigation to litiga-
tion, (ii) punish bad behavior, and (iii) have
clearly identifiable indemnified events. Al-
though they don’t mention it here, one would
further assume that the monetary impact of
these indemnified events must also be clearly
known or knowable.

To make their point, the authors then de-
velop an insurance model based on an index
of rainfall. In this example, because excessive
rainfall is highly correlated with waste lagoon
spills, CAFO operators are indemnified based
on the level of rainfall. Using historic trends
to establish the baseline, their model describes
in detail how excessive rainfall could trigger
payments to operators at critical points and
help fund the costly actions they see as nec-
essary to avoid a spill: essentially, a pay-as-
you-go program to help operators do the right
thing. Although tying indemnification to rain-
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fall may avoid moral hazard and adverse se-
lection at one level, we wonder what prevents
the operator from using the indemnification
payments for purposes other than spill avoid-
ance—the threat of litigation? If so, then what
have we gained over the traditional approach?
The paper goes further to suggest that, as a
starting point, CAFO operators decide on their
level of coverage by envisioning the “‘worst
case scenario’’ resulting from a lagoon failure.
However, one must question whether the
CAFO operator is in the best position to en-
vision this scenario. After all, if the damage
would accrue to a third party, shouldn’t the
damage estimate originate from the prospec-
tive victim(s)?

We found the paper innovative and thor-
ough in its discussion of the pros and cons of
applying insurance to the problem of CAFQO
lagoon spills. The model is clear and easily
applied. However, some of their assumptions
may be incomplete or overly simplified. For
example, they claim that operators “may re-
spond more favorably to a risk-sharing partner
than a government regulator.”” We agree, but
then again, they may not; and furthermore, it
is not clear to us why switching to private in-
surance will avoid the problems of moral haz-
ard and adverse selection, After all, private
risk sharers have always faced the problem of
asymmetric information. We wonder if an op-
erator would make the distinction between be-
ing forced to share risk with a private agent
or forced to follow the dictates of a govern-
ment regulator. After all, insurance fraud is a
big and growing business.

In the final analysis, although the process
of using private insurance markets to mitigate
risk from CAFO spills has substantial merit
and the authors describe a model with consid-
erable promise, there remain two thorny is-
sues: (i) asymmetric information in the use of
indemmification payments and mitigation ac-
tions, and (ii) defining the indemnifying event
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and the expected loss. To partially remedy
this, perhaps the area of assurance bonding
could be considered. By requiring CAFO op-
erators to ex ante provide financial assurance
that they take the ‘“‘correct mitigation actions™
to avoid spills, equal to or greater than the cost
of these actions, and promise these same op-
erators the refund of this assurance upon suc-
cessful compliance, one may simultaneously
remove the problems of adverse selection and
moral hazard. ]

All reasonable projections suggest that the
livestock industry will continue to concen-
trate, with more animals being produced at a
single location. This growth will only exac-
erbate current conflicts between the livestock
production industry, the public, and regulators.
State and federal regunlations will have to adapt
to continued growth. Thus policy makers have
an opportunity to blend efficiency improving
regulatory approaches into the more tradition-
al command and control approach of environ-
mental regulations.

The three papers presented in this session
provide an excellent review of current state
and federal laws and an excellent summary of
what has been done and is currently being
done with respect to CAFO regulation nation-
wide. The papers also present three distinctly
different efficiency-improving policy ap-
proaches: i) alternative performance standards;
ii) regulation based on location-specific
screening factors coupled with production in-
dicators; and iii} insurance-based underwriting
of environment-damaging CAFO discharges.
Each approach has its drawbacks; however,
blending any one (or all) of these suggested
policies into current regulation would result in
efficiency gains. And in a time of low prices
and tight margins, lower-cost regulation could
make the difference as to whether a firm
chooses to exit the industry. This is especially
true of smaller, perhaps family-operated, live-
stock operations that are just large enough to
be classified as CAFOs,



