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Abstract

Occupational licensing is increasingly widespread throughout
American industry. Incumbent firms believe that licensing prevents
competition by new entrants that would drive down prices. Public In-
terest or Market Failure Theory defended licensing as protecting the
public against service providers who were incompetent or charlatans.
That approach fails to explain why it is incumbents, not members of
the public, who seek licensing rules most vigorously. Public Choice
Theory, by contrast, maintains that incumbents support licensing to
garner economic rents. This theory better explains why government
officials generally, and often enthusiastically, support licensing re-
quirements instead of certification programs. Knowing why legisla-
tures impose occupational licensing requirements and how they ad-
versely affect the public are the first steps toward undoing laws that
injure the public.

Today, between one-quarter and one-third of all American jobs
are subject to alicensing requirement of some kind.! How did we
wind up in this situation? Has there been an explosion of subspe-
cialties within already licensed fields, with each new niche requir-
ing anew and separate license? Or have there been across-the-board
torts or frauds committed against consumers that have resulted in
numerous cases of large-scale financial loss, bankruptcy, serious
bodily injury, or death? Why else would society have become so
besotted with occupational licensing?

It turns out that the justification is far more prosaic, far more
predictable, and far less salutary than the public might expect.
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KEY POINTS

m According to Public Interest
or Market Failure Theory, the
optimal way to reduce public
uncertainty regarding a service
provider's qualifications is for the
government to prohibit its supply
by anyone who has not shown the
minimum qualifications neces-
sary to offer it safely.

m Perhaps the principal weakness
of Public Interest Theory is that
it does not explain a curious fact:
Private firms often urge govern-
ments to adopt licensing regimes,
the exact opposite of what Public
Interest Theory predicts.

m Public Choice Theory, by contrast,
offers a view of market regula-
tion that is materially different
from the one that underlies Public
Interest Theory.

m |n particular, Public Choice Theory
explains why regulated busi-
nesses, not consumers, seek out
licensing requirements: Incum-
bents support licensing to garner
economic rents.

m Knowing why legislatures impose
occupational licensing require-
ments and how they affect the
public are the first steps toward
undoing laws that injure the
public.
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The Problem: Market Failure

A pure laissez-faire economic system would not
work in the United States. Structural imperfections
such as natural monopolies, externalities, transac-
tion costs, and collective action problems such as
free-rider strategies keep the market from allocat-
ing goods and services efficiently. Consider telecom-
munications or transportation. If one land-based
telephone or railroad system can meet the entire
market demand at a lower cost than would be the
case if two or more firms were to compete for busi-
ness, the market is a natural monopoly. The optimal
response is to allow that one firm to operate under
price constraints so that it cannot take advantage of
its monopoly position.2 What that means, however, is
that some forms of regulation of some business prac-
tices are necessary in some instances. If so, the ques-
tion becomes: How far does that conclusion apply?
How do we know when regulation is necessary?

Now turn to occupational licensing. A rationale
akin to the foregoing one has served as the tradi-
tional justification for occupational licensing. The
problem is what economists call an “information
asymmetry.” In many occupations, there are multi-
ple service providers with different skills (e.g., Emer-
gency Medical Technicians), and consumers lack the
knowledge needed to distinguish among them or the
time to do so (e.g., automobile accident victims can-
not decide which EMTs will treat them). The ques-
tion then becomes: How do we protect the public in
those circumstances?

The Solution: Licensing in the Public
Interest

The Public Interest or Market Failure Theory
emerged to justify regulation in the public inter-
est.® The optimal way to reduce public uncertainty
regarding a service provider’s qualifications, the
argument goes, is for the government to prohibit
its supply by anyone who has not proved that he
possesses the minimum qualifications necessary
to offer it safely. To do so, governments use an edu-
cation, testing, and licensing process to filter out
unqualified practitioners. That process sets a floor
below which no one may offer a service that puts the
public at risk. The public therefore can select from
approved providers without needing to investigate
their bona fides and relative qualifications. As Nobel
laureate Kenneth Arrow has explained:

When there is uncertainty, information or knowl-
edge becomes a commodity. Like other com-
modities, it has a cost of production and a cost of
transmission.... The general uncertainty about
the prospects of medical treatment is socially
handled by rigid entry requirements. These are
designed to reduce the uncertainty in the mind
of the consumer as to the quality of product inso-
far as this is possible.*

Of course, suppliers will still vary in their qual-
ifications. A licensing process is designed not to
eliminate suppliers with superior talents, only to
eliminate those with substandard skills. In theory,
however, no unlicensed provider may operate and
no licensed provider will endanger the public by ply-
ing his trade.®

The Problem with the Solution: Licensing
Is Generally Not in the Public Interest

Public Interest or Market Failure Theory was
the orthodoxy as late as the 1970s.6 Since then, how-
ever, it has lost favor in the economic community.”
The reason is that the Public Interest Theory fails to
acknowledge that governments are often as flawed
as markets. There is no guarantee that elected or
appointed officials are subject-matter experts or
that they will select regulatory schemes that can cor-
rect market flaws rather than satisfy the demands of
favored constituents. Moreover, statutes are no less
difficult to repeal than they are to pass,® meaning
that bootless laws (e.g., the Robinson-Patman Act
of 1936°) can remain on the books far longer than
a product that consumers reject (e.g., “New Coke”)
will remain on the shelves.

In addition, the theory mistakenly idealizes the
motives of public officials by assuming that they
always act in the nation’s best interests even when
the evidence is to the contrary.’® As Professor Peter
Schuck has noted, Public Interest Theory stands as
a “vacuous and dangerously naive” account of public
policymaking, both as to how public policy is adopt-
ed and as to how it is implemented." “[R]ational self-
interest (as the actor perceives it) unquestionably
drives most political behavior most of the time.”'*

Finally, Public Interest Theory fails to explain
why a licensing regime is superior to a certifica-
tion program—that is, to a system in which the gov-
ernment issues a certificate to a service provider
who has passed a competency test similar to being
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board-certified in a medical specialty or to receiv-
ing the Underwriters Laboratories certification or
Good Housekeeping Seal of Approval. That alterna-
tive protects members of the public without limit-
ing their choices or raising the price of the service
they want.

Perhaps the principal weakness of Public Inter-
est Theory is that it does not explain arather curious
fact: Private firms often urge governments to adopt
licensing regimes, conduct that is the exact oppo-
site of what Public Interest Theory predicts. Histo-
rian Lawrence Friedman found that practice preva-
lent throughout American history, noting that “the
licensing urge flowed from the needs of the licensed
occupations. The state did not impose ‘friendly’
licensing; rather, this licensing was actively sought
by the regulated.”**

Economist and Nobel laureate George Stigler was
the first to explain why that odd scenario is so wide-
spread. He found a simple explanation for companies’
otherwise irrational conduct: Incumbent business-
es endorse licensing requirements because it pro-
tects them against competition.”* Professor Walter
Gellhorn summarized this phenomenon succinctly:

The thrust of occupational licensing, like that
of the guilds, is toward decreasing competition
by restricting access to the profession; toward
a definition of occupational prerogatives that
will debar others from sharing in them; toward
attaching legal consequences to essentially pri-
vate determinations of what are ethically or eco-
nomically permissible practices.’®

In short, licensing requirements enable incum-
bents to receive what economists label “econom-
ic rents”—that is, supracompetitive profits made
available by laws limiting rivalry. Any benefit that
the public receives is largely fortuitous and almost
invariably outweighed by its costs.

The New Solution to the Problem with
the Original Solution: Public Choice
Theory

Stigler was one of the first scholars to subject
political behavior to economic analysis and offer a
rational economic explanation for irrational politi-
cal behavior.’® But others followed. In fact, the pro-
cess of applying microeconomics and game theory
to politics gave rise to a new way of analyzing the

operation of the two, one known today as Public
Choice Theory."” Public Choice Theory offered a view
of market regulation that was materially different
from the one that underlies Public Interest Theory.
In particular, Public Choice Theory explains why
regulated businesses, not consumers, prefer and
seek out licensing requirements:

Public Choice Theory teaches that elected officials

do not fundamentally change their character and

abandon the rational, self-interested nature they
display as individual participants in a free mar-
ket when assuming public office. The person that

is “an egoistic, rational, utility maximizer” in the

market also has that nature in the halls of govern-
ment. Homo economicus and homo politicus are one

and the same. The difference is in the goods that

private parties desire and government officials

dispense—statutes, regulations, funding, licenses,
and so forth, rather than consumer goods or wid-
gets. Their motivation, however, is parallel in each

setting. Producers, consumers, and voters seek to

maximize their own welfare; politicians, to attain

or remain in office; and bureaucrats, to expand

their authority. The result is trade in a political

market. Interest groups will trade political rents

in the form of votes, campaign contributions, paid

speaking engagements, book purchases, and get-
out-the-vote efforts in return for the economic

rents that cartel-creating or reinforcing regula-
tions, such as occupational licensing, can provide.
Government officials are aware of interest groups’
motivations and use those groups to their own

political advantage. Lobbyists and associations

serve as the brokers.'®

Public Choice Theory has become an accepted
approach to the analysis of political behavior."

Public Choice Strategies
Public Choice Theory recognizes that legislators
have complementary strategies.

m Rent creation is the adoption of competitive
restrictions, such as occupational licenses, for
the benefit of a few incumbents. The licens-
ing requirement generates economic rents for
incumbents (supracompetitive profits) and polit-
ical rents for politicians (campaign contributions,
book sales, voter-turnout efforts, etc.).
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m  Rent extraction is the threat of new legislation by
politicians that would reduce the rents incum-
bents receive from an existing scheme to obtain
more political rents for themselves.?° Proposed
legislation would lower a firm’s profits or increase
its costs by eliminating a benefit that it currently
enjoys (e.g., an occupational licensing require-
ment that keeps out would-be competitors) or
by imposing new regulatory burdens (e.g., envi-
ronmental regulations). However this is accom-
plished, politicians benefit.

Note that that a legislator need not see a bill
enacted in order to gain political rents from rent
extraction. He can merely threaten to introduce or
promote a bill to warn interested parties that their
rents are at stake. Known by names such as “cash
cows,” such bills or draft bills have the sole purpose
of extracting political rents from interested par-
ties.?! Minatory statements by a legislator, especially
apowerful one such as acommittee chairman, make
even the mere threat to introduce a bill quite effec-
tive.?? Moreover, legislators can use rent extraction
over and over again until they leave office.*

Public Choice Theory has its critics.?* They say,
for example, that it oversimplifies legislators’ moti-
vations. Claiming that elected officials act only for
self-advancement, critics maintain, ignores the real-
ity that over their terms in office, legislators take
positions on issues for a host of reasons—individual
beliefs, party loyalty, logrolling, the futility of opposi-
tion, and so forth—many of which are of no concern
to individual voters. Because politicians will act for
reasons that do not advance (or may even injure) their
own careers, Public Choice Theory does not accurate-
ly reflect the reality that it purports to describe.

In response, Public Choice Theory’s supporters
would argue that legislators are not always the “vil-
lainous brigands that Thomas Hobbes envisions in
the state of nature,”?® nor need they pursue their
self-interest at every turn for the theory to explain
the motivations of legislators better than Public
Interest Theory explains them.

Moreover, certainty is too demanding a standard
for any economic or political theory. Proof can
be sought in mathematics, but not in the social
sciences. The question here is whether a theory
has more predictive power than alternatives, not
whether it proves correct in every case. Public
Choice Theory readily passes that test.>¢

Conclusion

Occupational licensing has become increasingly
widespread throughout American industry. Incum-
bent firms favor licensing because it prevents com-
petition by new entrants that would drive down pric-
es. Licensing was defended originally on the ground
that it protected the public against service providers
who were incompetent or charlatans. That approach,
the Public Interest or Market Failure Theory, fails to
explain adequately why incumbents, not members
of the public, are the one who most vigorously seek
licensing rules.

The new explanation for the rise of occupation-
al licensing, Public Choice Theory, maintains that
incumbents support licensing to garner economic
rents. Unlike the Public Interest or Market Failure
Theory, Public Choice Theory better explains why
government officials generally, and often enthusi-
astically, support licensing requirements instead of
certification programs.

Knowing why legislatures impose occupational
licensing requirements and how such requirements
injure the public are the first steps toward undoing
such laws.

—Paul J. Larkin, Jr., is Senior Legal Research
Fellow in the Edwin Meese III Center for Legal and
Judicial Studies, of the Institute for Constitutional
Government, at The Heritage Foundation.
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