
provides agencies with more incentive to 
impose short-term costs to obtain long-
term benefits such as environmental and 
health improvements.

Much has changed since 2003. Real 
returns to US Treasury notes—a common 
measure of the risk-free consumption 
rate—have trended lower, reflecting deep 
structural changes in the economy (4, 5). 
Recent economic literature strongly sup-
ports the use of a consumption discount 
rate over a capital rate of return over 
longer time horizons (6, 7) and shows that 
lower discount rates are appropriate for 
valuing long-term effects (8, 9). 

Consistent with these principles, the US 
Office of Management and Budget’s (OMB’s) 
proposed update (1) uses more recent eco-
nomic data to lower the consumption-based 
discount rate from 3% to close to 2%. It 
also ends the use of the 7% discount rate 
in regulatory analysis, replacing capital-
based discount rates with a shadow price of 
capital approach that bounds the potential 
impacts of public interventions on capital 
(10). In addition, the update calls for a 
Ramsey framework that links discounting 
to economic growth and a declining rate 
over longer time horizons (11). 

OMB could improve its update further 
by improving its discussion of risk. The 
draft focuses on risk-free discount rates 
and recommends modeling the insur-
ance value of a policy with uncertain net 
benefits using certainty-equivalents (9). 
However, agencies may lack sufficient 
expertise to make such calculations. OMB 
should offer additional guidance  on how 
to convert cash flows to certainty-equiva-
lents, including how to specify preference 
parameters consistent with the risk-free 
rate (11). To ease agency burden, OMB 
should provide an approximation of the 
average social risk premium adjustment 
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US benefit-cost analysis 
requires revision
Benefit-cost analysis should be guided 
by the best available data and methods. 
Yet when assessing regulations, US agen-
cies currently value future impacts using 
outdated methods and data to determine 
discount rates. A proposal to revise a docu-
ment known as Circular A-4 would address 
this deficiency by modernizing discounting 
guidance (1), which would substantially 
improve US regulatory analysis. A corre-
sponding update has also been drafted for 
Circular A-94, which will improve US fed-
eral public investment analysis (2).

A social discount rate is used in benefit-
cost analysis to translate impacts that 
occur at different times into comparable 
present values. Circular A-4, a US regula-
tory guidance document written in 2003 
(3), directs agencies to use discount rates 
of 3% and 7% in most contexts. The 3% 
rate reflects the then-estimated risk-free 
rate at which society discounts consump-
tion in the future. The 7% rate reflects the 
then-anticipated market rate of return to 
capital. These rates matter. For example, a 
hypothetical regulation might cost $20 bil-
lion today and yield $100 billion in undis-
counted benefits in 30 years. Using the 7% 
discount rate, that $100 billion would be 
equivalent to $13 billion today. Regulators 
would compare the $20 billion investment 
with the $13 billion benefit and find a 
net loss of $7 billion. If a 3% rate is used 
instead, the same $20 billion investment, 
yielding the same $100 billion in 30 years, 
would be predicted to provide benefits 
equivalent to $41 billion today, a net gain 
of $21 billion. A lower discount rate thus 

The annualized real rate of return on 10-year 
treasury bonds is used to estimate the 
risk-free discount rate that US federal agencies 
should apply in benefit-cost analyses.

L E T T E R S

(similar to the approach used in the draft 
Circular A-94) for discounting expected 
net benefits. Similarly, OMB should pro-
vide guidance on relative prices in valuing 
environmental services (12).

The proposed Circular A-4 update is 
open for public comment until 6 June. 
Experts in the field should support the 
update and suggest further revisions. 
Economists should also continue to 
improve discounting theory, especially the 
assessment of capital displacement and 
augmentation, risk premiums, and realis-
tic preferences.
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