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Is Current Transportation Policy Consistent

With An Optimal Transportation System?
Richard L.)Kilmer

Buchanan-Tullock collective choice model is used to
analyze decision rules whereby individuals choose between
market management and regulated market. .Conclusions: the
public wouid choose market management. Reasons given for
c0ntinﬁanCe of regulation: interest group dominated
législators and regulatory agenbiés. Result: current
policy is not tending the transportation,industry toward

Optimality.
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Is Current Transportation Policy Consistent
With An Optimal Transportation System?*

Richard L. Kilmer”_

A. Introduction

The transportation sector (including automofiles) contri-
buted 20‘percent:of our GNP (21, p.?7) in 1965, which was distri-
buted as follows: 16.5 percent from the unregulated portion a}
the transportation industry and 3.5 percent from the regulated
modes (25, p.519). The total net investment in railroads,

“motor transportation (including private automobiles and highways),
domestic water transportation, pipelines, natural gas pipelines
and air transportation was $310 billion in 1970 (22, p.45), 33
percent of ourvhatiqnal wealth (21. p.9). oOf the 3310 biilion.
$230-billibnfwasraCCdunted_fdr by the motor transport mode,
indicating the tremendous significance of the motor vehicle in
the transport system. A sector that commands resources of
this magnitude can cause an unnecessary drain on national
reaoﬁrceé and preclude their use tb'other ends, if this sector
is miémanaged. . |

}Thé ma jor focus in this paper ia on the federally regu-

‘ jlatéd portion of the}tranSportation‘ihdustry. This seator'

) *I wish to acknoWledge'and express appreciation'to Drs.
Leroy J. Hushak and David E. Hahn for their encouragement and
- penetrating comments during the preparation of this paper.



contributed 3.5 peréent of the GNP in 1965 (25, p.519) and
hauled 62.2 percent of the intercity ton miles in 1968 (22,
p.28).

The market institution has historically managed the
efficient use of our resources. When this institution is
deemed inéfficient for the task at hand, an administrative
helper is calied ubon to assist in the management task, Since
1887, regulatofy agencies have'assisted'the market institution
of railroads. By 1940, all modes of transportation (including
rail, air, motor, water and pipeliné) were under the regulatory
control of the federa1'government. Have regulatory agencies,
‘the Interstate Commerce Commission (ICC) and the Civil Aero-
nautics Board (CAB) specifically, achieved or tended toward an
optimal system?  This'question does not infer that the market
would haye achieved an optimal system, given no:interference.
This queétibn does, however, challenge the accomplishments of
:, the regulatory agencies énd‘does infer that a quéSfion exists
as to whether their policies are consistent witﬁ an optimal
system.* | |

‘The'mﬁjor areas covered in this paper'are_as_folloWS.

, lThe word "optimal"” in this paper has the following
economic meaning: "Pthe efficient allocation of resources to
the provision of transportation services and facilities as
compared to other uses to which these resources might be put,
with efficient allocation among the various agencies which
supply transportation today and with the efficient utilization
- of the resources already allocated." (22, p.4)



First, studies of transport modes are presented that demonstrate
the existence of‘monopOIy profits which have resulted from reg-
:nlation;, Second the Buchanainulloch collectlve choice. model

1s used to deve10p dec181on rules that are used to determlne

'.the collectlve ch01ce between market regnlatlon and unencum-
ebered market management. Third, based on the collective choice

model, evzdence of prev1ous research is presented show1ng why

the predlctlons of the model have been negated. Flnally,
concluslons concern;ng ‘the optlmallty of_the transportation

system are.discussed.

Reg at one-Present Thlnklng and Soc1a1 Costs

The Weeks report publlshed in 1955 (32) called for less
_ regnlation“and more rellance}on compet;t;ve forces topestabllsh
prices in the‘tranSportation industry. Tnere Was Strong
Jopposmtlon to thls report from motor and water carrlers because‘:
bthe proposed pollcy appeared to favor rallroads. What has
'.ahappened since 19559‘ “Reafflrmatlon of the ba31c tenets
| enunclated in the Weeks Report by Pres1dents Kennedy, Johnson
and N;xon has produced few results other than.volumes of
’:;:Congressionaihearings on modifioation’of federal transport '
’dvregulatlon. Views*favoring less'restrietive controls orer .
Hentry and prlclng 1n tranSportatlon have been eXpressed by the'p
,_Council of Economlc Adv1sors and by past and present members of{'

”the Department of Transportatlon., The Amerlcan Trucklng



Association and members of the lnterstate Commerce Commission
have flrmly opposed any relaxatlon of motor carrler ‘regulation,"”
'(26 p.328). |

| Several studles show the prlce-cost dev1atlon of regulated

firms from unregulated firms. Keeler (18) u31ng 30 ma jor domes-

tie a1r travel markets and estlmatlng a long-run alrllne cost
model, determlned that in 1968 regulated routes had fares that

’were 20 to 95 percent greater than the estlmated unregulated
fares (18,_p.399). For 1972, mark-ups of h8 to 84 percent were
calculated (18, p. 420) Keeler s flndlngs are supported by
'lJordan (17) and Purv1s (18 p.h21). but dlSputed by caves (8).

| Keeler tested his model for accuracy by predlctlng air fares
for the relatlvely unregulated 1ntrastate california alrllnes.

The route numbers are . small, but the model accuracy 1s very
high. o |
| th.the‘trucking'industry, Sloss found that regulation

:cost’AmericanS'betueen $348 million and,$361~million per year
during the period;’ 1958 through 1963. ‘For Canada, the over-

: 1charges rangejfrom,$lo million to $15 million per~year duriuguﬁv
}'the same period'(25. P 355) | Farher,:using Department of
1.Agr1cu1ture and ICC data. compared average revenues and costs

per 1nterclty ton mlle for 25 exempt (unregulated) carrlerS'-‘

* operatlng 1n Delaware, Maryland and Vlrglnla 1n the early | ‘

‘-, 1960’s w1th regulated carrlers 0perat1ng 1n the Mlddle Atlantlc :

| ;states (1nclud1ng the above 3 states) Farmer concluded that



exempt agricultural carrierS'had average revenues 4i'percent
‘lower than the common carrlers handllng special frelght and 58
percent lower than common carriers handllng general frelght

(11, p. 402) : Also, exempt carriers had average costs conSLd;
erably lower than the nonpexempt carriers. Finally, a study by
the U.S. Bepartment of Agrmculture indlcated that follow1ng
deregulatlon in 1956 of frozen food motor carrlers, rates
dropped between 11 and 29 percent with an average of 19 percent.
'Durlng the same perlod rall rates increased 6 to 14 percent

(16 P 166).

’C.f’The'Logical'Basis for Public (Consuﬁer) inferiention-
The‘BuchanenéTallockv(é) framework‘of anelysis establishes

- a calculus of the 1nd1v1dual 1n ch0031ng which act1v1t1es

should be organlzed prlvately and which should ‘be organlzed

’collectlvely.. In_order to faoil;tate this comparlson, a cost

'approaoh is utilizediwhereby mihimization-Of costs necessarily

maxlmlzes 1ndiv1dua1 welfare. Costs are categorlzed 1nto |

2

‘Aexternal costs and de0131on maklng costs.3 Assumlng that

2External costs are deflned as "costs that the 1nd1v1dual
" expects to incur as a result of the actions of others over
mwhlch he has no dlrect control." (6,p.h5) :

S 3Declsion making costs are deflned as “costs whlch the
v ind1v1dual expects: to incur as a result of hlS own partlclpatlon
in an organlzed act1v1ty." (6 p.45) .



decision making eosts'only oceur in collective decision‘making
(this does not imply that transaction costs are zero in the
private market), it is neceesarily true that if the external
costs asseciated‘with the private orgenization of an acfivity
is less than the costs of collective organlzatlon of the same
| activity (mlnlmum p01nt of schedule C in Flgure l), the rational
1nd1v1dua1 w111 choose private organization.

| The relevant questlon to be addressed in this paper
‘using the Buchanan-Tullock model is: should the market insti-
tution he allowed to operate uﬁencumbefed by regulatory con-
straint or is regulationvheeded?- For discussion purposes,
the external costs are considered to be monopoly profits, It
is recbgnized,that,efher external costs exist, some negative
end some'positive:u'however. perceived monopoly profits were
one of the earlyvreasons for regulation and are considered here.

Ih Flgure 1, schedule A is expected monopoly profits

that remaln after 1mn081t10n of regulatory constralnt on the

o 4For example, pOpular reasons for regulation include :
the necessity of an adequate tranSportation system for: social,
political and economic intercourse; economic growth; national
defense. The necessity to arrest destructive competition

"both intra and inter mode. The high costs of re-establishing

a mode or modes that had lost their comparative advantage and
had declined in importance. However, it is not evident that
the heretofore mentioned external costs would differ with or
without regulatlon.



market institution, given a decision rule whereby agreement from
m of n people is required‘in order to effect group action. As
- m increases with respect to a given n, expected external costs \
decrease, Schedule B is the exPected cost, 1n time and effort,
requlred to secure agreement concernlng the group action to be
taken. It is hypothe31zed that as the percentage requlred
for'approval 1ncreases, dec1sion costs.lncrease. ‘Schedule C
is the Qertieai summation of schedules A and B, A ratiohal

person w111 mlnlmlze schedule C, thus arr1v1ng at a decision

rule of X percent of n peOple agreeing on a course of group

~action.
AMeno oly Cost of Reaehing
»$Profi¥s y A Policy to Re-

- move Monopoly
. Profits

= pedple_A

 FIGURE 1.



nGiven fhat'regulafion is to be affected, consumers are
| aole‘to'arriVe»at'a cost minimization point, D. At point D,
the remalnlng monopoly proflts and the dec1s1on cost 1ncurred
in order to decrease monopoly profits are minimized and indi-
'~ cated 1n Flgure 1, In order to determine whether unencumbered
'marketborganiZation.is preferred by consumers as\opposed:to-
Aregulafory constraint, exnected monopoly nrofits from market
sorganizationsis,super;inp0sed on Figure 1. Points E and F
drepreSent'monopoly profits under narket organization and point
b the:remaining monopoiy‘profits plusvdecision making’costs,from
a regulated market The decision rules are=anfollows;f

At E > D ' Regulatory Constralnt |

At F (. D 3 No Regulatory Constraint o

In 1887 when railroad regulatlon was enacted there_
were percelved monOpoly profits accrulng to the rallroad in-
dustry. If consumers perceived that at that time E > D, |
(according to the Buchanan-Tullock model) regulatory constralnt ,
: was the ratlonal choice, 1In 188?. rail was the dom;nant ‘mode
'Aand‘other nodes were'either'non-existent, or of minimal com-
1 petiti&e tﬁreaf to railroads. ‘Today, numerous modes ex1st
':whlch suggests that even 1f modes are ollgOpollstlc 1ntra mode, e
‘-Vcompetltlve condltlons would nearly be approxxmated for the .

tranSportatlon sector in total. For example, rallroad serv1ces .

: alone mlght be ollgopollstlc. but 1f rallroads faced unregulatedv'

'competltlon from trucks and automoblles. the extent of monOpoly ,



proflt 1n rallraods would be limited by the Shlpplng alternatlve
, represented by motor transport.
leen that eXpected costs (monopoly proflts) from unregu-}
’ lated transport markets have declined to a position such as
1F ‘-D 1n Flgnre 1 w1th develooment of competlng transport modes
 over time, one would expect decrea81ng empha51s on regulatlon-

o howevsr, we have had 1ncreas1ng regulation! Why?

D. Why Has Regulation”Po;;gx Not Been Altered?

Stigler ohsrges that the state possesses the power of
. coercionssomethihg that no hoosehold or firm possésses. This
iéllows thé'state'tp’"ordaih the_physioal moremenfs of resources
,andsthe economic doeisions of households and firms without their
) cohsént;“ (29,'p,4).' Therefore,Aby,utiiizing ﬁhe state'and its
- _p6wers,’industr§7can increasé its profitability. Stigler states
“ thatrthe four*main:policieS'generally songht by'firms.include
IVSﬁbsidiés, oontro1 over entry,fcontrolef Substitutes and com-
pleménts,}and price>fixing. jStigler further indicates:that:é_s: 
 poii£ical party or nominée needs two things--resouroes and‘votes,
ABlg business 1s partlcularly adept at prov1d1ng the resources.
f”A representatlve cannot win or keep offlce w1th the support

 of the sum of those who ‘are , opposed tos 011 import quotas,"

‘ ;farm sub81d1es, alrport subs1d1es, hospltal subs1d1es, unneces-

"_sary navy. Shlp yards,. 1nequ1tab1e publlc hou81ng programs, and

-_rural electrlflcation sub31d1es" (29, p.ll) Even though members



.of regulatory agencies are not elected, they are indirectly con-
 trolled by Congress. Burkhead and Miner indicate that interest
groups have "captured government bureaucracies, as in the regu-
lafory field, and the agency becomes an extension of private
groups" (7, p.162).

| Jordan (16) tested three hypotheses regarding the pufpose
of regulatory cbﬁmissions; They were consumer protection, no-
effect, and producer protection. His hypdtheées were tested on
'interstate airlines, railroad and freight motor carriers, Gi?en
the producer protectidn hypothesis, one would aséume that after
régulation of compétitive or oligopolistic firms, induStrieé
would experience increased price levels, greater price discrimi-
‘nation; greater ratés of return aﬁd reStricted'entry. Jordan |
found all to be true‘except rate of return Which he found to be
incdnclusive.f}He_Stateé that, "Overall, théré is clear evidence
that regulatory-policies and procedures do have substantial
}effécts on these industries, and that these effects tend to
benefit producers rather than consumers.” (16, p.174) Inter-
estingiy; Stigler found that the Civil Aeronautics Board, since
its inception in 1938, has not allowed a single new trunkline.
~ He also found that even thoqgh the amoﬁnt of freight hauled

by common carrier truckers has increased greatly, the numbers
.of-such carriers has:decreésed steadily in the face of an annual
delugé in reéeht years of 5000 appliéatibnsvfor‘new certificates

‘(290 Pf5)y :
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Hilton (15) charges that regulatory commissions try for
-minimal squawk behavior; plan in the short-run only, and cross
subsidize uneconomic éerﬁice for nonéconomic reasons. He main-
tains fhat'this behavior is “peffectly sensible for a body of
pedple who are not instructed by Congress to allocate resources
in any specific faéhidn, who have a set of directives for
'settingirates S0 vague as hardlj to be directives at all, who
are in office fof shart periods and who want to maximize their
optiéns for employment in the regulated industries or in law
practice for those industries after their service" (15, p.49).
Hiitoh‘further'notes-that "Pacification of the regulated industry
is>not alsufficieht‘goalbfor commissioners, however. Regulatory
bodies are established~at’leastinominally to protect the public,

- and the public interest is defined in their procedures as a set
of com?laints heard in adversary proceedings. Failure to deal
with such complaints in tolerable manner results in hostile
publicity and more important, in an adverse feedback to legis~
lative bédiéS'on which the‘commissiqns-depend for budgetary
Support; féctification of adverse court decisions and ultimately
for pfesefvation of the regulatory system. Aécordingly, both for
the méinténancé of the indiiidual'cdmmissibner's reputafibn and
for perpetuation of the'regulatqry system which he is adminis-
tering, such éomplaintsymust be}dealt with in a parailel'brocéés
 of ad hoc pacificationﬁ (15, p.49). Sampson agrees with Hilton

“about the regulatory commissionzplanning in the shbrt-run'and ”
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max1m1z1ng stablllty and equlllbrlum "by balan01ng and m1n1m1z1ng

the dlssatlsfactlons of varlous competing pressure groups"'

(24. . 57)

E. Conclusions
In summary, Idhave argued that'monopoly profits exist as a
result}of'reguletion and would be reduced or eliminated without
_regulation. The deciSion rules resulting from the Buchanan-
'V.Tullock model 1nd1cate that ratlonal 1nd1v1duals will choose _
 market management over a regulated market whenever private exter-
nel eosts}areAless than collective external oosts plus decision
'oosts.,'It‘is argued that with the deﬁelopment of competing modes
E OVer tlme. there has been a decrease in private external costs,
As a ‘result, Wlth reference to Buchanainullock, 1t is hypothe-
sized that consumers:would ehoose}merket management as opposed to.
. the’ourrent'regulated market; however; ihis has not been observedr
The reason for nonpobservance of less regulatlon is that legls—
’lators and regulatory comm1381ons are domlnated by tran3portatlon
'interests.,uTherefore, inefficient utilization of resources is -
»-preveient‘in fhe‘regulated sector of-transportetion»which -
: ,necessarily 1mp11es that current pollcy 1s not tendlng toward

'an Optimal system.
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