MONTANA

STATE UNIVERSITY

The impetus for state regulation of Montana livestock motor carriers : the plausibility of an economic
exchange theory
by Terry Peter Sacks

A thesis submitted in partial fulfillment of the requirements for the degree of MASTER OF SCIENCE
in Applied Economics

Montana State University
© Copyright by Terry Peter Sacks (1978)

Abstract:

This study evaluated whether the 1971 amendment of the Montana Motor Carrier Act, to regulate
livestock motor carriers for hire, was the result of motor carriers' remitting to state government
financial resources conditional to becoming regulated and remaining regulated. This was accomplished
by establishing whether two criteria of the economic theory or regulation existed. The criteria were that
quid pro quo will characterize the regulatory process, and the regulatory process will be reasonably
effective in achieving the ends established by the quid pro quo.

Analysis of the regulatory law indicated the existence of quid pro quo. The statute specified
mechanisms to fix rates and restrict entry, the primary sources of gain to the carriers, while also
specifying the compensatory fees required of motor carriers for continued regulation.

The regulatory process was found to be reasonably effective in fixing rates. Uniform rates were
effected by the regulatory statute's legitimizing the Montana Livestock Tariff Bureau.

The regulatory process was effective in erecting entry barriers to the extent that a fixed number of
operating licenses were agreed to by carriers and government. Yet, rates of entry and exit have
remained relatively high due to the ineffective implementation of statutory provisions to cancel
certificates of operating authority when public need and necessity diminishes.

The reasons for this ineffective aspect of regulation, may, in fact further support the economic theory.
As certificate cancellation is costly, the Public Service Commission will not implement this mechanism
if not economical. Prices in the regulatory contract may not equilibrate marginal costs to Public Service
Commission arid marginal value to motor carriers. Thus, ineffectiveness may be the result of market
imperfection and not the absence of economic exchange.
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ABSTRACT

This study evaluated whether the 1971 amendment of the Montana
Motor Carrier Act, to regulate livestock motor carriers for hire, was
the result of motor carriers' remitting to state government financial
resources conditional to becoming regulated and remaining regulated.
This was accomplished by establishing whether two criteria of the
economic theory or regulation existed. The criteria were that quid
pro quo will characterize the regulatory process, and the regulatory
process will be reasonably effective in achieving the ends established
by the quid pro quo.

Analysis of the regulatory law indicated the existence of quid
pro quo. The statute specified mechanlsms to fix rates and restrict
entry, the primary sources of gain to the carriers, while also
specifying the compensatory fees required of motor carriers for
continued regulation.

The regulatory process was found to be reasonably effective in
fixing rates. TUniform rates were effected by the regulatory statute's
legitimizing the Montana Livestock Tariff Bureau.

The regulatory process was effective in erecting entry barriers
to the extent that a fixed number of operating licenses were agreed
to by carriers and government. Yet, rates of entry and exit have
remained relatively high due to the ineffective implementation of
statutory provisions to cancel certificates of operating authority
when public need and necessity diminishes.

The reasons for this ineffective aspect of regulation, may, in. fact
further support the economic theory. As certificate cancellation is
costly, the Public Service Commission will not implement this mechanism
if not economical. Prices in the regulatory contract may not
equilibrate marginal costs to Public Service Commission and marginal
value to motor carriers. Thus, ineffectiveness may be the result of
market imperfection and not the absence of economic exchange.
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Chapter 1

INSTITUTIONAL CHANGE IN MONTANA: STATE REGULATION

OF THE LIVESTOCK MOTOR CARRIER INDUSTRY

Statement of the Problem

The cattle industry is of major economic importance in the State

of Montana. Cash receipts from the sale of cattle and calves averaged

$375,769,666 between the years 1970-1975. Cattle and calves accounted

for an average.of'44 percent of total cash receipts from all‘agri-
cultd%al commodities during the same five year period.1

In the mid—sixfies, present patterns of specialization for mar-
kefing cattle were firmly established. Beef cattlé are freéuently
moved from oﬁe grazing area to anothgr or from grazing areas to
feedlots. Cattle feedlots are concentrated in the Midwest and South-
wesf, while the source of cattle, cow-calf range operatibns.is more
widely dispersed. Thus, transportation has assumed a major role in
the organization of the cattle industry, and accounts for the 1argést
portion of cost in marketing_livestock.z‘ Yet.there is no singﬁlar
uniform flow of cattle, since each segment of the industry is charac-

terized by a large number of relatively small independent firms.

lMontana Agricultufal Statistics, Volume XVI, County Statistics,
1974 and 1975, p. 12.

2Transportation of Cattle in the West, Agricultural Experiment Station
Research Journal 25, University of Wyoming, January 1969, p. 3.
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Movements of cattle between production regions in Montana and various
feedlots involves transportation between diverse points in Montana and

between Montana and other states.

Improved transportation-technology has expanded cattle producers’

Ehéice of mérkets. Transportation of cattle is done primarily by
motor truck. Between 1900 and 1930, large terminal mérkets were the
primary outlets for cattle and railroads were the economically
efficient means of tramsport. The advent of trucking technblogy, with
its flexibility, allowed for the expansion of small feedlots and local
auction markets. This in turn led to further expansion in the use of
trucks to meet the demands of the changing market structure of thé
cattle industry.3 |

Truck transportation of cattle in Montana is done.in a partially
regulated economic environmeﬁt. The Motor Carrier Act of 1935 graﬁted
the Interstate Commerce Coﬁmission power to regulate.all interstate
motor transportation.' In section 203, (B)(6), of the Act, motor
'carrieré hauling livestock and other agriculturai commodities were

L R . 4 . .
exempted from economic regulation. However, in Montana, as in most

¥

3Transportation of Cattle in the West, Agricultural Experiment Station
Research Journal 25, University of Wyoming, January 1969, p. 4. It

_has been estimated that by 1962, trucks hauled 74 percent of all
western cattle. .

“Ibid, p. 9.
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western states, tfuck trénéportation 6f cattle bepween points within‘
the state iS'subjecf to economic regulétion by the state aufhority.
Intersta;e livestock transport remains éxempt from economic regulation.

Regulation generally falls in two categories: economic regula-
tion, which consists of defining who may engage in trucking, §etting
fates, determining routes or areas to be served the the schedulés to
be followdd; and safety regulation, which spééifies eqﬁipment staﬁ;
&ards, driver qualifications and maximum hours.

The Montana Motor Carrier Act and subsequent amendmenfs specify
the procedﬁres for setting transport rates and licensing for-hire
truck firms. Safety regulation remains with the federal authority.

The primary indpstfies\affected by regulation are the for—ﬁifé
truckers and the cattle producing industry. Professional truckeré
are the regulated industry. Though the cattle industry is not
régulatéd per-se, the environment in which the in@ustry operates is
indeed affected by the regulation of one of its key factors of
production. |

There are several economic considerations of importancejin such
a regulatory environment. Alterations in frim behavior and the net
economic effect of regulation might be inVestigatéd. For example,
if regulated rates are maintained at various minima, i.e.,. above
'rafes that would occur in an unrégulated market for transport services,

what efféct does this divergence have upon cattle firms'.trénsportation
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decisions? How is the relative allocation of cattle between Montana
and other states affected? There is also the question'of how such
regulation effects the capital-labor ratio of the regulated industry.
If regualted rates are set in accordance with a "fair" rate of
retufn,oanapital,'an§ market determined increases in the price of
capital may be accompanied by increased rates. This regulatory
impérfection distorts the rate of return on capital above the
combetitive level, and the regulated firm is induced to purchase
greater than optimal gquantities of capital goods.5

The above kinds of considerations approach the topic "regulation"
by evaluating the extent to which regulation furthers society's
goals. This effects of regulation approach, implicitly presumes
that regulation is imposéd on the regulatéd firms in the pursuit of

social objectives. Though useful‘in predicting firm behavior under

regulation, estimating social costs of regulation, etc., this approach

fails té address the reasons for the imposition of regulation in any
micro-analytic detail.

| The reasons for regulaéion need to be given more consideratioh
than aséuming that regulation is instituted to pﬁrport the social

good. Perhaps there is substance to a causal relationship reversed to

5Harvey Averch and Leland L. Johnson, "Behavior of the Firm Under
Regulatory Constraint', AER, December 1962.
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that of the regulatory environment affecting firm behavior, thus,
social welfare. The regulated firms may actively seek to alter their
inétituignal environment. in pursuit of thedir private goals.

In addition to analyzing the economic effeﬁts of regulation,
presuﬁing social motives for the regulation, positive economic gnalysis
can be used to determine the reasons for regulatioﬁ, présuming no a.
priori social motives, thus, assuming the exisfence of private motives
to affect their operating environment.

Recent advances in the economics of regulation hypothesize
that regulation of private industry is the result of ecoﬁomic‘groups'
exchange of private resources with the government for its provision
of beneficial resources. The traditional hypothesis is that regula-
tion of private industry arises from the demands‘of the publiq
interest.

.Public.exPression of the logic for regulation is éccomﬁlishéd
through the formal_apparatus of legal codes, judicial'interpretation,
etc. Tﬁese institutions for public expreésion are bound By.the pubiic
‘interest paradigm._ The Montana Motor Carrier Statute itgelf is
drafted énd sﬁpported judicially by the public interest theme: to
protect the‘state highways from abusive use and "fhe public'from.the

. 6
evils incident to unregulated competition . M

6Boafd of Railroad Commissioners v. Reed, 102 M 382, 384, 58 P 2nd 271."
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Objective

The primary objective of this stud& is to evaluate the plausibility
that'the legislation to regulate livestock trucking and the on-going
regulatory ‘process represents an exchangé between state government and
the motor carrier group; .the carriers remitting financial resoﬁrces

conditional to becoming regulated and remaining regulated.

Procedure

The proposition that reguiation'of livestock carriers is an
eXampie of what ‘the economic theory of regulation woula-predict is
evaluated in terms of the following two refutable implications of the
economié théofy:

1) Evidence of quid pro quo will characterize both the juris-
dictional inclusion of livestock cérriers into the Motor
Caryier'Act and the ongoing regulatory process;7

2) The reéulatory process will be reésonabl& efféctive’iﬁ
obtaining'the ends established by the quid pro quo;

It is argued that if the implications above are nof refuted,

the economic theory is a likely explanation for the reasons behind
the regulation of intrastate livestock carriers.

To accomplish this, the following chapter will set forth-the

7Quid pro quo means literally, "What for who.”
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thééréfical underpinnings for the project. As the imposition of
regulation involves collective behavior in the political sphere, fhe
theory of groups and their public choice will be examined. Some
general noti;ns of collective good provision will be eXtende& to the
literature of institutional change. Economic regulaﬁion, as an
exgmple of some économic or political agént's institutional choice
- will tﬁen be examined in light of the theory of collectives and
institutionél change.

:Chapter Three will describe the regulatory framework; the pre-
regulatory behavior of the carriers and their arguments fbr beconing
regulated.

Chaptef Four 'will investigate the behavior of the livestock
carriers within their regulatory environment.

Chapter Five will analyze the data of thg previous chapters in

terms of the refutable implicatioms.




Chapter 2

AN ECONOMIC THEORY FOR THE INCIDENCE OF

GOVERNMENTALLY PROVIDED INSTITUTIONS

Introduction

Economists have traditionally asserted individual or group
maximizing behavior under a given set of institutional conditions.
"Outcomes of the maximizing process follow logiéally given altefpative'
premises abéut the institutional framgwork, i.e., compéfitive, oligopo-
listic, regulative, etc. However, as Professor Goldbefg has recently
asserted, individuals or groups will not only seék to maximize their
satisfaction within a given institutional arrangement, but will, if
bossible seek to change the "rules of the game" for possiBly greater
satisfaction than achieved under the former rules.

Reasoning in terms of costs and benefits'of institutional change
Ior collective behayior in general is not new or”unique to modern
_economic thought. The Greek philosopher, Arist&tle, wrote,

"Men journey togethe? with a Viéﬁ to particular advantage and

by way of providing some particular thing needed for the

purposes of life, and similarly the political association

seems to have come together originally, and to continue in

existence for the sake of the general advantages it brings.”9

8Victor P. Goldberg, "Institutional Change and the Quasi-Invisible
Hand", Journal of Law and Economics. p. 461.

9Arlstotle Ethics, v1ii 9.1160a, see M. Olson, Logic of Collectlve
Action, Harvard Unlver31ty Press, 1965, p. 6.
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J. J. Rousseau also recognized the similarities between the

rational choice of the populus for the institution of government and

the rational behavior of microeconomic units postulated by economists

when he wrote,

"... it is seen to be untrue that there is, in the social

contract, any real renunciation on the part of the indi-
viduals, that the positions in which they find themselves

as a result of the contract is really preferable to that in
which they were before. Instead of a renunciation, they
have made an advantageous exchange: instead of an uncertain
and precarious way of 1living they have got one that is better
and more secure..."10 '

Thus, early in the literature it is recognized that the key to

any sort of collective action is the existence and recognition of

SO

me common interest or good benefiting the collective. ' There exists

10

J. J. Rousseau, The Social Contract, p.‘31. 0f academic inferest is

‘Rousseau's implicit recognition of group goods. Regarding the

inseparability and generality of any act of Sovereignty, Rousseau
writes, "... that the social compact sets up among the citizens an
equality of such a kind, that all bind themselves to observe the
same conditions and should therefore .enjoy the same rights. Thus,
from the very nature of the compact, every act of sovereignty,
i.e. every authentic act of the general will, binds or favors all
the citizens equally ... (an act of sovereignty) is legitimate
because it is based on the social céntract, and equitable because
common to all; useful because it can have no other object than the
general good, and stable because guaranteed by the public force

" and the supreme power..." 'The quote is interesting because we
P P q

observe recognition of: 1) group goods, 2) gemerality and insepar-
ability of provision, 3) utility of their provision, 4) sovereign's
coersive sanction of their provision enabling stable output. Quote
taken from The Social Contract and Discourses. p. 30.
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some special common interest particular to each level of organization

be it a sovereign, labor union, or business firm. Hefeafter;-the
product of thié common infepest will be termed group goodilhin the
spirit of the recognized term public good from public finahce;

‘ . The group good is specialized and papticulariéed'at each level
of org;nizatibn.' Theréfdre, the contracts upon which the cohesion

of the group formally rests are re-defined and specified at each

‘level. The contracts delineate the manner of property rights to be

observed by the contracting parties. Property rights are specified
beginning from the broad classifications and appropriations of a

sovereign's constitution to the more detailed and refined specific-

- ations of say a firm,

The Economic Theory of Institutional Change

The Group. The group and the common interest of individuals
composing it are inseparable ideas. Ra&mond Cattel ‘has stated thaﬁ,
"Every group has its interest."12

The organizational boundaries which define a group of moré than

one firm may include the nature of the output and its degree of

11Note that "the' common interest may be a vector of many components.

12Raymond Cattel, "Concepts and Methods in the Measurement of'Groﬁp
Synality", in Small Groups; ed. by Hare, Borgatta, and Bales,
New York, Al Knoff, 1955, p. 115. ‘
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homogeneity, -.the nature of the market which the group serviceé (this
may be defined by location and transport cost, for examﬁle), the
technology available to the firms, the nature of returns from pro;
duction, and formal imstitutional arrangements defined by lggal

- 13
processes.

The Group Good. By thelr nature, once a grouﬁ‘good.ié‘provided;
all members of the group enjoy the consumption of the-goéa’equally.
One member's consumption in no way hinders another member's consump;
tion of the good. IFormally put, if a quantity G of some group gobd

"is provided, then G1 = G2 = ,,. =,Gn' That is, the quantity of group
good G provided to member 1 equals that provided to member 2, and
so on to the group's nth'member. Because any single member providing
the good would bear all £he costs of proviéion, but receivé only a
fraction of tﬁe benefits, individual voluntary provision is unlikel&.ﬂ
14

This is the dilemma of the "free rider".

The Institutional Framework as a Group Gpod; Following Anderson

and Hill, the institutional framework is held to be the '"rules of

Is

3For example, in the context of this study, the ‘instituion of
state boundary is perhaps the key organizational boundary de-
fining the group of firms.

;4Stigler has referred to this as the 'cheap-rider" problem. There
are costs to not participating so the ride is cheap, not free. See
"Free Riders and Collective Action: An Appendix to Economic
Theories of Regulation:. Bell Journal, Autumn 1974, p. 359.
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' establishing access to resources and outputs therefrom.15

the game'
:Though usually assumed as fixed in the microeconomics of ‘the
firm, the unique institutiondl framework within which all firms.of a
given group operate is an important inpﬁt fo the unique production
function of every firm in the group. If strictly a good group
resource, the argument I, institutional framework, of the pfoductioh
function q = f(yi, Xy een Eo, I) contains particular elements of
equélity common to all firms of the group. Thus, to retain the
definitioﬁ of "groupness", any voluntary éction for insti£ufionél
change by one firm alters the institutional environment of évery
other firm in the group in exactly the same fashién. |
.Consider é group consisting of two firms, each with production
functions identical eXce@t for en;repfenéuriél capacity (if entre-
preneurial cépacity defiﬁes-the firm), and operating ﬁithin a éiven
institutional framework; I. Suppose that firm 1 is able to bring -
about a change in I. By the definition of a group good, this’élso
changes I for firm 2 in exactly the same manner. What are the
results of such a change? From firm 1's point of‘view,.tﬁe dhangé
wouldn't have heen made if it didn't benefit by doing so. 'Suppose

AI resulted in an increase in the firm's product price. The firm is

15See Terry Anderson and P. J. Hill, "Toward a Genery Theory of
‘Institutional Change", Frontiers of Economics, pp. 2-3.
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bgtter off if the increase in the capitalized vélue of its productive
assets is greater than the costs involved in AI. A productive input's
value of marginal product may increase for am additional reason. Just
as the addition of factors such as machinery may complement the
-marginal product of labor, changes in the inStitﬁtioﬁal rﬁlés may -
increase the marginal product of the firm's existing set of pfoductive

inputs.A16

The Marketplace for Institutional Change

The marketplace here is not a perfectly competitive one in the
conventional sense where many buyers and sellers come to trade, each
actiﬁg independently facing parametric prices.

The marketplace for institutions is thought to be a transaction
point in which mutually beneficial exchange occurs between the
monopolistig producer of institutions (government) and various
private groups.

it was hypothesized .above that the ipstitutional‘framework is an
argument in the firm's production function. Firms with cbmmoﬁ'inter—
est With respect to their institutional set-up can advantageously

" form into groups (at some collective cost) to become the source of

16

2 .
s - o -y 8.9 : s :
That 'is, where q = f(xl, Xy e Xn’I) T 0. Certain inputs

2
are quite possibly more productive underldiffering institutional
rules., .
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demand for institutions.

Varjous groups compete for beneficial changes in the "rules of-
the game'" that only government can provide. Changiné the institutional
set-up requires the utilization of scarce resources by private groups
and by governﬁent. Changing the rulés:for one group may exclude
altering them for another group. Thus, institutional change is

'costly, and éovernment, composed of rational policy entfepreneurs,
reéponds fo those groups willing to pay the most in terms.of votes
gnd financial resources.

The proElem for group good provision lies in individual members'
quantity of financial resources contributed to the group for ip—
fluencing changes in the institutiongl rules provided By gévernment.

Assuming that the contribution problems are surmounted and the
group acts aé though it were a monolithic céalifion, conditions fof._
optimal group activity for influencing‘thg rules of the game will be

examined.17

Demand for Institutional Change

The,gfoup's demand for institutional change, as for other factors,,

is derived from the change in the total révenue of'eachAmembér firm

l7Based upon discussions in Goldberg's "Institutional Change and - the
Quasi-Invisible Hand", JLE, and Anderson and Hill's '"Toward a
General Theory of Institutional Change", Frontiers of Economics, p. 7.
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from a unit institufional change. If the firms' output is priced
in a perfectly‘competitive market, this relationship is‘the value
of mgrginai product of inétitutioﬁal‘change (VMPI).

| In the: usual neoclassical sense, one speaks of the total amount _
of the facﬁor employed by the firm at some factér'pfice. ‘H§wever3
the quaﬁtity'of the factor institutions employed by the firm is not,
’readily measurable. Thus, where TR = P.q(xl, kz see X ), I is
some compléx vector sumﬁarizing the dnstitutional ruleé faced by the
firm at a point in time. In terms of deriving the demand for I,
some measurable proxy for I is assumed to be i, the units or influence
exerted by the group into variﬁus subject areas of institutional
change. Thus, where I = I(i), which says that the quantify'of the
institutional imput is>sdme'function of i, the influential‘éffort
- of the group. then g% > 0. The plausibility of this assumpﬁion~'
rests on the extent to which institutioqal changé is‘proportionél
to the amount of influence used to bripg about t'he‘change.l

Since I is a direct function of the measurable factor i, i'is

used to proxy the quantity of input I demanded by the group.

18Anthony Downs would probably consider this reasonable. In terms
of voting power, he claims that the wealthy wield more than pro-
portional weight, thus are quite influencial to the rational - -
policy entrepreneur. See A. Downs, Economic Theory of ' '

Democracy, pp. 92, 253.
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Thus, the firm's profit function can be written:
= P. o - - ces = - i).
™ thl’ X2, Xn: I (i)) lel Y2X2 Ynxl'l YII (1)

Differentiating m with respect to i and setting equal to zero yields

the first order conditions for the unconstrained maximum, gg-=
d dl: (o U g il 2 Sl :
A S a0 I g 0. The term 4 1s an empirical measure, suppose a

constant, K = 1. Thus, the optimum quantity or factor I purchased by

the firm is where VmpI = Y More importantly, note that vmp, = %%5.
This equality allows the demand for instituional change to be written
in terms of the measurable decision variable i's marginal contribution

to total revenue. If %% < 0, the firm's demand function is downward

sloping as shown in Figure I, left panel.

Firm Group
A "
\
$/Unit
& = o e
VMPI i vmp]_
after adjustments
g 99
e 7 G
ymp £o 3p and 9 (a )
! oL,
5 O N
o 1,7 units’ of Influence il ’

Figure 1. Demand for Institutional Change
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The group's demand curve for institutional change,.VMPI; is equal 'to
the ve?tical summation of member firms' demands after adjustments are
made for effects on product price (the net effect of dI's increasing
the demand for group's product and/or fall in group's prﬁ&uct price -
from dI's effect on group output), as shown in Figure I, right panel.

The group's demand curve for a given subject areé of institutional
change (eqtry control, Ey in Figure 1), is situated‘by grdup.size;
elasficity of demand for the group's product;'dI's effect on the
margingl product of other factors and the effect of éther factors‘on
the marginal .product of I; the effect of dI on thé demand conditions
the group fdces; and the expenditures by other groups for or against
the chaﬁge implied by the group's effort into a given subject area.

Whé# more than one subject area is considered, the group should
"allocate its resources such that the VMPI per dollar spent on
influence is équal for all subject areas of institutional qhange, i.e.,
Atariffs, bérriers té gntry, etc. Moreover, £he VMP of-influenciﬁg
institutional change éhould equal the ﬁaréinal faqtor cost to the
group of such influence.

As indicated in Figure 2' below, theré exists a downward sloping
VMP curve for every subject area. VMPi represents the payoff function
fof directing éffort toward influenéing tariff 1egislati6n. Initial

effort on tariffs is directed toward agents and institutions yielding
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high increments to revenue, such as lobbying in the legislature.
Subsequent effort on tariffs, such as influencing public opinion
through advertisement, gives continually lower increments of gain,
until effort is more efficiently allocated to other subject areas.19
For example, in Figure 2, a given 1,000 units of influence expended
on tariffs may yield additional revenue, T. Additional i units of
effort on tariff legislation will yield smaller value of marginal
product, T' than an alternative strategy, say entry barriers,

yielding additional revenue, E.

T+E

>
7~

1
1000 1000+i
Units of Influence i

Figure 2. Alternative Strategies for Institutional Change

9For convenience, it is assumed that the VMP curve for each subject
area is a continuous function of influence.




L | I | —

19

Dependiﬁg upon the situation of the marginal facto? cost of
influence (the determinates of its situation to be discussed subse-
quently), the group ﬁill expend a tbtal quantity of influence until
ZVMP = MC. The group will allocate the total among tﬁe individual
subject areas such that VMP = MC for each subject area:

Effbrts'by opposing groups wili shift indiﬁidual subject area
VMP curves downward. The magnitude of the shift will be preﬁicted
by the group and bé a specific function of influence ekpeﬁded by
.groups opposed to the change.20 Parato preferred changes or Kaldor
compensatory changes Wil% presumably go unopposed, whereas. changes
"re-distributing heavily against groups will make the gains of
collective 6pposition quite high, other things being equal. The
- marginal benefits of opposing a particulaf change are higher the
" more a particular group s;ands to lose from the change. In Figurg 2;
if all strategies are equally and effectively opposéd'by.varioué~
groupé, the summed value of-marginal product curvé will shift doWn;
ward, The-fank of strategies pﬁrused as.a function of influence Will
remain the same. All strategies would be édopted at loﬁer levels
of influence, howevert If some strategies remain unopposed, the
summed VMP curve will take on new shape and the order of Strategies

. as a function of effort for influence may change.

20Victor Goldberg (supra), p. 467.

1l

L.
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Eupply'of Institutions

Costs of influencihg institutional change also aetermine in
part the optimal level of effort for influencing institutiomal change.
Such costs include expenditures for fa;orablé legislation, inflﬁencing
pﬁblic opinion, legal fees, court costs,~etc. Though not without
cohstraintS'(law on Bribery, antitrust, fraud, public disclpsér, etc.)
all are legitimate means for private qtilization to bring about
beneficial changes in a g;oup's operating environmént.

As previously argued, dinstitutions are productive assets, and
uniform to the productioq functions of each éroup member, i.e-,
group goods. As such, they are in need of‘céllectiQe provision. The
costs of institutional change may be considered costs of collective
action.

The group's utilization of exogeneously provide&,inétitutioﬁs
results in an upward sloping marginal cost bf'coilecéive action.
Marginal costs of institutiopal change are a rising function.of
units of influence to bring about the change. A margiﬁal cost-éur&e
of collective action for institutional qhaﬁge'is depicted in-Figure‘

3 below. ' The curve is drawn for a given group, group size, group
wealth, and the nature'of the existing institutions available to
the group. Rising marginal costé of collective action result froﬁ

the group's utilization of variable resources with a ‘fixed quantum
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$/Unit ’F'

MC

[\ g

0 Units of Influence

Figure 3. Marginal Cost Curve of Institutional Change

of "technology'", as defined by the natﬁre of existing institﬂtional -
'arrangements. Examples of these variable inputs includellegal stéff,
lobbying effbrt, and use of financial institutions. Céldberg has
explained a rising MC of influence curve as avresultiﬁg phenomenon'
of the loanable funds markeg.?l As the quantity of funds borrowed
(equivalént to expendituresvon influence) by the group riééé relative
to the group's assets lenders require greater premiums for risk of
non—repayment.‘ It will be argued here that while Goldbe;g is

.generally correct, the behavior of lenders is a reflection of a

21Victbr Goldberg (supra), p. 468. The assumption that the -group
borrow from financial institutions is not ¢ritical to the analysis

that follows. Similar results would follow if group management
self-finances.- If so, the risks of non-repayment are assumed by
the group's entrepreneur", rather. than lenders.
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general bhenomendﬁ of collective behavior in the group's financing
institutional change. He offers. no explanation as’ to why the risks
of non-payment should rise more than proportiohally to the level of
borfowed funds. Why is it that incremental changes at low levéls of
borrowed funds require less risk prgmium than the same incremental
change at high ‘borrowing levels? To answer this question, it is
argued that incremental changes of influence at high levels of
collective action exacerbate the free-rider difficulties of collective
behavior. for a given size group. At high levels of influence, thus
requiring large contributions per member, group ﬁembérs will become
less willing to contribute. Each group meﬁber‘possessés a downward
sloping démand curve for contribution to the group. Thus, increases
in requirgd contribﬁtions per member are met with a 1eéser willing-
‘ness to contribute, ceteris paribus.22 The demand elasticity of con-
tributing to the group will be greater for large scale group expendif
tures. This is analogous to the conéumer Being more sensitive to |
price changes for goods composing a large fraction of the budget,
ﬁousing for example, compared to other goods like salt. For exampie,

if a group of 1,000 members undertakes a project requiring $1,000,

¥

2By "required", no connotation of coersion is meant. It means
what contributions per member would be necessary to meet group
expenditures.. ' .
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each member must contribute $1.00.° At this low price théhprobability
of each member contributing the whole dollar is gfeater thgn a
contribution éf $10 per member when the group's expenditures are
$10,000. This is depicted in the “demand" curve bD for member contri-
bution in Figure 4. The probability approaéhes 1 as the required
contribution becomes very small, and approaches zero as the required
contribution becomes very high. The probability of contribuﬁing the
full amount is inversely p?oportional to the amount of influence
expended By thé group; the greater the units of inflqénce; the larger
the contribution per member, the less the probability of each member
contributing the full amount.

Now, assume that intra-group variable costs of monitoring member

Average S
Required
Contribu-
tion per
Member
0 - ! -

Probability ‘of Contributing Full Amount

Figure 4. '"Demand" Relationship for Member Contribution to Group.
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23
participation are unitarily proportional to units of group influence.
Given this, other things equal, the rate of change in the group's
costs of collective action would remain constant as indicated by MCl
in Figure 5. But given the behavior of lenders, other things are not
equal. As units of group influence rise, the probability of group
members contributing the amount required to meet group expenditures
(equal to the amount borrowed by the group) falls, thus the risk of
non-repayment rises from the lender's point of view. The risk rises

because the returns from institutional change become less certain

since each group member is less willing to contribute effort to bring

about the change.

$/Unit i 4G

Risk
Premium

MC

& i e e

v

1 P(C)

¢— Probability of Contributing Full Amount
Units of Influence ——

o

Figure 5. Derivation of MC Curve

23.This is not likely the case if legal staff, secretarial staff, et al,
have upward sloping supply curves. The assumption is made for the
sale of demonstrating the effect of rising risk premiums.
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The situating parameters of the MC curve are now specified. The
marginal cost éurve is drawn for a given group size. Tﬁe cost per
unit of influence by the group is lower the smaller the group, since
fewer resources -are expended monitoring individual participation,
Secondly, the MC is situated by the group's wealth. The greater the
group's wealth, the lower its MC of influencing the producing of
institutions, since lenders require less risk premium for default.
Thirdly, MC is positioned by the degree to which lenders of funds -
are opposed to the change sought by the group. Those groups

_éttempting to influence insitutions in a manner contrary to the
desires of low interest financiers will forego the ability to borrow
from such institutions and will substitute to more expensive sources.
Tﬁe final set of paramefers situating a given MC curve are characfer-v

24
ized as the "technology" of collective action. This technology
refers to the existing institutions uniform to each group member's
production function as fixed assets combinable with other vériable
factors. Exogeneous changes in existing institutions affect the

group's technical efficiency of influencing the institutional set-up.

24
‘Goldberg refers to these as the 'rules of collective action".

If the production of institutions is in need of collective action,
then technology seems a better term to describe a parameter of
this productive process.
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In general, these institutions provided by government alfer the
group's ability to induce or influence potential free—ridérs to
contribute to the g?oup. For example, consider the government pro-

ducing a set of rules that requires members of a certain trade to

belong to that trade's formal organization. To the trade organization,-

its ability to act as a group to influence other institutional
arraﬁgements beneficial té it is'greatly facilitated by the existing
set of rules requiring individual_participafion in the group.
Transaction costs of particular technical arrangements, say a
coersive one, may also be lowered By alternative technologies of
implementing the coersion. The actual kinds of coersive inducements
affect the position of a group's MC curve. Fines upon free-riders
may result in a different MC curve than taxing all group members
equally.

Given .the marginal cost function representing the minimal
increments to cost from a unit change in influence and IVMP,
representing increments to group revenue from a unit change in
influence, the "optimal" level of effort by a group for inflﬁeﬁcing
the production of institutions can be derived; i.e., where IVMP = ﬁC.

Given the assumption of monolithic céalitions, this "“optimal"
solution is perhaps better thought of as equilibrium, The equilibrium

quantity of group effort is subject to change depending on the
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structurdl parameters situating the VMP and MC curves. Thus, some
coalitions will weild more influence than others in equilibrium
depending on the relative magnitudés of the parameters. The solutién
is optimal because group benefits are maximized; VMP = MC. Yet,

it is so only for the given set éf conditions. Thus, equilibrium
impiies optimality for momolithic coalitions. When the assumption. of
a monolithic coalitién is dropped and the free rider problem pfevails

the équilibrium solution is suboptimal.

A

Free Riders and the Suboptimal Solution
Assume now that each group member possesses‘the utility fqnction,
Ui = f(ij X), where i is the group good, influential effort and X
is a vector of other goods. In general, each.member will pléce a
different valuation on i relative to X. Thus, given some total gain
to the group from a given quantity of i provided, each individual
will gain fractionally (Fi) to differing degrees.
The suboptimal result is arrived at by first.deriving the condi-

25 Consider a two'person'

- tions for optimal group good provision.
group with a 1ineaf transformation locus given by Xa'+ Xb + 1 = R:

where R is total resources available to, the group; and Xa and Xb

represent quantities of private good X consumed by group members a

5Government Finance, John Due and Ann Freidlaender, Irwin, 1973,
pp. 74-75.
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and b, respectively; and i equals thérquantity of the group good

provided. Assume the.utility functions for individuals a and b

Iare given by U, = Ua (Xa,i), and Ub (Xb’i)t If member b's utility

is fixed at E£,,the problem is to maximize U, subjeét to the
transformation lo;us Xa + Xb + 4 = R-and Ub'= Ub. Settlng up the
Lagrangian expression:

(1) L =0 (X, - A& +X +1-R -pft,x,1 -7

' Differentiating L with respect to X, X, and i and sétting equal

' to zero yields the following three first order equations:

@& =B

0X X
a 4
QU

oL oy 2 = 0

(3)'3Xb Sl u.axb 0; and
Y : v

(%) ELi:ffii - u-__jl =0
' ‘91 oi oi o

Solving for the multipliers X and u:

oU

(5) A= Sié , from equation (2),
a
BUb 3Ua
From gquatlon (3),-—U:§§; =K thus,
a
oU
8
. BXa
6) w=-—g—
b

w,

Substituting expressions for A and u into equation (4) yields:
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. ou
a2
. 3Ua aUa BXa SUb
(7)) 55— - + =0
oi BXa 3Ub Bi
9Xy,
. , U
- Dividing through equation (7) by N
. a

and rearranging yields:

3u, L
51 9i _
(8) 50 13U =1
a “b

8Xa BXb
By feferring to the linearity assumption of the transformation locus;

oU,

MRTi %" 1, and noting that 515 is simply the rate of commodity
b4 .

v,

-1

89X,

B 1 .
substituion [MRSi (1,X)] between the private good X and group good
i for member i, expression (8) gives the optimality conditions, i.e.,
that MRSa(i,X) +jMRSbCi,X) = MRT(i,X). This expression'sdggests that

the marginal cost of provision (indicated by the marginal rate of
trénsfdrma;ion) be divided so that each member pays in proportion
to his incremental benefit. Given each member's respedtive valuation
of the group good and if each volunteered to pay accordingly, optimal
provisionvof the group good would result,

- Yet, optimality will not occur due to the free-rider problem.

The suboptimal result is explained graphically in Figure 6 utilizing
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MRT

L%

Figure 6. Optimal Group Good Provision and Suboptimal
Result Under Voluntary Arrangement.
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the mathematical derivation for optimality above.

. The curQe denoted as ZMRSi in Figure 6 is the vertical - summation
of the individuals' MRS curves labeled as MRSa and MRSB. Once the
group good is provided, it is provided equally to all members. Each
member adjusts internally his valuation of the group good provided.
The individqal's willingness to pay is based upon  this internal
adjustment'.26 In Figure 6 it is assumed that for every quantity of
provision, member b's willingness to pay lies above member a's
willingness to contribute for tﬁe given .quantity. Thié.follows if

for any given provision, member a's fractional gain is less than

member b's fractional gain; i.e., Fa < Fb: Given the MRT curve,

: 27
the optimal quantity of i provided.is given by i%, 'where IMRS = MRT.

But given voluntary action and assuming the only "strategic"

phenomenon occurs by the nature of the free-rider problem, optimality

26
This is contrary to private goods where the consumer adjusts

quantity demanded given a parametric price. In this case the
aggregate demand curve is a horizontal summation of the individual
demands. See Due and Freidlaender supra. ‘
27, : i
The ZMRSi curve is equivalent to an individual subject area VMPI
curve for I.A. The latter curve is the vertical summation of
individual's preferences for the particular strategy. Thus,
IMRS = MRT above represents the group's optimal allocation of
influence into one subject area.
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will not occur. 28 Member b, with the largest Fi will voluntarily

contribute for the provision if 1 But member a will have no

b
incentive to contribute because member B has provided a sufficient
quantity from a's perspective. from the standpoint of the g;oup's
welfare, too little of the group good is provided; the magnitude of
this inefficiency is given by the shaded triangle in Figure 6. Once
the amount Fhat would be provided by the ﬁember Qith the 1afgest.Fi
is made‘available, no other member has-an incentive to prbvide for
the remainderlof the éroup good that would optimize provision. The
sub-optimality will be greater the smallér the Fi of the mgmber with
the greatesf Fi of the group. Hence, the larger the group, thg

-smaller the fractional gain to any individual member, and the greater
the sub—-obtimality. 29 Thus; while there is a tendencyifor small
groups to provide a sub—optimal amount of the group good, large

: .30
groups may, in fact, fail to supply any amount of the good. .

28 . ' . ‘
"Strategy'', from member b's point of view (supra), may be his

reaction to a's "cheap-ride", by the attempt to alter the group

- good'sbenefits to b's particular interests. See G. Stigler, 'Free-
Riders and Collective Action: An Appendix to Theories of Economic
Regulation'", Bell Journal of Economics and Management Science,- Aut.
1974, Vol. 5, No. 2. : o

" "M. Olson. Logic of Collective Action. Harvard University fress.,
1965. p. 28.

30rhis result will be qualified subsequently by Stigler's observations
on page 35:
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Initiating Firms in the Marketplace for Institutions

"Optimality", however, may not be a useful concept when applied
to the exisfence of groups.undertaking collective projects to influ—‘
ence public policy. The emphasis of the recent literature is to
explain the existence of various groups such as large membership
trade associations, rather than to reconcile member participation
with somé measure of optimality.31 The key observation is that many
.tréde groups and assoclations exert significant quantities of
influence in equilibrium however suboptimal.

The fact that there exists influencing effort to some degree
reflects the possibility thap there exist individuals or subgroups
who valﬁe the group good sufficlently to voluntarily.provide it whilg
individually maximizihg utility. There may exisf some firms, particu- g

larly those with the largest F,'s, which will voluntarily influence

i
government, establishing the group's formal organizatién, employing
legal and lobby staff, etc.

| The initiating individuals may be considered the "entrepreneurs"
of the groﬁp. ﬁoreover,‘the existence of the formal group for the

purpose of influenciﬁg the production of institutions may be con-

sidered the theoretical equivalent to the existence of the firm in

lSee George Stigler, "Free-Riders and Collective Action:; An Appendix
to Theories of Economic Regulation', Bell Journal of Economics and
Management Science, Aut. 1974, Vol. 5, No. 2! '
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32 ' ,
the marketplace. It can be argued that the evolution of the firm
as a mechanism to reduce the costs of.utilizing the price system is a
special case of any group, the existence of which is bésed upon
reducing the costs of utilizing some coﬁplex set of insfitutions. The
political sphere, as an element of the institutional framework, can
be considered the marketplace for the production and allocation of
institqtions. Groups such as trade associations evolve as predeter-
mingd.transaction pbints to reduce the césts of utilizing the
political institutions. Individual firms contract with the group
which in turn "contracts" in the institutional marketplace. In the
economic marketplace, individual resource owners weigh the relative
benefits per dollar of transaction expenditure of .self-contracting,
i.g.,.indépendently undertaking all risks andlcosts of the price
system, versus renting their human capital or othgr fesources on a

1ong—term basis to firms, Likewise, in the Institutional marketplace,

individual firms welgh the relative benefits per dollar of independ-

ently contrécting with the government versus joining the formally
established'group.
~ Because the group influences the production of institutions,

thereby altering the institutional environment of other firms in the

3ZSee R. H. Coase, "The Nature of the Firm'", Econmica, N.S., IV 1937,
and H. B. Malmgren, "Informationm, Expectations and the Theory of

the Firm", Quarterly Journal of Economics, Vol. LXXV, Aug. 1961, Vol. 3.
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'groﬁp (a group good), the initiators ﬁust induce participation of the
poteﬁtial frge—riders. One possible inducement has been referred to
in the literature as the "bi-product” theory; ;ome private or
excludable good is supplied by the gréup on the condition of coﬁtinued
member contribution for the provision of the group good. This has
been ;hallenged by Stigler. If the group good is provided in this
, maﬁner, other groups may arise offéring Influential.effort in.responsé3
to indiyiduél intefest at a lower price.33 Stigler's insights on'the
"cheap ridef" concept provide further illumination of how a group may
induce member participation. Thé greater the non-participation, tﬁe
more costly non-participation may become. First, less of the group
good is provided. Second, changes that do occur may not épecificélly
benefit the -cheap rider. In this sense, the institutions provided
have private.good eleménfs. The gréup may ‘induce partiqipation by
influencing institutions in.a manner inconsistent with the interests
of potential cheap-riders if their ﬁarticipation is withheld. Thus,
-larger initiating firms may bear a disportional quantity of thé costs
of institutiénal chaﬁge, yet may influence the p?oduction'of.
institutions in a manner beneficial to thedr particular resource
endowments. When particular Institutional alterations exclude

individual firms those firms cease to be members of_the group with

33G. Stigler, "Free-Riders and Collective Action'", (supfa)i p. 360.
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respect to the particular change. For example, a group of initiating
firms may influence government to institute a protective regulation
only to those firms with net revenues for the .previous five years
averaging above some specified minimum. Thus, firms are inducéd.to

participate in the group effort if their contribution could prevent

" being excluded from the gains of the lobbying effort. Finally, it

is conceptually feasible that costs of non—partigipation may result
from some psychological stigma attached to taking a "free-ride". If
the grouﬁ is small enough, free-riders ére easily recognized. Firms
may have some sensitivity to being a non-participating member of
the coalition.

Although the free-rider problem remains, the costs of mnon-

~participation will become significant and there will be greater

group participation for those groups having few potential members,
high degrees of assymetry in resource endowments, and an endowment

of existing institutional inducements.

The Economic Theory of Regulation

. Thus far, the topic of regulation per-se has not been addressed.

‘This results from the attempt to extend the theory of regulation to

the general theory of institutional change. A prevalent theme of
this chapter is that there exists a "market" for institutions

pfoduced by government in response to the demands of groups. The
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theory presented thus far and following advances by Stiglef and
others suggests that regulation too is an institution of social
organization supplied in response to the demands of groups capable
of expending more effort on influence in equilibrium than other
gfoups. The resulting governmentally sanctioned institutional
environment is the outcome of.tﬁe interaction of market forces in
the institutional marketplace. Different groupé prevail in obtaining
Fhe benefits of the state's machinery under varying conditions of
supply and demand.

Formerly proposed theories on the reasons for economic regula-
tion have asserted a priori the beneficiaries of government rcgula—

tion: Opposing assertions resulted in the debate between the pro-

ponents of the Public Interest hypothesis and those supporting the

Producer Protection hypothesis.of regulation.

The essential characteristic of the public interest hypothesis
.is that regulation is.supplied via the political process in response
~to the public interest not served By.the former institutional
arracgément. The theory presumes this response to be a costlcss'
process.34 The public interesc hypothesis suggeéts that legisiatinnf
for institutionai change will not be enacted unless social benefits

exceed social costs.

34R.,Po_sner, "Theories of Fconomic Regulation'", Bell Journal -of
Economics and Management Science, Aut. 1974, Vol. 5. No. 2, p. 360.
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The public interest hypohtesis has been re-formulated té accounf
for contradictory observations. As formulated in its simplistic form,
the theory would predict that regulaiion would occur frequently in
concentrated industries or in industries generating externatities.
This has not been the.case. Empirical and theoretical research has
indiéated the absence of such characteristics in many regulated
markéts.35 The reformulation has amended "regulatory failuré” to
the same sincere attempt to heed the public interest. "Regulgtory
failure" may include mismanagement by the regulating agency, the
intractability of many regulatory functions, and/or the regulatory
agency's eventual "capture" by the regulated industry. The reformu-
lated version of Fhe public interest theoiy argues that these
failures have impeded éffective regulation for tﬁe public interest.
The hypothesized failures have been -criticized on theoretical and

36 |
empirical grounds.
" The producer protection hypothesis generates implications
opposite to the public interest hypothesis. If asserts that rggula—

tion is imposed to increase or sustain the economic power of the

5
‘Richard Posner, "Theories of Economic Regulation', Bell Journal of
Economics and Management Science, Aut. 1974, Vol. 5. No. 2, page 336.

36
Ibid.
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industry. Regulation in effect, alters an industry charaCterized
by effective competition, into a cartel. The produéer protection
hypothgsis recognizes the importance of interest groups influencing
the legislative process, but fails to explain the conditions for
effectivé political represeqtation; or why some groups obtain
favorable legiélation while others do not. Like the publié inferest
hypothesis lacking theoretical foundation, the producer protection
hypothesis is primarily an institufional exblanation, asserting thét
the nature of the regulatory process is to protect special interest
groups.?',7 The producer protéction hypothesis has recently been
modified by Stigler and has been subsequently termed the ecéﬁomic
theory of regulation.38

Stigler argues that regulation is supplied by government in
response to special interest groups employing the ﬁblitical process
in an effort to enhance their profitability. These gfoﬁps lobby

for resources only government can supply. These include cash

subsidies, entry control, government policies affecting compliments :

37
William A. Jordan, 'Producer Protection, Prlor Market Structure,

and Effects of Government Regulation," Journal of Law and Economics,
Vol. XV(1), April 1972, p. 153. :

38 :
The term is Posner's, '"Theories of Economic Regulation', (supra).
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and substitutes for a group's product, and price controls.'39

Stigler's theory, as a modification of the producer protection

hypothesis, is essentially inclusive of that hypothesis and the

public interest theory. 1Its important advance is that assertions

-about which societal groups regulation is supplied to are not made

a priori,.but.are arrived at after conditions of demand and supply
have been considered.

Posner has provided a useful exposition of the economic theory
of regulation by drawing a parallel to factors prgdispbsing an
industry to cartelizationﬁo Thé costs and benefits to cartelization
are analogous, though not necessarily equal, to the costs and |
benefits of obtaining regulation through inétitutional change. The
demand for regulation is derived from thé increased profifability
to the gfoup brought abopt by prices above.éompetitivé levels.

This is precisely the effect of cartelization on the déménd‘side.

‘ Costs of cartelization arise from collective action as in

hstitufionalchange, and free-riders must be monitored accordingly.

39G. Stigler, "The Theory of Economic Regulation," Bell Journal of

Economics and Management Scilence, Vol. 2, -No, 1, Spring, 1971{
ppo 4_6- ’ i

-AOR. Posnér, "Theories of  Economic Regulatioh”, Bell Journal of ..

Economic and Management Science, Aut. 1974, Vol. 5, No. 2,
pp. - 344-349. - - . : :
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Although the theory of cartels is relevant to explaining the
incidence of regulation among various industries, the analogy
ceases when noting that privately carteling group are not the
same as those obtaining regulation. This is obviously not so since
regulation and priVate cartelization are substitutes which provide
. similar benefits,

Posner offers two explanations for some industfies' private
cartelization and others' regulation. First, cartelizatioﬁ would
be a very costly substitute for groups lacking a high degree of
concentration. Second, groups capable of influencing the political
process at low cost may not similarly be capable of cartelizing
privately at low cost. The observed patterns of regulation and
cartelization wouid indicate that large graups may be exgmplary
of the cost divergence.

The most likely exﬁlanation of whf costs of cartelization are
higher than qosts of obtaining regulétion forrlarge groups is that
cartels are illégal in this country. As an argumént'in the groﬁp's
collective cost function the political machinery is not available
fo groups attempting pfivate cartelization‘.41 The political proéess

sérves as a marketplace for collective action where the transaction

41This does not exclude the possibility of the group attempting to
legalize its cartel. It simply means that the political machinery
as means to collectivize, is not available given the illegality of

its cartel.
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costs of collective action are greatly reduced to that of private
car£elization.

It seems fairly clear, then, that large groups will obtain
regulation at lower costs than they might cartelize. But what of
sﬁall groups, or a group of one member, say a monopoly? Will the
group-remain cartelized ér regulaté? 1In such a situatién, it is
difficult to argue whether the collective costs of cartelization are
higher or lower than those of obtaining regulation. This situation
makes clear the importance of the relative marginal benefits of
cartelization versus regulation. The monopoly will vie - for
regulation if the marginal benefits of regulation exceed the oppoff
tunity cost of regula£ion (the capitalized value of uncoﬁtrollgd
monopoly profits). The reason concentrated industries may fre-
quently forego-regulation is that the benefits of regulation are
less than the cartel profits. Thus, the marginal‘”effectiveneés"--
of regulation may be quite different under various‘prior-mquet ;
structures. As regulation-controls entry or raises prices above
competitive levels, the effectiveness of regulatibn'may beﬁékpected
to décline as prior market structure becomes more concentratedﬁz'

According to the .economic theory of regulation, regulation ‘is

42'W.'Jordan._ "Producer Protection, Prior Market Structure and ‘
the Effects of Government Regulation," Journal of Law and Economics,

" Vol. XV(1) April, 1972. p. 154.
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supplied by go&ernment to those groups.willing to pay the most in .
terms of votes, dollars, and other resources. As-pdlitical
represeﬁtafives are‘self—maximizers in terms of wealth, power, and
preétige they will rationally respond.to individuals or -groups
wie;ding véting power more than proportional to'the number of
individﬁals i the group. This excess proportionality may come.-
about where there is imperfect knowledge among the electorate and
thqse groups in command of informational resources can persuéde
voting behavior.43 In a world of imperfect information, it is the
concentrated voting coalitions having low costs of collective action,
while significantly benefiting as individuals of the group from
particula; go?ernméntal policies,lwhich will be most éffective-in,
termé of\resouréés-expended for influencipg the govefnmgntis supply
of regglatory policies.

| 'Thus,.ﬁheﬁ couched in terms of‘the'economic théo?y, the
. question whetherAfhe public interest theory or the producer:
protection_hypothesis{;is explanatory,_is essentially to ask which
groups ‘are willing to pay the most for the government's éupply of

protective resources. The ultimate task of regulation theory is-

43 | :
Anthony Downs, An Economic Theory of Democracy, New York, Harper

(1957), p.93, 253.
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'to explain why some grdups obtain protective regulation while others
do not. Viewed.in this way, the ecénomic theory of regulation -
proposed by Stigler will immediately suggest that producer groups
are more likely to obtain such regulation than are consumer érgups
because of the néture of collective behavior in a representative.
démocracy. Individual firms among producer groupé‘have more to
"gain and may act collectively at lower cost than.consumer groups -
who have little to gain individualiy, but face enormous collective
costs. Thus, when the conditions of supply and demand of
iﬁstitutionél change are isolated, as the economic theory of

- regulation would suggest, producer groups will expend more resources
on iﬁfluencé in'eduilibrium, and will be éupplied protéctive'

regulation from rational policy entrepreneurs.

Chapter Two ‘Summary

,jhe central theme of this chapfer.was the hypotﬁesis.that
firms Willnattemp; to alfer the institutioﬁal framgWOrk to enﬁance'l
tﬁeir economic, gain. N
.'Iﬁsﬁitutional chaﬁge.occufs.in the_marketplacé for ins#ifﬁtioﬁs
wﬁere érbups of firms have evolved to. reduce the.trahsac;ipﬁé
COSﬁS ofﬁutilizipg the institutiong‘of_the marketplaceﬁ‘ A,Qorking
assumption bf.thé- aﬁalysis wasfhat exogéneouély proyided inStiﬁu—

tions, or the production of institutions in general, and sanctioning
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thergof, is pfimarily a function of government. The demand for
institutional chaﬁge eminates from various private groups.

Since institutional change is likely to ha&e group good .
characteristics, the problem of coileétive action is-the grohﬁ's
ability to influence members to contribute financial fesburceé-
which are in turn collectively gsed for iﬁfluencing thé governmentfs
ﬁroduéﬁion of iInstitutions.

Theoretically; there exists some optimal level of group effort
for infiuencing the institutional framework. . However, when the
assumption of the group as a monolithic coalition is relaxed -and
the free—fidgr problem prévails, group influence Will often be )
suBoPtimal. |

“The emphasis in.tbe recent liﬁefathre ié that there exists
multifudes of influential groups, ﬁégde associations, éwa, exeftipg
sbme equilibrium quaptity ofinfluenceinitiafea bylfﬁglefforts of
group fentrepfenéﬁrsf. The initiatofs must mqnitoffgroup_member‘
participation”éccéndingly; H - |

The economic'theory.of'regulation,_posed by Stiglef, is a.

' special-Case of the general.theory of institutional change. Condi- -

tions of supply and demand must be isolated to determine the

incidence of regulation, or the institutional mix in general,'




Chapter 3

THE REGULATORY LAW AND JURISDICTIONAL INCLUSION

OF LIVESTOCK CARRIERS

Introduction

This chapter Qill more fully delineate the legal framework
existing before and after the repeal of the livestock exemption in
. fegulation of commercial motor carriers. After the regulatory frame-
.WO;k has'bgen set forth, the arguments for and the process leading
to the inclusion of intrastate comme;cial livestock tranéportatioﬁ

in the regulatory scheme will be described.

The Motor Carrier Statute

The Montana-Motor'Carrier Act, Chapter 1, Section 8 of the.
Revised Cddé of Montana (RCM), prbvides for the sﬁpervision, régulg—
tion and control of state highways utilized by mo;or‘éarrieré "for
hire". Priéf.to 1971,'Section 8-101(h) of the Act exbressly
éxempted motor carriers transporting ordinary livestock or -agricul-
tural commodities from the provisioqs of the Act.44

In 1971, Section 8-101(h) was amended to require that livestock

44 .
R.C.M., 8-101(h), p. 462.
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Fransportation_between points in Montana by commercia; motor‘carriers
be subject to the regulatory jurisdiction of the Public Service
Commission. The amendment provided exemption from regulation to
ranchers or farmers transporting their own livestock. Furthermore,
thg Act remainéd powerless with respect to carriers transporting
cattle interstate.

Generally speaking, the law delegates to the Commission the
responsibility of supervision, regulation and contrbl of all motor
carriers in the state, to fix "reasonable rates', designate car-ier
classifications, issue certificates of operating authority according-

1y, and establish safety regulations.

In delineating the Act, attention shall be focused on the
following classifications for the statute's provisions: entry con-

trol, rate control, fees, and enforcement.

Entry Control. The 1971 amendmeﬁt specifiéally requires that
all motor carriers engaged in the commercial transport of livestock
between points in Montana obtain a Class B certificate of public
convenience and necessity from thg éommission. Class B, as defined
in 8-102, embraces "all motor carrier; operating under regular rates
or charges based uponyeither statioﬁ to station rates or upon a ﬁile—

age rate or scale, and not between fixed termini or over a regular

route." Section 8-111 requires that the issuance of the certificate.
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be generally conditional upon the applicant's meeting a public con-
venience and necessity requirement. Need and necessity is established
at a hearing set by the Commission where interested parties may support
or refute the applicant's petition for operating authority. The
Commission must render a decision within 90 'days from the application

_ 45 ‘
date of the authority.

Suspension of operatiﬁg authority of up to twelve months may be
granted by the Commission oaly upon the petitidﬁ by the carrier.
Tentative absence of public convenience and necessity is the justifi-

o 46 - : . '
catién’ for suspension. If after twelve consecutive months, the
carrier has failed to reinstate operating authority, the prima
facia presumption of absence of public need and necessity is created. .-
In this case a hearing is held and the certificate is cancelled if
- _ 4 ' YA
the carrier cannot prove that néed and necessity remains.

The authority to transport livestock commercially, granted by a

Class B ceftifiéate,'may be sold, fransferred, leased or inherited,

45 .
+""R.C.M., 1975 Additions, 8-111.1.

46 - :
R.C.M., 1975 Additions, 8-107.1.

" 47

R.C.M., 1975 Additions, 8-107.2.
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only by Commission approval.

Rate Control. Section 8-103.4 establishes the legitimacy of

bureaus, organizations or committees joined for the purpose of_
establishing rates to be approved by the Commission. These éollec;
vtives are exempted from the Montana anti-trust statutes prohibiting
monopolies, price-fixing or restraint of trade. Subsection (1) 
requires that all agreements between two or more carriers pertaining
to rates, classifications, divisions or allowances not in violation
of subsections (Bj, (4), or (5) must be petitioned for approval by
49

the Commission.

Section 104.5 provides an elaborate scheme for rate changes or

revisions. First, changes must be approved by the Commission within

30 days'of the application date unless the petitioned change is

~suspended or dissallowed outright. If the petition is suspended

48
"R.C.M., 1947, 8-112, p. 474.

49 :
R.C.M., 1975 Additions, Section 103.4. Subsection (3) generally
prohibits agreements between Motor Carriers and railroads.
Subsection (4) generally prohibits any pooling or division of
traffic, earnings or service. Subsection (5) requires that each
motor carrier be allowed to take independent action either before
or after any procedure for the determination of any matter through
multi-lateral consideration, if the collective decision is to
be approvable by the Commission. - '
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prior to thé_30 day périod, the carrier must provide supperting evi-
dence and testimény for the revision. The supporting evidence must
be filed with the Commission within 30 days of the effective suspen-
. sion dateiof the.original petition. Second, on the cbﬁplaint of

ény interested party within twenty déys of the petitioned change,
including the Commission, the Commissioﬁ may suspend the proposed
change for a period up to 180 days. In this event, £he suspension
order‘must be issued by the Commission no later than two business
days prior to the effective date of the proposed change. 'Also,
carriers filing for revision must be informed of the complaint by

the contesting party énd be given an opportunity to respond to the
coﬁplaint. A public hearing is held upon any suspension order.
Adequate:notice must be given to all interested partiés, so that they
may appear and present evidence refuting or supporting the reasonable-
ness of the prpposed raée change. If such a hearing is not held an&

a decision rendered within 180 days from the suspension order, then

the proposed change is deemed approved and effective as'fiied. >0

"Rate discrimination' or '

'customer preference" with respect to
rates is éxpressly prohibited. Motor carriers operating under

established rates are forbidden to give preferéncé to any corpora-

50 . n
771975 Additions to R.C.M., 8-104.5, p. 343-344.
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tion, locality, or parficular kind of commodity. The Commission
may authorize differing rates where such rates are justified by the
varying. character of the service provided‘by:the carrier;

Fees. In addition to ordinary fees for licenses and.highway
taxes assessea by the State Department of Revenue upon all motor
vehicles certain payments are required of all regulated'carriers;
‘An application fee of $15-35 is assessed for certificates of public’
convenience and ﬁecessity.Si In addition, every regulated motor

cai{ier ié taxed a lump-sum of $5.00 per motor vehicle (operated on
state highways) per year. The expressed intent for the payments is
'in consideration of state highway utilization. The annual fee is
reduced to $2.50 per vehicle for seasonal operations: whén thé
vehicle is used for six months or less.
A gross reveﬁue ;ai,'formerly 8-127 of the Moto; Carrier Act,H
, Was-ruled‘uncdhétitufionél. On appeal by.fhe.Commiésion, the ngtana
Supreme Céuft ruled that 8-127 which required all motor cérﬁiers'reguf
‘lated by fhe_state (exempt_at that time were livestock, logging,
agficﬁltural commoditiés, highway maintenance and construction‘

materials, logging and mining supplies, newspapers, newspaper supple-

. 3lThe actual figufe depends upon the number of counties for which
the certificate is requested. :
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ments;~periodical§ and mégazines) to pay a tax based upon gross
operating revenue was uncbnstitutional abridgement'of due process,
equal protection and interstate commerce. The expressed intent_df
84127-wé$ to procur cémpensatory payments from motor carrigr's
'utiliéation of the state's highways.' Since the exempt carrie?s evaded
jﬁrisdiction of'the Act, thus the tax,_yet ufilized state highways
similafly to ﬁon—exempt carrieré,'and while there was no reasonable
distinction between the exémpt and regulated to account for the
classifications, the court ruled that the tax was an arbitrary
abridgement of the respondent's 14th Amendment rights. The court
also ngted that the tax being based~upon'gross operating revenie én—
”compaséed ﬁany acfivities not related to utilization of Montaﬁa high-
: ﬁays. The court ruled that because the tax had been appliéd to
activities hgving.no‘relatibn;hip-to:stéte‘highway usage'was a tax
oﬁ iﬁterstate,commerce, é'Burden on the.same, énd thus.a violati&n '

- of the Commerce Clause of the United States Constitution;52

- 5%50e Case #12246 before the Supreme Court of Montana, Garrett Freight-
lines, Inc. v. Montana Railroad and Public Service Commission, et.
al., decided March 15, 1973. This revealing case is explained in .
more detail in Chapter 5. Also repealed. was 8-117, providing a
"motor carrier fund...for the purpose of defraying the expenses of.
administration of this act and regulation of the businesses. herein .
described..." (See analysis in Chapter:5.) The Consumer Counsel
Act was enacted February 25, 1973. Apparently the legislature
"went to-.school', taking heed of this case when drafting 70-709,
providing for a tax based upon only intrastate revenues of regulated
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Enforcement. Responsibility for the statute's enforcemént,'also
given by the Act, is the duty of the Supervisor of motor carriers.
The Supervisor is an attorney at law qualified for practice in
Mon;ana or shall possess at least five years experieﬁce iﬁA"suitable”
. phases of the motor carrier industry. The Supervisor and his field
inspectors are sanctioned as peace officers of the state for the
purpoée of investigating and making arrests for violations of the
Act. Any motor carrier or agent theréof failing to comply with.any ”
poftion of the Act or decision of the Commiséion is subject to
prosecution for a misdemeanor. Upon conviction the violator is
finéd $25 to $500 and/or imprisoned up to thirty da&s in the county

jail.

 The Coﬂsumer Counsel Statute

The legélities of reguiation can be completed-only by recognizing
an agent of the reéulatory process peripherally legislated to the |
Motor Carrier Statute: 'the Consumer Couﬁsel._

The office of Consumer C;unsgl Qas'first formally concevied in

‘the 1972 State of Montana Constitutional Convention. Article 111,

52(Continued) : , o :
. carriers. The case has relevance to the theoretical aspects. of
the study. o :
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Section 2 of the Constitution summoned the legislature to creéte and
fund with a special tax based upon the revenues of regulated com~
panies, an office of Consumer Counsel to represent consumer in£erests
in ali matters before the Public Service Commission.
Such legislation was enacted in 1973. The Act, titled thé

Consumer.Counsel Act, created the office of Consumer Counsel as an
' agent of the Legislative Branch of Government, answerable to the’
A-Legislative bonsumer'Cpmmittee, also provided for in the.Act.
| Haviné constitutional status while an agent of the Legislative
Branch, the Montana Consumer Counsel is unique among consumer a&vo-
cacy agencies. The office is an autbnombus agency havingAdomﬁleté
independencerf the Administrative Branch of Government apd'the. .
Regulatory Agency.53

_.Section 70-707 of the Consumer Counsel Act exbresses"the powé£s
and duties of the Consumer Counsel. The Consume; Counsel is, the .
répresentafive of the conéﬁming public in all matters, in any way
afféc;ing'donsumers, before the regulatory coﬁmissidn; The Cbpﬁsel
posseSS:aillpower; of discovery in contested case proéedqré before
any state adminisfrative agency.. . Thé counsel has,all'poﬁers of.f:

examination and cross examination under oath of any agent of any

53J.976 Consumer Counsel Annual Report to Legislative.Consumer

Committee, p. 2.
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regulated firm and may inspect corporate records in accordance with '
the law.

Every regulated company is reqq}red to pay to_the Departmenf of
-Revenue a tax based upon its gross operating revenues for all intra-
staté business activities. This revenue is established as an ear-
marked fund from which all appropriations to the Office of éonsumer
Counsel are paid. |

Relativeiy'stringent sanctibns are levied upénzaregulated
firm's.violation of the Consumer Counsel Ac£. Béth civil and criminai
remedies exist: civil liability may not exceed $1,000; and criminal =~
-sanctions 6f up to $1,000:and/qr one year imprisonment afé also

provided.

The Inclusion Proceés

This section will specify-the agents and their behavior in the
enactment of lEgiélatioﬁ'to reéulate'intfa5£éte motor carriers frans—‘
porting livestock for.hire. |

fhe p;iméry agents ih"thé enactment process Veré the-Monténa
Métor Car?iérs Associatidﬁ,.the Montana Livestock: Carriers Associa-
yion; the Montané Livestock Grpﬁefs.Associafion,.and the Staté*_'

fLegisiatgre. |

The process to iégu;ate 1ivéstock‘trucking, finally:enacfed iﬁ

Mérch, 1971, began in the Fall of 1962 at a heeting'of the already
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existing Montana Motor Carriers Association.:54 The.Motor Carriers
Association offered to aid the livestock carriers in their effort
to become regulated. Approximately half of the operating livestock
carriers were represented and formalized the Montana Livestock
Carriers Association for the expressed purpose of influencing the
legislative process.

The liyestock carriers organized the state into five_éections,
electing a chairperson in each. Carriers in each areé met several
times during the.pre—legislétive years.to express their views per-
taining to regulation and the manner in which the bill should be
drafted. The chairpersons served as representatives to state—wide
meetings where the issues were discussed, fesolved, and a bill
drafted. In addition, an original .tariff wéé drafted in anticipa—
tion of favorable iegislation.

The livestock carrie?s anticipated strong 6pposifion to their
gffBrts fromflivestock producers. fhus, during the pre-legislative

. . j . . ; 5!
years there was no publication or announcement of their intentionms. 5

> Detailed history of the enactment process taken from a November

21, 1977 interview with Peggy Jerrel, President of the Montana Live-

stock Carriers Association. .
55When asked about which groups opposed their efforts.in the preleg-
islative years, Peggy Jerrel responded, 'We did not publish it as
such; nobody even really knew. We kept it very quiet on purpose be-
cause the cattlemen were against it and the buyers and packers."
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This was, in fact, their key stragegy; to obfuscate their operation '
to enact legislation from opposing groups, especially cattle
producers.56

The initial legislative attempt by the livestock carriers came
in 1967: it had taken five years to prepare for the legislaturé aﬁd
'the livestock carriers believed that the marked decrease in the
number of ranchers in the legislature beginning in 1965 improved fﬁeir
chance of favorable legislation. House Bill Number 172, introduced
by Ulmer, McNamara,-No;they, and Glennen, Amended 8-101, R.C.M., 1967,
by deleting the exemption of motor carriers of' livestock for-hire.
It.also provided that carriers operating for at least one yeaf immedi-
ately preceding July 1, 1966 would not be required to show public
need and necessity to procur operating authority.57

The Committee on Business and Industry recommended that House

Bill Number 172 not pass.

561n the same interview. it was asked, "If you could nane any one
step, key strategy or process, what would it be?" Jerrel .res-
ponded, "To keep it very quiet and not let them know. We slipped
it into the legislature very quietly, hoping they would not. pick
it up. As you know there are many bills. But it got picked up
and we were killed in committee in '67."

57See 1967 House Journdl for the 40th Legislative session.’
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The livestock carriers made a second unsuccessful attempt to
be included under the statute's jurisdiction.in 1969. House Bill
Number 464 introduced by Glennen was substantially unchanged from
the previously defeated House Bill Number 172.. The bill received a
do pasé recommendation from committee after mno opponents to the bill.
appearea, but was killed on the floor in its second readiﬁg, prin-
cipally by the efforts of John Melcher, a rancher and Qeterinarian.

The livestock carriers’ strategy had reﬁained unchanged between
the 1967 and 1969 efforts. On reflection, the livestock carrieré
have admitted that their failure to adopt é concessionary strategy
to rancher’opposition was the key error in the 1969 effort.'59

The 1971 attempt gave explicit recognition of cattie interests.
House Bill Number 205 provided:

1. Regﬁlatory jurisdiction of the livestock carriers;
2. Grandfather rights, i.e. that carriers operating in a boni-
fied capacity as a motor carrier of livestock for-hire prior

to some specified date, would not be required to prove

. 58

Jerrel Intefview, November 21, 1977.
59According to William O'Leary, former attorney for the P.S.C., House
Bill Number 464 failed because of cattle interests. They feared
"that it would not protect their owned cattle shipment operations.
Interview with William O'Leary, October 12, 1977.
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public convenience and necessity to obtain a Class B cer-
tificate; .

3. Exemptions to ranchers transporting their own cat£le.

The iivegtock carriers believe'that the 1971 success was due to
the bill's apﬁeasment of cattle interests. In additionm, carriers
claim that severe inflation and perceived increases in "cut-throat"
competition méy have caused the motor carriers ranks to push‘har&er

for regulation.

The general régula£ory framework provided by the Motor Carrier
and Consumer Counsel Acts extends to many classés of carfiers and
comﬁoditiés._ Many of the commodify ciasses underwent a jurisdictional
inclusion process similar to that of livestoék. When livestock
carriers became ;égulated, all of the stétutory provisions became
applicgble to livesgock.transéorﬁation in the séme manner as all
other regulated commodities. Yet there éemain certain uﬁwritteﬁ.as—
bects of the law unique to the particular interests of livestock |
carriers in their jurisdictionalhincluSion. |

The first of thesg unwrittens is the interpietatioh of-bonifie§

rancher or farmer for their exemption from regulation. According to

OJerrel Interview, November 21, 1977.
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a former attorney for the Commission, at the time the interpretation
was sought, by the authority of ICC Case Law, the'Commission chose to
construe "bonified farmer, rancher or raiser of 1ivestbck", as any
individual or firm earning at least 50 percent of annual income from
livestock production. In practice, however,;thié income stipulation
is difficult .to ascertain making 8-101.1 as interpreted, an ineffec-—
tive provision.

A second unwrittén portion of the iaw, though now anachronistic,
was the livestock carrier's agreement not to ‘solicit é rate increase
with the Commission within three years of the effective date of the
original tariff. This was in addition to the concession to ranchers
by exempting them from regulation of their owned transport services.62

The final unwritten portion of the law unique to the livestock
éarriers'lregulato£y,inclusion, was an agreement between the livestock
carriers, the 1égislature and its aéent, the Public Servipe'Cémmis—
sion, that the iﬁitial endowment of'gfandfather rights would be

honored perpetually,'i.é. that no new grants of statewide authority

6lIntérview with William O'Leary, Former Attorney for P.S.C., October
11, 1977. :

2Intérview on November 21, 1977 with Peggy Jerrel; The agreemént
is anachronistic because the carriers filed and received a.15
percent rate increase August 23, 1976.
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would be issued without a hearing to prove public convenience and

. 63
necessity.

Industp& Arguments for Regulation

The industry's arguments leading to the inclusion process just
described will now be eiamiped.

The industry of primary concern here——the_"objectiye" industry--
is the intrastate motor carriers of livestock. Though evidence is
sketchy, it would appear that the pre-regulatory environment of this
industry was gharacterized by the essential éharacteristics of a
cpmpetiti&e.market: | |

1; A sufficient_number of similar, autonoﬁous firms to

effectively.compete;

2. many purchasers of transporfation services;

3. . relatively unburdensome entr& and exit;

4. high degree'of product homogeneity between firms.

These "cqnclusions" are based upon arguments given by industry spokes—.
persons f;r some regulatory remedy of:low.rates, and too.eas§ entry
and exit-cbnditiéns resulting in "cut-throat" cémpetitioﬁ. .Prior.té
regulation, the industry was quite volétile with respéct to firm changg—

over. It has been noted that twenty firms entered and exi ted

63 : . :
Jerrel Interview, November 21, 1977.
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between the years 1952—1965 in Miles City alone. With adequate '
credit, industry entry required relatively low capital outlays.
Although a handful of large firms with several‘tracto;—frailer units
existed, the industry was composed primarily of fifmé with one or
two tractor-trailer units. The induétry's volatility caused by
minimal entry barriers was exécerbated by the seasonality of live-
stock transportation demand. As in many transportation industries
this industry was characterized by a peak-load problem.' Demand was °
high relative to the number of available tractor-trailer units in the
fall months. Relaﬁively low demands for transportation of feeder
cattle in the winter and spring brought aﬁout idle ‘tractor-trailer !
units during these months. |

The argument that ﬁcut—throathcompetition merits some govern—
mental'intérveﬁtion<is a ?;évasive one in the transportation séc£of.
The argumen; Wés used by the:MOntana livestogk carriers in théir
éfforté to becéme r&_agul’ated.?4 The ihdustry argued thap they were
at a diéédvantage to the interstate carrier charging_extremeiy loﬁ-

backhaul rétes to avoild running empty.

j64Asked'what thelr primary arguments for regulation were, Jerrel
.responded, "The biggest thing was rates. You could buy a truck;’
.there was nothing stopping you from going down and buying a truck-
“and trailer and start hauling livestock. You could charge anything

- you pleased. You kept your truck six months and then you lost it.. :
There was no way we could haul for the rates that those fellows who
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To rectify the unregulated industry's relatively easy entry and exit
conditions and the resulting low rates, the livestock carriers wanted

two conditions met; that every carrier:

1. purchase a certain amount of cargo and liability insurance;
and

2. belong to a tariff, i.e. publish a rate schedule approved
by the regulatory commission.
Regulation, it-was argued, would stabilize the industry formerly
characterized by high volitility, and assure viable transpdrt seryiceé

for cattle producers.

Summary

'The~fegulatory mode (with respect to livestock transpo%tatiop)
is a funétion of the post 1971 Motor Carrier Statute and the specific’
'_rQles of agents thefedf, and peripheral iegislatipn.

The 1971 Améﬂdmen; was enacted after five years of pre-legisla-
- tive ﬁreparation_;nd threé attempts to enact the Iegislétibn. TheA

appeasement of cattle interests was the key to successful- legislation.

64 Continued .
were in and out of the business all the time. There was no comp...

you could not compete with them."

65Jerreltlnterview, November 21, 1977.

Ll
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The legislation was sought to remedy the volatile entry and
.exist situation and depressed transport rates of the Montana livestock

carrier industry.




Chapter 4

THE INDUSTRY IN ITS REGULATORY ENVIRONMENT

Introduction

This>chapter will describe the behavior of the livestock carriers
as they operate within the legal framework. Attention will focus on

the general categories of rate regulation and exit and entry.

Rate Regulation

The Tariff Bureau — A General Description. Transport rates

charged by any for-hire motor carrier must be approved by and filed
with the Commission. The regulated carrier may petition for such
approval independently and/or may join carfier groups called tariff
bureaus which file a gréup proposed rate for the Commission's
approval. As an example, Greyhoun&,Bus Lines belongs to tﬁe National
Bus Tariff Bureau. Greyhound, however, often chooses to filé an
independent rate application with the Commission. Gfeyhound deals
with the Commission iﬁdependently where other small bus iines choose
to deal with a rate bu'reau.66 There may be several reasons for

this. First, jusfification of rétes filed with the Commission‘in—

volves the utilization of certain scarce resources, such as

66It is not clear what the quantifiable "output'" is of the tariff
bureau. The service is indeed to file rate revisions. Therefore
some unit measure of "rate changes per time period" may serve as
tariff bureai's product.

Ll
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statistical and computer personnel who closely monitor firm costs‘
through elaborate accounting systems, and legal staff. A firm thé
éize of Greyhound employs these kinds of resources for tasks other
than rate proposal justification. The information provi&ed by Grey-
hound to justify a rate is likely to be the same information used in

»

its calculated microeconomic decisions. Thus, the marginal cost to

Greyhound of using already employed resources for rate justification‘

appears-relgtively low compared to firms not employing these kinds .
'éf resources as.part of their standara decision makiné apﬁarafus.
Smaller carriers no£ employing legal or statistical per;onnel
nor computerized cost analysis systems choose to file a collective .
rate proposal through a tariff bureau which, as a combination of
carriers, may employ must‘the same personnel as a large carrier.
- While at least some member firms must supply to the bureau the
required rate justificétion data, it is not required that é bureau's
justification be based_ﬁpon the participation of eyery firﬁa67-
Motor carrier collectives, specializing in the rate filing,
justification and publishing process,'operate at loﬁe; cost than

the total cost of the firms filing independently-if such firms

67This tendency of rate bureaus have some interesting implications

for the theory; more on the phenomena later in Chapter 4 and
in Chapter 5. :
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‘contract-out for part-time, statisfical, legal aﬁd computer ser-
vices, less specialized in collective ratemaking functions.

A monolithic firm possésses an additioﬁal econémy in the rate
filing process. A bureau's disadvantage lies in the‘collective"
decision makiné process necessary to afriving at a rate propoéal.

Arriving at a collective rate proposai is a fairly complicated

process. A proposal to change a rate is called a docket. Tariff

bureaus usually provide a docket service which announces rate pro-

posals to interested pafties. A docket may be acted upon in one of
three procedures: regular, emergency, independent‘announcement.68
Under the regular procedure the docket is filed with a standing
rate committee composed of bureau members. The committee notifies
all interested partiés, both catrriers and shippers, of a public
hearing to consider the docket. Uponrheariﬁg agruments for and
against the docket, the standing fate‘cémmitteé will recommend
either adopt as proposed, adopt with amendments, or not adopt.
The committee's decision may be appealed. -If the dockét is adopted
without appeal, it-is published and Submittéd to the reguiatory

Commission where a very similar .approval process is Initiated.- If

+08The procedure that follows draws heavily from that establlshed by
the Eastern Central Motor Carrier Association, a large, well
established tarlff bureau.
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the rate coﬁmittee's decision is appegled,'by either shipper or
carrier, the  docket is referred to a general committee composed of
participating carrier's representatives. The general committee
serves to purport the coilective rate making policy of the bureau.
The decision of the genéral committée is binding.

A bureau participant may request the emergency prqcedure under
the following kinds of circumstances:

1. To meet competitive conditions;

2. for traffic to be transported in national defense;

3. To establish temporary charges for prompt movement of

broperty to relieve innury, damage or sufferiﬁg;

4. For removing commercial or industrial plant or establishment;

5. Where no ekisting rates are published by the bureau..

‘The third procedural course, that of independent action is an
option availaBle to a pérticipating carrier at any timé‘ This option
is required by law.’ If taking independent action; thé carrier will
take the rate proposal directly to the Commission Where‘procedures
for approval are implemented per statutory terms. The firm filing
independent - rate proposals by-pasases the internél procedures of a

rate bureau. -

691975'Additions to R.C.M. 1947. 8-103.4(5).
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The docket process is exemplary of costs of organization and-
agreement cﬁaracterizing tariff bureaus. BSuch costs are largely
avoided by the single firm whose technical data system and specializéd
personnel are similar to those of the rate bureau. Such a firm
ratioﬁally t%kes independent action if if poésesses>a positive time
preference for rate increases.

The Montana Livestock Tariff Bureau. To remain a valid licensee -

of operating authority, certificate holdefs must purchase tﬁe required
cargo'and liability in;ﬁrance, fiie an annual report and compénsatory
fees with the Public Service Commission, actively solicit business,
and belong to a published tariff schedﬁle approved by the Commission.
To fulfill the last requirement livestock carriers formed the Monfapa
Livestock Tariff Bureau (M.L.T.B.), aﬁ offshoot of the pre-regulatory
lobbying group.:

The M.L.T.B., one of three tariff buféaﬁs représenting'all parti-
cipating reéulated carriers in Montana, is the singular.ratemaking

' 70 '

representatiﬁe of intrastate livestock carriers.

Dues to the M.L.T.B. are $36 per tractor-trailer unit operated

70The following four Billings firms initially filed a tariff inde-
pendently of the M.L.T.B.:
1) Frontier Trucking"
2) Garritson & Macer
3) Garritson & Sons
4) Billy Reese
They have since joined the M.L.T.B.
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over state highways per year.

According to Donald Coleman, Executive Director of the M.L.T.B.,
the livestock tariff is unique from other tariffs published by
collective rate organizations in several respects.

Firstly, the single tariff published by the M.L.T.B. is repre-
sentative of an extremely large number of participéting carriers.
Other tafiffs represent many fewer carriers; usually around 10 or
12, n

Secondly, the turnover rate in M.L.T.B. membership is quite .

high; approximately 2 sales and transfers per month.

Thirdly, the size of companies, being small on the whole, also

differentiates M.L.T.B. membership from othef tariff memberships.

Fourthly, member carriers are mostly rural and their operations

are mostly seasonal.

As there exists no livestock carriers filing independent rate

71Don Coleman interview November 2, 1977. This figure was checked
and varies greatly with type of commodity hauled. Tor instance: .

Intermountain Tariff Bureau
1) Commodity Tariff 31: 8 carriers
2) Commodity Tariff 30: 9 carriers
3) Class and Commodity Tariff 35: 12 carriers
4) Tank Transport Tariff 29: 11 carriers
5) Commodity Tariff 28: 20 carriers
6) Household Goods Tariff 27: 76 carriers

Pacific Inland Tariff Bureau, Montana Participating Carriers
1) Tariff 320: 31 carriers
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proposals certain industry characteristics with respect to rate
regulation may be derived from the data of the M.L.T.B.'s data

collection and justification procedure.

The M.L.T.B. solicits justificatory, historical data on revenues

and costs of its ﬁembe; carriers only in case of an éventual pro—-

. posal to alter the tariffJ Data submission by participating carriers
islpurely.ﬁéluntgry, fgt; ail member éarriers begome subject to

the same:tariff schedule once approved by the Commission.

At a November 1975'specia1 méeting of the Bureau, a majority
6f‘present éarfiers agreed to seek a 15 percent rate increase. 'The
M.L.T.B. requested that all 170 participating carriers submit data
on gross oéerating revenues in intrésta;e livestock transﬁoftation
for the year 1974. One hundred four carriers rgsponded to the
redﬁest. This déta is gi&én in Aﬁpendix I, Table 1. .Total revenue
of the 104 firms f;om'infrasta;e_1iyéétqck transport fo: 1974 ﬁas:
-over two million dﬁligrsg The largest seven firms accoﬁﬁfed for -
approximétely 50ipércent of the revenue repér;ed by the responding
104 firms. |

The.indﬁstry’reﬁaiés charaéterized by the small operator
emplofiﬁg a single tractor and one or two 1i§éstock trailers.
,According to the M.L.T.B:, the smail operator is not accustomed t6
utilizing sophisticated accounting techniques and does not employ

data systems réquired for detailed statistical information useful to
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2

the tariff bureau. Because of this, additional data were requested

" from the thirty largest firms as measured by gross operating revenue
in intrastate iivespock fransportation. This data includéd various
operating cost statistics, total operating revenue, inp;astate live-
stock operating revenue, and net operating income for the yéérs

1974 and 1975. Of the thirty firms contacted,.l7 responded to the
inquiry; the data are presented in Appendix I, Table 2. The 17
responding firms accounted for 55 percent of industry total revenue
in 1974. Among the 17 firms responding, intrastate livestock trans-
. portation aQeraged 84 percent of total revenueé per ﬁirm.in 1974, and
82 percent in 1975. In 1974 and 1975, 10 of the 17 Firms earned 100
percent of their total révenue from intrastate livéstock-transporéa—'
tion. Fiftéen of the responding firms owned 49 livestock trailers
or 18 percent of the 271 livestock Lrailers'ownéd by 150 firms in
the indgstry,73: | |
Baséd'upon the data presented the bureau was g?anted-the

petitibned—for"l5 percent rate increase. Thé argument used by the

2 ; ' ' .

7"Coleman Interview November 2, 1977. Also July 13, 1976 affidavit
by Donald Coleman before the Public Service Commission rate
hearing. ’ '

3Trailer numbers as of fall, 1977. Approxiﬁately 20/172 carriers
do not have livestock trailers. :

(L S
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M.L.T.B. was that the 17 carriers were a significant fraction of.
the industry -and their financial information provided a valid indi-

cation of the industry's financial trends.

Exit and Entry

Induétry.tfendg in firm entry and exit éinqe its
regulatioﬁ will now beliﬁvestigated. At'the inception of regulatién,
with‘the initial endowment of grandfather rights, tAe indUstrf was
fixed at 174 firms. Many grandfather certificates were denied to
- firms not possessing invoice records for three years prior to- 1971

74

as documentation of their "grandfather" status. Since regulation,

"net exit has been only two firms, as two certificates have been

s

7%Errell Interview, November 21, 1977. From data supplied by the
Commission in its Annual Reports, for following years, certificate
appllcation numbers were:, '

69-70  70-71  71-72 72=73 - 13-74
161 - 173 . 4l6* 176 . 182

*Substantial increase due to 1ivestock carriers’ applylng for their

initial authority. Averaging the certificate application data for
the years before and after the livestock carriers applied. for
authority, would indicate that approximately 173 of the 416
applications were for authorities other than-livestock. Given this
fairly constant trend in certificate applications (other than the’
effect of livestock), approximately 243 (416-173) of the 416
applicatlons were for livestock authority. Thus, Jerrel's state-
ment can perhaps be narrowed to the denial of approxlmately 69
grandfather authorities to haul livestock.
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cancelled from the original 174 while no new certificates have been
issued. This inquiry ﬁiil focus on firm changeover as a result éf
sales and transfers of certificates.

Rudimentary records of the P.S.C. prevent.a detailed accounting
of certificaté transfers for the years 1972 through 1976. Thus?
:M.L.T.B. pgrticipation will serve as a ﬁroxy for describing industry
exit and entr&. This approach is valid since, ekcéﬁt for the four
Billinés firms who initially wroté their own tariff, the M.L.T;B.,has*
been the exciusi?e representative of livestock motor carrié?s,since
regulation.

In.describing exit and entry using M.L,.T.B. participation-dapa;
a paradéx is encountered. TFor a certificate to remain{valid,'holders
must solicit business. All tariff bureau members hold ceftificates..75
Yet, there are participating c#rriers-not'solicitiﬁg buéiness. Thus,
‘thére exist participafing tariff bureau members»belonging_to‘the tariff
to - tenuate certifica£é:vaiiAity. Yet, the cerfificate.is technipal1y
.invalid forighe failure to solicit business. The paradox resﬁlté

from frictions in the regulatory mechanism.’® 1In a world with no

75This follows since membership to a tariff is requisite to a valid
certificate. ' :
76The mechanism referred to here is the ‘implementation of the certifi-.
cate suspension and revocation process provided for in 8-107.1 and
8-107.2, R.C.M., 1975 additions. Wayne Budt, transportation
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such regulatory frictions and where all firms in the industfy belong
to the tariff bureau, tariff bureau participation would serve as a
perfect proxy for industry '"participation'. With the frictions of
the regulatory mechanism introduced into the case ét hand, tariff'
bureau participation may be an imperfect indicator of industry trends.
The problem is made palatable by considering the economic nature of |
the certificate. Holding a certificate involves an opportupity cost
equal to the discounted value of future net returns to the firm. The
market price for certificates is a reflection of the indUStry's
future profitability. Since tariff bureau members posséss cértifi—
cates (they have no incentive to join but to preserve the certificate),
entry to and exit from the tariff bureau is governed by the same
economic forces as entry to énd exig from the industry: ‘profit
conditions in fhe industry relative to alternatives. The firm.will
hold the certificate until the marginal change in the discounted ﬁet
returns in altérnq;ives exceeds the increment‘to the certifiqates:
.valhe by‘hoidiqg it an additional- time period.

With these.quélifications in ﬁind the number of firm change-

‘overs is estimated during the period October 1972 through ﬁecember

76 Continued ‘

" administrator has indicated that it is difficult to prove failure
to solicit. Even those not having livestock trailers can argue
that they would rent trailers if they should find traffic.
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1976.77 Tables 1 through 4 in Appendix II indieate ﬁ.i.f.B; parti-
cipation during the four'year period. Four Billings, Montana
carriers holding certificates were entil the fourth pubiished-list
writing a tariff independently of the M.L.T.B. Counting,ﬁhese four
firms there were 167 known carriets belonging to a tariff in 1972.'
Thps, there existed six to seven firms ﬁot published in Table 1 _
becaﬁse insurance or dues to the tariff bureau were not curfent.78-
From Table 2 there were 166 known ceftificatee, the owners of which
belonged to a tariff. Thﬁs, seven or eight were lacking insurance
or tafiff bureau dues. From Table 3 there were 171 known carriers
belonging to a tariff. Thue, if 173 or 174 certificates remained,
two or three firms were without membef dues or insurance. By the
fourth revised ﬁublishing, as indieated in Table 4; the foﬁrrBilliﬁgs
firms had joined the M.ﬁ}T.B. Thus, there were 172 partlcipating
carriers ‘with two cancelled certificates and none w1thout 1nsurance

or. tariff bureau dues.

77This"four,year period covers the years since: regulation for the _
most part. Regulation became effective on December 29, 1971, the
effective date of the original tariff.

780ne of the cancellations,may have already occurred by the publish-
ment of the first revised list. The other cancellation is known to
be under the firm name of C.B. Livestock Trucking in bu31ness
through the. third revised list.
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The‘certifiéaté sale and transfer trends for the four years
?epresented in Tables 1-4 of Appendix 2, indiéage that eieven firms
withdrew membership befyeen periods I and IT, 44 exited bet&eeﬁ
périods II and.III, and 24 firms exited between periéds III and IV.
Of the total 7§'firms exiting during the four pefiods, two firms
ré—entered,as tariff bureau members. .These were Joe Good aﬁd Carl -
Gren?:bo§h' exiging between periods II and III, then re-entering
Betweeﬂ periods III,aﬁd IV. Thus, a net of 77 firms WithdreW'from_
,theftariff'bureau.. Sincé the humber of firms in the industr§.ha§

_ remained fairly constant (within one or two firms) throughout the

term of regulation, every .deletion of a firm ‘involved a corresponding

'addition of'anéther firm. Thus, given these:disérete.periéds, there
have been at least 77'sa1es and tranéfers. Since tariff bufeau
mgmbershib is revised continuously, yét ié ﬁubiished in four dis-
crete periods, the 77 sales and.transférs may well-bé,coﬁserVétive.
Some additionai information may provide a check on phis_huﬁber.

Froﬁ March'1974 through November 1977,.the M;L.T.B. processed 22
actual saleé and~tfansfers; 79 aﬁ’avérage of 1.6 sales and transferé
. per month for the 45 month period. Given a similar rate for the 49

:ﬁonth period represénted_by Tables 1-4 of the Appendix, 78 sales

79Figure from Donald Coleman, Executive Director of M.L.T.B. from
March 1974 to present. ‘




- 78
and tranéfe;s occurred. It would appear then that the reviéed
lists (Tables 1—4) repfeseﬁt-a fairly coﬁﬁinuous accounting of tariff
bureau ﬁembership.. An additional check on the estimate of 77 sales
and transfers is derived:from noting in Tables 1-4 that 97 firms
retaine& membership throughout the four year period (includiné the
four Billings firms). Given 174 totai certificates, this would imply
that 77 of'them exchanged ownership at least oncé. Thﬁs, it would
appear that few if any of the certificates changed ownership more

than once betweén 1972 and 1976.

,S;mmarz
Upon becqhiné regulated, the livestock carriers joiﬁed in tﬁe

formation 6f the Montana Livestock ?ariff Bureau, now the singular
ratemaking ;eprésentative of Livestock Carrie;s transpdrting bétwgen
points - in Montana.v No livestock gaftiefs filed for inaépéndent rate .
. approval. :Ihus, ;he regﬁlated inausffx was infestigated with réspéct
to regulatéd rates .and egit and entry using.collective-tatemgking dqéa
and'firﬁ participation datalpfhéhe'M.L;T.B; |

" The collective ratemaking:function of the M.L.T.B. relied upoﬁ.
the largér firms'_voluﬁtérilybproviding the extensive data‘required
for';he réte:approval, and thus beafing the greater pfopbrtio# of':
.ratemakihg costs. Sévénteen of the largest 30 carriérs provided

several étatiéticsﬁfpr two years while 104 of 170 total carriers,
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‘characieriéed primarily by the small opefator, provided'one simple‘
statistic for one year.'
Tariff bureau participation indicated that firm entry and exit

since regulation remained quite volatile as an estimated 77 sales

and transfers occurred between 1972 and 1976.




Chapter 5
ANALYSIS

- Introduction

Tﬁis'chaﬁter will evaluate the plausibility éf the economic
theory.of.;egﬁlation in explaining institutional change and the ‘
_regulatory ﬁrocess specific to the intrastate livestock cdrrier group.

The economic theory would suggest:that remittance of finaﬁcial
resources by the livestock carriers to goverhmen£ was conditional to
" becoming regulated and remaining regulated. T§o>refutab1e implica-
tions of.the theory are: 1) Quid pfo quo will charaéterize both
ju;isdictional inclusion and éhefongoing'regulafory pfécgésf and
2) the regulafory pfﬁcéés will be reasonabiy effécfive in terms oﬁ
effécfing,the quid pro qﬁo. |

'Posner‘has;suggested.fhe effectiveneés criterion of the ecoﬁémic

;heory'as "féasohaBle.effebpivengss".6f any egéhange is in-écéordaﬁce'
with the.usual aésumptions of economiés.so. In addition, it is
suggested that if there éiists a markét’fof institutions; exhibitiqg

sources of demand ‘and supply, and since markets are characterized"By

80Richard Posner, "Theories of Economic Reguiétioﬁ", Bell Journal of

Economics ‘and Management Science, Aut. 1974. Vol. 5. No. 2, p. 350.-

Posner maintains the economic theory is deficient, as at best it is
a list of criteria relevant to explaining whether an industry will
obtain favorable legislation. It is not yet a coherent theory-

yielding unambiguous and testable predictions. The implications of
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an implicit or explicit contractual process, then there should exist
evidence of some contractural process in the institutional market—

place.

Quid Pro Quo Criterion

A Contract Hypothesis. The economic theory of fegula;iqn as a
special case of a moré general theory of institutionél change asserts
“that market~forces'determine the production and allocation of govern-
ﬁentally frovided institutions. These forces.for institutionai
change exist within the existing political, legal and economic
institutions; the "marketplace" for institutional chqice,' Market-
"places are characterized ﬁy buyers and selleré entering into a-p;dcess
of mutually beneficial exchange. Mark;t ;ransactions are character-
ized by coﬁtracts, explicit or implicit, which delineate the manner
aﬂd conditions for the éichange of property rights. .It is argued
heré that the matket for inStitutions is characté;ized by a similar
'éQntractﬁal proées;. Inthis contexf, the Montana Motor Cérriér Act
. as 'amended tdﬂregula;e‘livestock transportation fo;—hire is itself a
contract,'formally recognizing the Eargéined exchapge’of rights apd

powers in the institutional marketplace.

80 Continued : oo _ _
the theory are refutable however, and thus he suggests the effective-
ness criterion. '

T
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It will now bg instructive to retrace the general provisions‘of
this "institutiomal contract" noting,the quid pro quo underlying the
written law. In doing so, evidence s#pportiné the confract hypo-
thgsis, and thus, the gconbmic theqry'of rggulatidn will Be:e#amined.

’Whether the quid pro quo is actually effectuated is a subject'for
further eQaluation. |

. The exchange of powers and rights in the institutibnal contract
" is not easy to delineate. The contract is consummated in'a public
vein. It is expressed in the legal codes of the state,IArafter‘under
" the teﬁacious; presumptive influence of the public interést hypo-
thesis of institutional choice. ' Consequently, an uncritical dbsér—
vatién of the sfatute'might lead to the interpretation‘£hat it |
répresents thevﬁubli¢'sfimposifién 6f restrictive burdens upon:the'
regulafed'industry; If; howevef, observed iﬁ‘an inétitutionaf
contract fréﬁework, it i§ concluded that the statute'gfunidifectioﬁal :
Bu?dens regfricting thé_ﬂehaviat of the'group‘afe aléovthe sérVices
.provided to the group.

.In,the ihgtitutional‘goﬁtract, obligatibns plaéed upéh the
grdup - property rights constr;ined - are pndifferentiable from
governmental powers ﬁrovided. ‘As in Rousseau's Social Cbntract,
the self—imposgd‘restrictibns of a populus submi£fiﬁg ;o the

'soveréign are simultaneousiy the source of gain to the popqlﬁé.'
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With. these difficulties in mind, the legal "obligations" ﬁlaced
upon motor carriers, being a qualitative summéry of 'gains bargained
for in theprocess of institutional change, may noﬁ be specified.

When seeking regulation as an alternative institutional frame-
work the livestock carriers sought price stability and entry restric-—
tions. Section 8-101.2 of the contract provides jurisdictioﬁal
extension to livestock transport for hire by requiring that all such
firms obtain a Class B certificate of public convenience and neces—
sity. This requirement is the provision sodght by the livestock
carriers to ;estrict eﬁpry, From this all other provisions of the
Act follow, including tﬁe obligatién of carriers to file for réfe
approval. Once rates are approved and published it is uﬁlawful for
. any carrier to deviate from the rate.

.T; complete the eXpreSsion of the quid pro quo the_contract
.expresses the quantity.éf‘financial resources required of motor
éarriers in.compeﬁsation for’thé govefnment's'provision of tﬁe
reguiatory machinery. The statute's delineatién of ihese payments

wasvgiven in Chapter 3.

The precise nature- and intent of these payments éither'supportsi

or refutes the contract hypothesis. There appear to be contradic-
tions in the statute's expression of their purpose. 'First, “compen-—

sation" as used in the Act is defined as "the charge imposed upon
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motor carriers in considgfation of the use of the highways‘in this
state..." 81 This same intent is expressed in specific sections of
the statuté requiring payments from motor carriers.82 Yet, a
contradictory expression of intent is given in Section -8-117. Though
?epealed in 1974, the provision was valid over an extensive period
during which many carriers, includingllivgstock carriers, were '
.feguléted. As mentioned in Chapter 3, this section provided a "motor
‘carrier fund", to Which~a1i payments required by the statute would
be submittéd, for £he purpose of defraying the expenses of regulating
motd} carriers. There is no mention of utilizing»such compénsatory
payments for highway maintenance as would follow if the inten;idn
of such payments was in consideration of state highway usage:

To resolve this impasse on intenf the Garrett case discussedvin
Chapter 3 will bé re~examined in.light-of the coﬁtract hypothesis.
If is recalled that the court ruled that the gross revenue tax on
regulated carriers alope wés arbitfary and discriminatory. Unregu=
lated carriers utiiized state highways similarly, yet evaded the

bounds of the tax. The tax was arbitrary in the sense that there

8lg.c.M., 1947, 8-101(J), p. 463.

82 5ee Section 8-116, R.C.M., 1975 additions, Section 8-127 .(Gross

Revenue Tax), when still valid used similar language.

T T
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existed no reasonable or substantial distinctions between carriers
that were regulated and those which were not. If one accepts the
proposition that the clgssifications between tax exempt and taxed
carriers are:nqt "reasonqble", due to "substantial distinctions", but
'igcidental to conditions of supply and demand in the marketplace fof
institutions, then actual intent of the gfoss revenue té% was to
procur compensatory payments for the governﬁent's continued provision
of economic regulation.. The Garrett case, simply interpfeted:
regulated carfiers were taxed because they were regulated.

The repeal of the gross revenue tax had a substantial financial
impact on the Public Service Commission. Ip Table l,below are -
revenue and cost figures of the Public Service Commission betweén_
Ithg years'1969‘—1973.84 Commission revenues are derived'via colieé-
tions from regulated cdﬁpanies, per statutory sbecificatioh. Had

the tax not been fepealed, collections for 1972-1973 fiscal year .

3'Indeed the court noted that the incidence of regulation was due to

successful lobbying effort, not intrinsic characteristics of the
industries. See Garrett v. Montana Railroad and-P.S.C. et -
al, p. 5. o

4Sée-annual report of the P.S.C. to the Governor for- fiscal year
ended June 30,-1973. Also in that report was the Commission's
statement of major recommendations. First priority was to estabv'
lish a replacement tax for the gross revenue tax.

Pr—T—p—
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would have been $817,153.17. Thus, tax repeal reduced payments to
the Public Service Commission from regulated motor carriers by
$79,116.79. The financilal effect of tan repeal on Commission revenues
mey be indicative of the gains to the governmental agency from the

" institutional contract. 85

Table 1

Financial Impact on Public Service Commiss1on Due
To Repeal of Gross Revenue Tax

Fiscal Year . Collections - §g§t§
1969-1970 ' $ 839,283 L $247,757
1970-1971 $ 883,605' | $266,194
1971-1972 . $1,001,ézo ' $364,405

1972-1973 : $ 738,036 " $364,903

Written contracts often contain.security'proyisions,bargeined'
for by the contracting'pérties to protect the rights excnangedJ. The
" motor carrier statute‘contains two kinds. of security arrangementst
One induceslcompensatorf payments from’ the motor: carriers While the

other induces motor carrier compliance with the statutue. Thus, the

85:1f the committee minutes are any indication it is also possible

that the P.S.C. also "lobbied" for regulation. See House of:
Representatives, Highway Committee, minutes to the 42nd Legis-
1ative Session, House Bill 205.
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contract contains arrangements to secure both directions of the.qﬁid
pro quo. 86 |
Regarding the latter security clause, it" should be noted that
for regulatiop to be éffective, i.e. limit entry and fix rates,-thg
'mofor qérriers must in a sense be protected from_eéch other. Motor
carriers aré exchanging fihancial resources for priée and entry
control provided by the government. To secure thesé, mofér-carriers
must.retract certain fights of pricing and output. This behavior
is induced by criﬁinal sanctions imposed upon violatofs ofAthe'
stafute. As for the former security arraﬁgement, goverﬁment wishes
to protect its right to financial resources in exchénge for whi;h
it pfovides fegulatory méchinery. Aﬁ indicgtion of this attempt by
government is given in-Sédtiqn 8~116 of the statute. Subsection (e)
. provides that the certificate of operating autho?ity be gubjéct to
revocation ﬁpon‘failure éflé reguléted carriér fo pay compenéafor&
'y.fees-when due. 'SubSectign (d) allows the gdvé;nmeﬁt to make lien
-on all préperty.used in intrastaté commérce éf a‘rggulated cénrief if

compensatory payments are not submitted when due. Such lienlarranger

ments are common in contracts involving the loanable fuﬁds'market..

86.An important element of the exchange is not protected for in the -
contract. There is no. provision levying sanctions upon the-P.S.C.
for fatlure to implement certain regulatory mechanisms. Pressure
to implement .the law comes from the consumer counsel and state
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The analysis of the statute as a Contraet appears consietent with
the economic theory of regulation; viewing inétitutionai.change to
regulation as an exchange between government and private groups.
Cettain aspects of the institutional contract support the economic
theory_ef institutional ehange. These include the specific quid pro
quo mentioned in this chapter. The total financial resources expended
by the livestock carriers to obtain regulation include .the expenditures
of tne pre-legislative and legistlative nhases‘of the enactment_prej
‘cess. These expenditures nlus yearly payments to -the Public Sernice
Commission bring fotth and preserve the'reguletnry environme,nt..87 The

livestock carriers finally received regulation after nine years of

86Mont1nued '
“auditor, but P.S.C. argues that hearing load and budget constraints

© limit its capability to proceed according to the law in all cases.

A more precise definithn of "Government for ‘the case at hand may.’
be given. Government, as a party to this -institutional contract,

is divided into the legislature and the regulatory commission. The-
output of government includes the genesis of regulatory machinery
per statutory expression and the implementation of the machinery.-
This can .be viewed as stages of a productive process, where the
legislature .creates the institution, for which it is compensated in |
terms of lobbying effort by the group, and the regulatory ‘conmission
engages the institution as an ongoing process, for which it 1s_
compensated in terms of statutory fees, etc.
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organizing, and three legislative attempts which included establishing

.legislative contacts and education of the lobbying and legiélative

processes. Such experience and erection of the group's organization
over time may have lowered the livestock carriers' marginal cost of
collective action, resulting in an increase in carriers' influence tn

the 1egisia£ive'prbcess, ceteris paribus.88

Effectiveness Criterion

.As a contract, the regulatory law specifies the goals of the
ébntracting parties and the means to secure them. The effectiveness
of the regulatory process in achieving its ends thus depends on the
lawful execﬁfion of'contractura1.£erﬁs.

The following guidelines will be used in éevaluating fhe effec¥-

' tive implementation of the regulatory machinery:

1. A general enumeration of non-effective provisibns‘cbn—
tracted'into as described in theé State audit report on'
" Public Service Commission;

2. The extent to which rates have been fixed; and,

88gince the livestock growers withdrew much opposition to the 1971

amendment conditional to their exemption from regulation, it is
not clear what the net effect was on the carriers VMP_ curve.
The curve would likely shift down from ranchers' exemption, yet
an upward shift would follow from their lessened opposition.

T

T—T
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The effectiveness of entry restrictions.

Audit Results

1.

Section 8-118 directs the Com@ission to prgscribe a uniforﬁ
accounting systém and reﬁbrt forms auditing the operation
of Class B motor carriers. The Commission has not esta-
blished such a system but has fesponded tgat the traﬁspor—
tafion division is in the process of deveioping the
accounting system and report forms.

R.C.M., Section 8-116 directs the Coﬁmissioﬁ to collect an
annual fee of $2.50 per vehicle from.all carfie?s in
seasoﬂal operation of six.months or,less. In effect thg
Commission charges $5.00 éer vehicle (the fﬁll—time_charge)
for all'fegulated cé;riers whether péefating‘seaSoqally.or

not. The Commission has responded tﬁat_it wouldycomply ﬁith

the statute based upon evidence from qérriers on their

seasonal nature.

R.C.M., Sec;ion 8-111.1 requirgs that the Commission-set a
hearing date Withing'60 days and issue its decisiﬁn within
90 days of the filing date of a certificate‘éﬁplicafioﬁ.

The Commission'freduently does not comply with this section. .

As a result regulatory lag is a primary complaint.of
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regulated companies.

. The“Commission hgé responaed that
with the'usual staff énd budget levéls it is not possible
tb comply in_evéry case within the 90 aay deéision period.

4, R;C.M., 8-118 requires that ali Claéé-B‘motor cafrieré submit "
an annual report, the contentS(wahgch are prescribed by
" the Commission, on or before March 31 of each year. The
administrator of transportation has occasionally allowed
extensions. The granting of such extensions exéeeds his
statﬁtory authérity. The Commission haé acknowledged the
wrong doing, but argues that extensions to the filing date
are justified if the carrier ;ap show goqd cause oOr . |

X

hardship.

Fixity of Rates. In collective ratemaking uniformity of rates

can be accomplished implicitly by the regulatory commission's approval

89 .
Findings of legislative counsel subcommittee interim report of the

Public Service Commission report #36, December 1970, p. 23. The
Consumer Counsel has petitioned the commission on several occasions
to adopt rules of practice and procedure to remedy regulatory lag.
No action has yet been taken by the commission: The Commission is
now faced with a legislative mandate to adopt such rules of practice
and procedure by October 31, 1977 or face alterations in its budget.
See the Annual Report of the Montana Consumer Counsel to the
Legislative Consumer Committee, 1976, p. 21. Also see the Bozeman
Chronicle, Monday, October 17, 1977, Vol. 66, No. 270, front page..
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- and amending guthority over many autonomous firms or explicitly’and
perhaps more efficiéntly'by the legitimization of tariff bureaus.

With tariff bureaus, uniformity is achieved at the proposgl level..

As all regulated livestock carriers now participate'in thé M:L.TlB.f'
strict uniformity is acﬁieved at the proposal level. The r%te finally
approved is applicable to all carriers in the industfy. . This fact
enlighten$s an interesting group good aspect of the ratemaking

process.

Recail the M.L.T.B. participation data in Chaﬁtér 4. ‘Note.thét

194~out of'i70 carriers provided one statistic for one year and 17

of tﬁe 30 1argést carriers.prOQided several statistics fdr two years.
Sinée the réte proposal was éppro?ed by the Commission utilizing the
data sufﬁlied by the 17 carriers, it would éppeér that these q;rriers,
.accounting for a.majofity of ‘industry revénues,,bbre:the'majgr ﬁroﬁoff
tion, if:nottall; of tﬁe,ratemaking cqéts. These 17 cérriers'ﬁight
ﬁave Bénefited more from the rate increase if 'the cafrieré not sqpply—f"
ing the ‘sophisticated data were hcheép_riderg" rather thén "freé'
.ri&érs" té the rate increase. To the éarrierglnot.proﬁiding exténsivé
data; the:rate‘increasg costs some‘fraction of tariff bureau member--
'ship dues‘pius costs characteristic of the cheap ridef phenqménoﬁ._
Because tﬁey tend to be rela;iﬁely iower reye;ué operatioﬁé, wiph‘

rélatively low fractional gainé to any rate increase, implementing




93
the data systems required for rate proposal justification is not
economically efficient. Thus, they choose to accept the rate justified

by the data of the larger firms, perhaps at a cost of rate changes"

not optimal with respect to the market conditions they face individually

or as a group of smaller firms.

The fact that the rate increases occur without 100 percent tariff'
bureau participation indicates that the'data requirements for rate
justification with tariff bureaus are less than the data requirements
'ififirms proposed rates-indinidually. ‘It appears, then,'that rate
uniformity at the proposal level, via the utilization‘of the, tariff
bureau, is achieved at.lower total cost than if all firms negntiate
.independentiy with the Cdmmission. Thus, giuen regulation's nanda;
tory procedure to justify rates the utilization of that.institution
is less costly under a tariff bureau. arrangement.90 |

Although rate Publishing uniformity is ‘achieved at the proposal
level the extent to Which the published rates are abided by is
anuther question. Because the measonal fluctuations in demand remain,

there exist pressures to debiate upward from approved rates during

the fall months and downward from the rates during the low demand’

90This may be an example of the extension to the Coase theory given
in Chapter 2; that groups evolve to reduce the transaction costs of

: utilizing any complex set of institutions.
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period.91 By law, rate violations must be witnessed on state high-
ways. But enforcement rs limited: 1) presently there are'ooly five
field inspectore having -authority to arrest for violations throughout
the state; 2) the 1argetnumber of interstate, private,-aod intraetate -
1iyestock carriers.eﬁcumber the five field inspectorsf ebility:
to recognize the carriers having in-state operating authority; and
3) many violations occur on beckroads between ranches and.local

) ’ 92 )
feedlots or auction points. With these limitations, it appears
that the probability of arrest for a rate violation is fairly low.
Recent legislation, however has provided highway patrolmen and scale-
men - enforcement authority over regulated carriers'’ rates_and_operating
'authority. This may significantly increase the probeoility-of arrest
and lower the expected gain of any rete v1olation.

Entry Restrictions. Three dimensions of the entry control aspect

of the: exchange are analyzéd; the initial supply restriction, enforce—

ment of the operating authority provision and entry difficulty over

. : 93
the term of regulation.

91Jerrei-Interview; Noveémber 21, 1977. Budt Interview, November 2,
1977.

92Interview with Wayne Budt, P.S.C, Transportatlon Admlnlstrator,
November 2, 1977

93The regulatory process provides for supply restrlctlons only by
restrlctlmng firm numbers, not f1rm fleet 31ze. The analysis that

T Py e——— ™T Tr=Tr
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. The jurisdiptional inclusion of the liveStock-carriers‘was'
accomplished endogenousiy of industry supply to theé extent that.the .
initiallendbwmentiof grandfather rights excluded firms. 'Grandfather
rights weré ;ssued under the agreement thaf additioﬁal statewide
authorities would be granted only upon proof of public cﬁnvenience
and necessity. Since firms were initially excluded. and no mew
certifipates have been iséued this dimension of entry restriction has
" been effective.

The problems of enforcing operating éuthorify are similar to
those of rate enforcgment. The nature of the livestock industry,
:with a large nuﬁber of carriers haﬁling intra- énd'intérstaté{
precludes the few field inspectors from knowing the dis;ribution of
bperating'autbbrity in an. immediately recognizable way.

fhe firm.entry and ekit data of Chapter 4 indicates.that the
';egulatéry process has ﬁ6£ been‘effective.in-erecting'substantial

barriers to entry in the industry. = The large number of firm -

93 Continued . . ]

" follows focuses only upon the effectiveness of the machinery pro-
vided, though effective supply restrictions could depend on changes :
in firm size. ' -

945 definitional problem exists here. Entry is restricted. in the
sense that the number of .certificates is fixed. But.certificates:
are transferable, allowing for new firms. This section will .argue
that high volatiiity since regulation is due to the low certificate
price, a good indication of entry barriers erected.
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changeovers during regulation is attributed to similar marginal profit
conditions as occurred prior to regulation, along with entrants
anticipating that regulation will eVentually cause industry profits
to appreciate. Indication of the industry's profitability is given by
the market price of a certificate. Certification is the ﬁrimary
_entry barrier erected through regulation.

At the present time, of the M.L.T.B.'s total membership, only
about 60 firms are engaged in hauling livestock. Approximetely 100
certificateslare for sale at a current price of about $2500.95 Given
‘an interest rate of 10 percent per annum, this price generates an
anﬁual return of $250. TFor approximately 100 firms this annual return
‘is lower than the return in other alternatives. The_lOO certificates
will te sold if there are 100 purchasers who calculate that the
present value of returns from this $2500 investment is greater than
" returns in other alternatives. But, given'the relatively’let annual
return, and the fact that firm exit is occurring (as 100 firﬁs are

marketing certificates); it seems. unlikely that the 100 certificates

95 .
Jerrel Interview, November 21, 1977. When asked why no new author-

ities were being granted, Jerrél's response was, ''Because theré are -
172 floatlng around the state and probably only about 60 are being
used. There's probably 100 of them for sale." Why are they selling
out" '"Because the truckers have Just gone broke." :
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will be sold unless the transactions occur on the buyer's premise
that the annual réturn of the certificate will appreciate. This will
occur if the supply of certificatesis restricted via the implementation
of the certificate cancellation machinery,

Since the owners of the 100 certificates do not solicit Business,
_their certificates are Legally subject to cancellation. ¥et, the
Public Service Commission has cancelled only two certificates through-
out tﬁe regulatory perioa. Purchers' expectations of cerfificéte‘
price increases pro&e erroneous as the_price remains at $2500,
Expectatioﬁs continue, however, as does entry. The annual feturn-
generated by the low priced certificate is lower thén previous
entrants' alternatives; exit occufs, along with the correqunding
entry from certificate transactions preﬁised upon purchaggr'é erron—
eous expectations.

Once implemented, however, the cancellation process will eventu-
ally capture all 100 inactive certificétes or some mixture of 100

:
certificates, givén ap:industry équilibriﬁm of the 60 firms engaged
in business. If the certificate cancellation procedure ié initiated,
it is likely that purchasérs will eventually‘have theirs cancelled
whether they solicit business or not. If they solicit buéinesé, the
profits exhaﬁsted by 60 firms would.cause purchasers or some mixture
of approximately 100 firms to earn negative ﬁrofité‘and induqe'the

" marketing of their inactive certificates. If they do not solicit

Lo T T T ™
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business, their certifiéafes are also cancelled.

Though a certificate may be exéhanged several times before can-
cellation under the ownérsﬁip of one of a sefies of holders, this
frequency will diminish as buyers become‘sensitive to increased price.
The process may take'séQeral years, depéndiﬁg on'availability of
evidence of non-solicitation, lag time for heariﬁg dates befére the
Coﬁmission, and frequency of consecutive 12 month suspensions of .
certificates as prima facia evidence for cancellation.

Note carefully the implicatiéns of cancellation. Reduced certi-
fi;ate supply increases their price. In Figure-7 below the number of
certificates is represented along the abspisSa; The price of -
certificates is modelled along the ordinate. At tﬁé initial endow-
ment of 174 certificates, the price was around $2500 and has remalned

fairly constant after two cancellations:.g.6

The price of the cert1—
fiéate, being,a'discounted industry profit figure_to the firm, is .
likely’representative of the value of institutional‘chaﬁge to the

ihdustry for a givén'certificate supply. The Valué of institutional

change to ‘the group will follow closely the Certificate‘price, as

96Why initially $§2500 with- only two certificates cancelled7 There
appear to be a few explanations: 1) ‘the industry was not perfectly
competitive prior to regulation; 2) the price of a certlflcate is
not at an equilibrating level; 3) the $2500 reflects the’ ‘degree of
cartelization resulting from the initial exclusion in granting grand-
father authority. Given the competitive characteristics of the





























































































































































