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DEREGULATION: PERSPECTIVES OF
ECONOMIST/REGULATORS

THURSDAY, OCTOBER 19, 1989

CONGRESS OF THE UNITED STATES,
Joint EcoNnoMic COMMITTEE,
Washington, DC.

The committee met, pursuant to notice, at 10 a.m., in room 2359,
Rayburn House Office Building, Hon. Lee H. Hamilton (chairman
of the committee) presiding.

Present: Representatives Hamilton, Solarz, Snowe, and Upton.

Also present: Joseph J. Minarik, executive director; and Chad
Stone and Chris Frenze, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
CHAIRMAN

Representative HamirLton. The Joint Economic Committee will
come to order.

The committee has held a number of hearings inquiring into the
role of government policy in promoting economic growth and pro-
ductivity in the American economy.

Today’s hearing focuses on the extent to which we can rely on
the marketplace to achieve these objectives by examining whether
we have benefited from the deregulation of several important U.S.
industries that took place in the late 1970’s and the early 1980’s.

We are fortunate to have three distinguished witnesses with both
academic training as economists and the practical experience as
regulators to give us their perspective on deregulation.

Alfred Kahn is the former Chairman of the Civil Aeronautics
Board; Darius Gaskins is the former Chairman of the Interstate
Commerce Commission; and Lawrence J. White is a former
member of the Federal Home Loan Bank Board.

Gentlemen, you each have prepared statements. Those state-
ments, of course, will be entered into the record in full, and we ask
you to summarize those statements for us now if you would before
we turn to questions. We are very pleased to have you with us.

%Ir. Kahn, why don’t we begin with you and just move across the
table.

STATEMENT OF ALFRED E. KAHN, FORMER CHAIRMAN, CIVIL
AERONAUTICS BOARD
Mr. KauN. Thank you, Mr. Chairman.
I'm delighted to be here and especially not to have to explain
away double-digit inflation rates.
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There are really two major points I make and try to support in
my prepared statement and I think I can summarize them briefly
but they are very important.

The first is that competition works. Wherever freely competitive
markets are feasible, even if they work very imperfectly, they are
likely to be far superior to direct government regulation.

That’s why we deregulated the airlines, the trucks, the railroads,
the stock exchange brokerage business, and oil and gas and parts of
the telephone business and even parts of financial institutions.
Those deregulations have been successful. Not problem free, of
course, but successful.

That takes me to my second point and I want to emphasize this
even more because in view of my work on airline deregulation I'm
regarded as kind of a guru of laissez-faire. The Government has a
vital, continuing regulatory role to play to preserve competition, to
remedy its imperfections. I know some people who favored deregu-
lation of the airlines, the trucks, and the rest of it did so because
they think government has nothing to do, does nothing well, and
the less of it the better. That is emphatically not my view.

And I believe the experience we've had with deregulation and
some of the major problems that have arisen, some very severe—
I'm thinking of the S&L fiasco, for example—have arisen precisely
because government—and especially the Federal Government—has
been grossly derelict in fulfilling those responsibilities. I spell these
arguments out to some extent in my prepared statement and will
review the supporting evidence very, very quickly. :

The sudden removal of 40- to 45-year encrustations and rigid re-
strictions on competition in industries like these, like the airlines
and trucking, predictably resulted in a great deal of turmoil. That
was inevitable and I have no apologies for it. The important thing
is that underneath that turmoil competition has been producing
most of the results that we expected it to produce. Striking reduc-
tions in average price in airlines, in trucking, in rail, in long dis-
tance telephoning, a greatly expanded variety of price and service
offerings available to customers. Think of telecommunications, for
example. Or financial markets. Think of brokerage, discount bro-
kerage being available.

The ability of shippers—this is a less obvious one but particular-
ly important—the ability of shippers to enter into long-term con-
tracts with railroads and truckers, which they couldn’t do under
regulation. Shippers say that has been a major factor making it
possible for them to adopt just in time systems of inventory control.
You can’t have just in time inventory control without assurances of
just in time transportation and long-term contracts to provide it.

We've had marked increases in productivity without a sacrifice
of safety. Accident rates are markedly down in both airlines and
trucking. We clearly do not need thorough going economic regula-
tion to ensure whatever level of safety we're willing to pay for.

The evidence on the quality of service is very complicated and I
can’t really summarize it adequately. In many, many ways quality
has improved. I mentioned the railroad and the trucking case, the
diversity of financial instruments available, telecommunications.
But there’s no doubt that there’s a negative side of it and in the



airline case it has been clearly increases in congestion and delays,
a deterioration in the quality of the air flying experience.

Now in large measure that has been a success of deregulation.
The response of travelers to the availability of discount fares—2
months ago, which is the latest month for which I have figures—90
percent of all travel was at discount fares and the average discount
was 65 percent. It clearly brought travel within the means of fami-
lies with modest means. But it has been also the result of a mas-
sive failure of the Government to respond to the increased demand
by expanding airport capacity and air traffic control capacity and
to price access to those scarce facilities, whether by auctioning
them or by variable landing fees, to price them rationally. If we
were to price land in downtown Washington as stupidly as we price
access to Washington National Airport, you can be sure we would
have terrible congestion in downtown Washington and delays
there. Those defects on the part of the Government, along with the
reconcentration of the airline industry that people are very much
worried about, and the possibility that some travelers, though a mi-
nority, may be exploited, returns me to my second major point
which is the failure of the Government to do its part.

The Federal Government particularly, as I say, has been derelict
in fulfilling responsibilities that we never intended to relieve it of,
to fund the FAA adequately for safety regulation, to supply the
requisite air traffic control and airport capacity, to enforce the
antitrust laws, and in other ways to help preserve competition.

I call your attention to the bill recently introduced by Senators
Danforth and McCain which seems to me a very—I'm not endors-
ing it in all details, but a far too-long delayed demand for policies
that would help competition work better in these industries.

The S&L case that I’ve mentioned is a dramatic demonstration of
the fact that deregulation cannot mean merely firing our police
forces and I'm happy to be able to leave the elaboration of that to
my good friend, Larry White.

The deregulation movement of the last 50 years has been part of
a rediscovery all over the world of the superiority of a free market
economy. It would be ironic if just as countries elsewhere have
been discovering this fact that we were to retreat into governmen-
tally administered protectionism and cartelization.

On the other hand, my last sentence, it would be equally foolish
to confuse economic deregulation with total laissez-faire. The Gov-
ernment continues to have an essential and very important role to
play.

Thank you very much.

[The prepared statement of Mr. Kahn follows:]



PREPARED STATEMENT OF ALFRED E. KAHN*

Economic regulation is so complex a phenomenon, taking so many forms and
practiced in such an enormous variety of contexts, it is very difficult to generalize about
it without doing violence to those complexities.

Considering that the antitrust laws, the statutes protecting consumers against
deception, the food and drug and environmental protection laws, regulations to protect the
public health and safety, the heavy taxes on alcohol and cigarettes, zoning controls are
all forms of economic regulation, it obviously makes no sense whatever to declare oneself
as favoring or opposing regulation, as a general proposition.

At a very general level, most economists--indeed, most Americans--would,
however, agree with the following propositions:

® Wherever free competitive markets will work reasonably well, even if quite
imperfectly, they are superior to direct government regulation as a method
of organizing and controlling economic activity.

s Often, however, competitive markets are highly imperfect--where, for example,
consumers cannot without government assistance be adequately protected from
the adverse consequences of their ignorance; or where the actions of
consumers and producers, in following their own interest, impose unacceptably
high costs on others; or where the pursuit of self-interest by private parties,
unconstrained by antitfust laws, results in suppressing or precluding
competition. In such cases government intervention of one kind or another
may be necessary in order to produce a superior result--indeed, in an
important sense, in order to preserve competition or make it a more effective
servant of the public interest.

Even if we confine our attention to the regulation of specific industries, it
becomes clear that we have adopted such interventions for a variety of reasons--in some
cases because it appeared that they were most efficiently organized as monopolies and
consumers had therefore to be protected from monopolistic exploitation; in others because
of a belief that unconstrained competitiox; would be excessively intense and therefore

destructive of the quality, continuity, reliability and safety of the services; in other cases

* Robert Julius Thorne Professor of Political Economy, Emeritus, Cornell University; Special
Consultant, National Economic Research Associates, Inc., Chairman, New York State
Public Service Commission, 1974-77; Chairman, Civil Aeronautics Board, 1977-78; Advisor
to the President on Inflation, 1978-80.



in order to promote universal availability of service, quite possibly by holding the price
to some users below cost.

Many of these economic regulations, more narrowly defined, have had one
common element: they have tended to operate not simply by supplementing competition
that would otherwise be inadequate, but by supplanting and suppressing it--by restricting
competitive entry, and placing limits on the ability of sellers to cut prices--that is to say,
imposing floors under prices as well as ceilings above them. In consequence, the principal
defenders of regulation .in these circumstances have been the regulated companies themselves
and their unions.

The essence of the deregulation we have experienced during the last 15 years
in industries as widely different as stock exchange brokerage, cable television, airlines,
trucking, the railroads, financial markets, and even such traditional public utilities as
telecommunications, the generation and distribution of electricity and the transmission and
distribution of natural gas has consisted, therefore, in relaxing or removing governmental
barriers to competitive entry and competitive pricing.

In these circumstances, it should not be surprising that immediately following
upon deregulation some 150 new airlines were certificated; that the number of ICC-
certificated truckers increased from some 18,000 to 37,000; that in the first year of bus
deregulation, licenses were issued to some 2,000 new enterprises; that airlines and truckers
began to invade one another’s markets on a wholesale basis; that a wide variety of
manufacturers began to offer all sorts of equipment--answering machines, cordless
telephones, switchboards--for attachment to the telephone company access lines at customers’
premises; that there are today literally hundreds of competing suppliers of long-distance
telephone services; that you may now obtain residential mortgages at K-Mart, hold the
equivalent of checking accounts at Merrill Lynch, obtain discount brokerage services at
savings banks, and credit card service and insurance from Sears, Roebuck; that banks,
industrial corporations, real estate companies, railroads and oil pipeline companies all now
are ‘in the communications business; that there are now more business telephones linked,

in the first instance, to their own private switches than to the local telephone companies;



that large customers are shopping all over the country and buying their own natural gas
in the field, or electricity from suppliers outside their traditional franchise territories; that
more than two-third; of the gas the interstate lines now carry is gas that has been
purchased and sold by other parties; and that there are now thousands of non-utility
company suppliers' of electric power.

Nor should it be surprising that the result of this letting down of regulatory
barriers has been a great deal of turmoil, as new ventures have been organized, some of
them prospering, others failing; as suppliers have used their new-found freedom to compete
in price and the proliferation of service offerings, often in a confusing variety of ways;
as companies have invaded one others' markets, producing greatly increased insecurity for
their owners, managers and workers, and a great deal of shaking down, in the form of
bankruptcies, departures and mergers.

All that could have been predicted, although certainly not in specific detail:
regulated industries are far more tidy, predictable and stable than competitive ones, and
especially ones suddenly opened to competition after decades of governmental cartelization.
Competition is inherently less predictable and more turbulent. Indeed, it is precisely
because no regulator can predict or prescribe the most efficient organization of an industry,
or the ideal range of its offerings and ‘prices--let alone force companies to be efficient,
progressive and innovative--that we prefer leaving these results to be determined and
compelled by competition, wherever that form of economic organization and discipline is
even remotely possible.

What can we say about the extent to which the competition released by the
deregulations of the 1970s and early 1980s has fulfilled the expectations of the
deregulators?

It is of course extremely difficult to generalize about so complicated an
experience, in such a great variety of industries.

At the same time, while there certainly have been problems--which I will try
to describe and appraise as fairly and fully as possible--just as there are imperfections in

the performance of industries that we have never regulated, most economists would, 1 am



confident, agree that the competition unleashed by deregulation has done most of the
good things we expected of it.

Let me review the evidence, necessarily impressionistically but as fairly as I can,
of the principal dimensions of industry performance: the level of average prices; the
structure of prices--that is to say, the prices to various categories of customers; the
availability of a variety of price and service options; productivity; and the quality and
safety of service.

The level of price

While we cannot of course know with certainty how prices would have behaved
had we not deregulated these industries, I believe there can be no quarrel with the general
proposition that competition has produced striking reductions in average price. In the case
of the airlines, while some 15 percent of passenger miles were traveled under discount
fares back in 1976--the last year before the Civil Aeronautics Board began to adopt a
more permissive attitude toward discounting--last year that figure was 91 percent of all
travel, and the average discount was 63 percent. In August of this year, the latest month
for which the data are available, those figures were 90 percent and more than 65 percent,
respectively. A reasonable estimate is that travelers in total have as a result have enjoyed
savings upwards of $10 billion a year. (I promise to return to the less fortunate travelers,
accounting for some 10 percent of all passenger miles, who paid the full coach fare.)

Professor Nancy Rose, at MIT, has found similar results in trucking and the
railroads.

The structure of prices

Again, as was clearly to be expected and again as a general proposition, prices
for the various categories of service have been forced by competition into closer
conformity with the respective costs of providing them. Airline fares have gone down
more in long-haul than in short-haul markets, because fares under regulation gave
inadequate recognition to the tendency of costs per mile to go down with distance; in
dense than in thin markets, in reflection of the economies of the larger planes that can

be used in the former than in the latter; in vacation than in business markets, reflecting



the ability of carriers to use the largest planes and to fill them fully; and, above all,
average yields have come much more closely to reflect the differences in the cost of
providing service on peak than at times when large numbers of seats would otherwise fly
out empty.

Trucks and railroads, similarly, have been freed by deregulation to charge lower
rates for back hauls, when a large portion of their capacity would otherwise be unused,
than for front hauls.

Between the end of 1983 and this year, the average price of long-distance calling
has gone down some 50 percent in real terms, while the price for basic residential service
has gonme up approximately 23 percent more rapidly than the Consumer Price Index,
reflecting the fact that under regulation the former service was forced to subsidize the
latter.

In some cases the effects of these changes on income distribution would be
generally applauded, in others it might be regarded as unfortunate, The very sharp and
extensive discounting of airline fares for travelers who can make their reservations weeks
in advance and/or stay over a weekend has clearly brought air travel within the reach of
the great majority of Americans of modest means; the people who pay the higher fares
have been for the most part business travelers, in congested markets at peak times. In
contrast, the 20 to 25 percent increase in the price of basic residential telephone service,
accompanied by a sharp decline in the cost of long-distance calling--as well as the
availability of a constantly increasing array of sophisticated services--has probably been
beneficial mainly to business users (and, through them, their customers) and relatively well-
to-do families, and injurious to families of very modest means (except in rural areas,
where more of the calling is probably long-distance). At the same time the great majority
of states now offer some form of special assistance to low-income subscribers; and - the
proportion of households with telephone service has continued to creep upward: in’ 1940
this ratio was 37 percent; in November of 1983, just before the AT&T breakup, it was

91.4; in March of this year the figure was 93.0 percent.



An important exception to the general tendency for the structure of prices to
move into closer conformity with the structure of costs has been a tendency for price
discrimination to become more marked than before. Competition is, for obvious reasons,
more feasible and therefore more effective in dense markets than in thin ones. The so-
called yield management that the leading airlines have learned to practice with increasing
effectiveness involves a very substantial element of discrimination--making it increasingly
difficult for non-discretionary travelers to avail themselves of discounts, and raising the
unrestricted fares a minority of them (only about 10 percent of all travelers) pay to a
point some 60 percent higher in real terms than it was before deregulation. This increase
evidently reflects also a very substantial amount of monopoly power--a problem to which
I will return. Similarly, deregulation has given the railroads wider latitude to vary
markups above direct costs, depending upon what their various traffics will bear--subject
only to the authority of the Interstate Commerce Commission to impose ceilings when rates
to captive shippers exceed 180 percent of those costs.

Discriminatory pricing seems undeniably unfair--travelers are often outraged to
find themselves charged many times as much for a short trip on a less competitive route
than for longer ones; but the economist recognizes that very often such discrimination
results in much greater efficiency and benefits for everyone--even for the customers paying
the higher prices. In airlines, the deeply discounted fares to discretionary travelers have
filled seats that would otherwise have gone empty, and helped make possible the more
frequent scheduling that is particularly valuable to the business traveler. And the railroads
could not cover their total costs, including the many billions of dollars that they have laid
out in recent years to rehabilitate their trackage and modernize their equipment, from
which all shippers have benefitted, if they were not able to take advantage of their ability
to charge some shippers higher markups above direct costs than others--that is to say, to

discriminate, in economic terms.
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Deregulation has clearly resulted in customers being offered a greatly increased
variety of price and quality options. While People Express, with its separate charges for
barebones transportation, baggage handling and meals, is gone, travelers willing to make
their commitments in advance or to fly off-peak can find bargains, while business travelers
who need to be able to make reservations on short notice and travel between congested
airports at peak travel times pay correspondingly higher fares. Investors who want only
to buy and sell securities can obtain simple brokerage at discount rates; others who want
the full range of investment and advisory services pay correspondingly more. The
telephone companies compete vigorously with private networks and private switchboards
in offering an ever-increasing variety of customized communications and computing services;
and residential customers can purchase all kinds of telephones, answering and telecopying
machines, with a wide range of choice among competing suppliers.

And it is only since deregulation that shippers have been able to enter into
long-term contracts for rail or truck transportation--which they have been doing on a
sharply increasing scale--giving them assurances about the future course of charges. The
opportunity to incorporate in the contracts rewards and penalties, depending upon the
quality of the service they receive, is said to have been a major factor making it possible
for manufacturers and distributors to adopt the just-in-time systems of inventory control,
which have brought savings estimated in the tens of billions of dollars a year: just-in-
time inventory systems obviously require assurances of just-in-time delivery.

Productivity

Removal of the pervasive regulatory restrictions on operating certificates--
stipulating precisely what routes airlines or truckers were permitted to serve and traverse
and what kinds of traffic they were and were not permitted to handle--and the greatly
intensified pressures of competition have made possible enormous improvements in efficiency
and exerted powerful pressures on the companies to achieve them. The hub and spoke
airline operations that have become so widespread since deregulation are a striking example:

the ability of carriers to funnel traffic, at regular intervals during the day, from each of
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their spokes, via their hubs on to their routes radiating outward, has not only permitted
them to use larger planes, at higher load factors, but has also made it possible for them
to offer travelers in the various cities they serve a far greater range of destinations than
would otherwise have been possible. The failure of the airline industry to have achieved
these economies underA regulation is an eloquent testimonial to the inefficiency of
centralized government planning and to the superiority of unconstrained profit-seeking in
free markets, under the pressures of competition.

In addition, the increased freedom of both airlines and trucks to vary their
effective charges from one moment to the next, from one route to another, and as
between peak and off-peak or front-haul and back-haul has made possible a fuller use
of their equipment and substantial savings in cost, which the pressures of competition
have forced them to pass on to their customers.

The effectiveness of these competitive pressures to modernize facilities, improve
service and increase productivity are equally manifest in the telephone business: witness
the multi-billion dollar outlays of the telephone companies to digitalize their switches and
deploy fiber optic transmission.

The quality of service

One central part of the rationale for regulation of many of these industries was
the fear that unrestricted competition would be destructive of the quality, continuity,
reliability and even the safety of their operations.

The experience of the last decade or so demonstrates that there is mo need for
thoroughgoing economic regulation and cartelization to ensure whatever level of safety we
are willing to pay for. Airline accident rates have continued their secular decline,
averaging some 35 to 40 percent below pre-deregulation levels during the last decade; in
the case of trucking, the comparable ratio seems to be about 20 percent. Moreover, by
taking large numbers of travelers out of their cars and putting them in planes, the low
airfares consequent on deregulation have probably saved several times as many lives each

year as the total lost in airplane accidents.
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It is not possible to dismiss the possibility, however, that the intensified
competition unleashed by deregulation may have induced airline companies to operate on
narrower margins of safety, which may one day catch up with us if we do nothing about
it. New trucking companies apparently have poorer than average safety records; and many
owner-operators tend to flout regulatory limitations on consecutive hours of driving and
requirements of maintenance of their equipment. The consensus of experts seems to be,
however, that the answer to these possible dangers is intensified enforcement of those
regulations. A recent.study by the California Highway and Public Utilities Departments
provided striking corroboration of this view: it found a very clear inverse relationship
between the number of random highway inspections, on the ome side, and trucking accident
rates on the other; when the former went up, accident rates when down; when inspections
went down, accident rates went up.

It seems generally acknowledged, similarly, that the Federal government has during
the 1980s been derelict--primarily, it appears, because of budgetary constraints--in its
responsibility to ensure adequate staffing and budgets for the Federal Aviation
Administration for the performance of its safety inspection and air traffic control functions;
in my view, there is a strong case for taking these functions out of the regular Federal
Budget and having them financed directly by user charges.

In the case of the railroads, deregulation has helped improve the companies’
financial condition, and so helped them make major investments in track modernization and
improvement, which have in turn very substantially reduced safety hazards from poorly
maintained tracks.

There are so many other dimensions of service quality, and the record differs
so from one industry to another, generalization is difficult. So far as telephone service
is concerned, there is no substantial evidence of any deterioration--except perhaps for the
first transitional years after the breakup of the Bell System, and, as I have already
observed, the proliferation of ever more versatile service offerings has clearly entailed a
very important increase in quality. The same is true of financial markets. And I have

already alluded to the improved service resulting from the ability of shippers now to enter
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into long-term contracts with railroads and trucking companies; the availability of inter-
modal shipping options has likewise increased greatly.

In the case of the airlines, first, thanks largely to the subsidized Essential Air
Services Program,' virtually no town that enjoyed a minimum level of certificated service
before deregulation has lost it. Mention is often made of hundreds of towns losing service
since deregulation, but hundreds did so under regulation as well in both cases, it was
unregulated or uncertificated service.

Further, so far as service to small towns is concerned, the average number of
weekly departures from towns in all size categories has increased very sharply--not
surprisingly, in view of the enormous increase in traffic. Small towns have tended to lose
service by jets, but that service was always comparatively uneconomic, and it became even
more so with the increases in fuel prices beginning in the mid-1970s.

The evidence on trucking service to small towns, about which so much concern
was expressed by the opponents of deregulation, is unequivocal. I am aware of several
surveys of shippers during the last decade; their results are consistent: the majority of
respondents report no substantial change in the quality of service, but among those that
do report a change, anywhere from three to eight times as many say they have
experienced an improvement as complain of a deterioration.

On the other hand, there has clearly been an increase in congestion, delays and,
in gemeral, a deterioration in the quality of the air flying experience. In large part, this
has clearly been a consequence of the success of deregulation: it has offered travelers and
potential travelers a new option of deeply discounted fares for service less expensive to
provide--in fuller planes, with tighter seating, and a lower ratio of ticket agents and flight
attendants to passengers. Their response was so enthusiastic, it has taxed the capacity oi’
our airports and our air traffic control systems.

As I pointed out publicly on more than one occasion when I was Chairman of
the Civil Aeronautics Board, it is the responsibility of government to respond to the
increased demand for those facilities that our deregulatory efforts were generating, by

expanding capacity--a matter at least as much of introducing modern electronic technologies
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(the FAA, I am informed, has more vacuum tubes than any other institution in the world)
as of adding concrete--and by pricing access to those scarce facilities--whether by
auctioning them or by variable landing fees--at levels reflecting the wide variation in their
scarcity value from one time and place to another. One of the most frustrating--indeed
infuriating--failures in this respect has been the resistance of the Department of
Transportation to such rational pricing: the most recent manifestation was its decision
requiring the Massachusetts Airport Authority to withdraw its altered landing fees for
Boston’s Logan Airport, on the basis of the ridiculous reasoning that roughly equivalent
landing charges for small aircraft as for large ones is objectionably discriminatory, because
it means much higher charges per passenger on the former than the latter. One does not
have to be an economist to recognize that when two passengers on a corporate jet, landing
at Washington National Airport or Logan at times of congestion, take up space that could
be otherwise used, with reduced delay, by a plane with 250 passengers, the true economic
cost imposed by the former, on a per passenger basis, is indeed 125 times as great as by
the latter. (On the other hand, the Logan fees had the serious defect of not reflecting
the considerable variations in those costs between peak and offpeak times of day and
days of the week.)

The last time I looked, landing fees at Washington National Airport were a
uniform 56.9 cents a thousand pounds. My charter operator tells me that translates into
$2.75 to $6.00 per landing, depending on the size of the planes he uses. Suppose we
were to price equally valuable and scarce real estate in downtown Washington at, say, 57
cents a square foot would we be surprised to find long queues of willing buyers, and
severe congestion?

ncentrati mon

One of the concerns expressed by the opponents of deregulation was that the
competition that might be expected to follow it would prove to be only temporary--that
in time the larger operators would succeed in driving out the smaller ones, and the result

would be unregulated monopoly.
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In some measure this has indeed happened, in both the airlines and less-than-
truckload trucking: most of the new price-cutting entrants have disappeared, and the
initial deconcentration of these industries, under the flood of new entrants, has been
reversed, with the result that the industries are today more concentrated at the national
level than they were before deregulation.

Moreover, the discipline over pricing by these surviving giants that we had hoped
would be exerted by the possibility of entry by lower-cost, price-cutting competitors has
proved to be disappointing. Most of us failed to foresee the many ways in which the
dominant carriers would be enabled to weaken or eliminate that threat by their preferential
access to gates at the airports they dominate; their successful use of frequent flyer
programs; their control of computerized reservation systems; their offer of the richest menu
of flights in and out of the hubs they dominate, feeding passengers from one to the
other; their offer of override commissions to travel agents for steering travelers to their
flights; their increasing facility at offering very deeply discounted fares--far below the
levels that even much lower-cost carriers like People Express could offer on a uniform
basis--and the failure of the Federal government to enforce the antitrust laws vigorously
against competition-suppressing mergers, predatory price cuts, and the exertion of
competitive advantages such as the ones I have listed.

Only a few weeks ago, both the House and Senate Aviation Subcommittees
evinced deep concern about the consequent apparent increase in monopoly power over
traffic beginning or terminating at hub airports dominated by one or two carriers. While,
for example, 90 percent or so of all passenger miles are at fares discounted so deeply as
to have produced a 25 percent or so reduction in average yields per mile, in real terms,
since 1976, the 10 percent or so of total mileage at the unrestricted coach fares has been
subjected to an average increase of more than 60 percent in real terms--to levels, it
appears, far higher than would have been permitted under regulation.

This is not to say that monopoly is now the typical condition in the industry.
On the contrary, the airline and trucking industries are indisputably far more competitive

today than they were under regulation. And while concentration at the national level
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now exceeds prederegulation levels, the average number of competitors per route has
increased substantially--in markets of all sizes--thanks to the freedom of the major carriers
to invade one another’s territories. The same seems to have been true of less-than-
truckload trucking.

On the other hand, of course, we no longer have price ceilings to protect the
minority of travelers from exploitation. (I use that term with some hesitation, because
it is by no means clear that the unrestricted fares, however much they have increased,
exceed the stand-alone.costs of serving the travelers who pay them; nor is it clear to what
extent the price discrimination to which these non-discretionary travelers are subject may
be compensated for by improved convenience of scheduling--a dimension of service of
particular importance to them.

What, if anything, should the government be doing about this situation? There
are three possibilities.

The first is to do nothing: we put up with a lot of imperfections of
competition in industries that we would not think of regulating; and since the airline
industry is far more competitive than it was and the benefits of competition have been
so widely distributed, it would by no means be ridiculous to conclude that the situation
requires no remedy.

Second, however, the government has clearly been severely derelict in fulfilling
responsibilities of which it was never the intention of deregulation to relieve it--to fund
the FAA adequately for safety regulation, to supply the requisite airport and air traffic
control capacity and price access to them rationally, to enforce the antitrust laws and in
other ways help preserve competition--for example, by preventing mergers between
competitors or potential competitors, attacking apparently predatory competition, and the
like. The bill recently introduced by Senators Danforth and McCain represents, I believe,
a far-too-long delayed demand for policies of this kind.

Finally, however, I cannot in principle reject the reimposition of price ceilings
to protect travelers in situations in which it appears they are susceptible to monopolistic

exploitation and the restoration of more effective competition seems infeasible. Such an
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intervention would be wholly in keeping with the captive shippers provision of the Staggers
Act, which in other respects deregulated the railroads, and the continued regulation by
public utility commissions of the telephone, electric and gas industries, even though these
too have in varying degrees been opened to competition and deregulated.

Consideration of the second and third alternatives returns me to the central point
of this testimony, which I emphasized at the very outset. The curse of our public
discourse is. our tendency to think and argue in slogans and shibboleths. Time and again,
1 have seen proposals such as the ones embodied in the Danforth/McCain bill characterized
as ‘reregulation™  “Aren't you simply arguing for a return of regulation?" reporters
constantly ask me when I point out that the government has not been fulfilling its
responsibilities toward the airline industry.

The answer must be "yes, in a sense, enforcement of the antitrust laws could
be regarded as a form of regulation, and so could protecting travelers from deceptive
advertising or setting landing fees--whether efficiently or inefficiently. But that blanket
characterization obscures the critical distinction between government interventions intended
to make the free competitive market work better and regulations that supplant it and
substitute centralized planning--a distinction that communists in Poland and China
understand, so why don’t you?"

We have had a dramatic demonstration, in the failures of the savings and loan
institutions in recent years, of the proposition that deregulation does not and must not
mean firing our police forces. Those massive failures were clearly the consequence of our
having removed the regulatory ceilings on interest rates and relaxed the restrictions on the
kinds of lending and investment activities in which those institutions were permitted to
engage. What we failed to recognize, however, was that the removal of these restrictions,
while retaining the Federal insurance of their deposits, constituted an open invitation to
the kind of reckless lending and outright peculation that proauced the present debacle.
So long as the government guaranteed their deposits, institutions whose assets may have
been worth far less than their liabilities--that is, institutions that were effectively

insolvent--could nevertheless continue to attract deposits by offering higher interest rates,
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and engage in additional risky investments--if not actual fraud: if those ventures proved
successful, the owners could not only remain in business but make a large profit; if they
failed, it would be the Federal Savings and Loan Deposit Insurance Corporation that would
be left holding the bag--as indeed it has been.

We failed to recognize, in short, that deregulation, particularly in the presence
of deposit insurance, enormously increased the necessity for vigilant bank examination, the
enforcement of capital requirements sufficient to provide a cushion against losses, the
setting of Federal deposit insurance premiums that would have varied with the riskiness
of the lending and investing activities of the insured imstitutions, and a readiness to close
down S&Ls that were effectively insolvent.

The deregulation movement of the last 15 years or so has been part of the
rediscovery all over the world of the superiority of a free market economy. It would be
sadly ironic if, just as countries all over the world have been discovering this fact, we
were to retreat into governmentally-administered protectionism and cartelization.

On the other hand, it would be equally foolish to confuse economic deregulation
with total laissez-faire. The government continues to have an essential and very large role

to play.
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Representative HaMiLToN. Thank you, Mr. Kahn.
Mr. Gaskins, please proceed.

STATEMENT OF DARIUS W. GASKINS, JR., FORMER CHAIRMAN,
INTERSTATE COMMERCE COMMISSION

Mr. Gaskins. In my prepared statement I comment only on
trucking and railroads and I will concentrate my remarks in that
area.

An overview of what happened is that the Government essential-
ly did the right thing in 1981 and deregulated the trucking indus-
try and the railroad industry.

I know that there are people that are skeptical about whether
the Government can do the right thing from time to time, but in
my experience, if I were grading their paper for what happened in
1981, I'd have to give them a solid A for the passage of the Stag-
gers Act and the Motor Carrier Act because those pieces of legisla-
tion have turned out to work extremely well in stimulating compe-
tition in those industries and benefiting the economy as a whole.

Turning first to trucking deregulation, there were not hard eco-
nomic questions involved in deregulation of the trucking industry.
It was pretty obvious to most objective individuals that there was
no real reason for the barriers to entry and collective ratemaking
authorized under the statutes.

So there were not tough economic issues. There were tough polit-
ical issues. It was clear that the Teamsters who dominated the less-
than-truckload sector of the industry had a lot to lose in deregula-
tion and the American Trucking Association, certain portions of it,
had a lot to lose through deregulation. So there was a lot of politi-
cal opposition, but the administration was firm. The Congress was
quite thoughtful and in the end, as I said, did the right thing.

The results have been quite extraordinary. Rates have declined
substantially. Consumers have benefited substantially by lower
prices and innovative services being offered. The structure of the
industry has changed pretty dramatically. We found an enormous
upswing in entry between 1980 and 1986. We went from 37,000 car-
riers to 75,000 carriers in that timeframe, so the number of partici-
pants in the market doubled. At the same timeo, wo had a Very
large number of failures. We had over 1,000 trucking firms who
went out of business and this in contrast to the decades before
when having a certificate to operate a trucking company was like
having an insurance policy. There were no failures because the reg-
ulatory process protected your interest. So we had a dramatic
change in the structure. We have a whole new animal that’s ap-
peared on the scene in the trucking industry called a super-truck-
load carrier. An example of this is J.B. Hunt who went from essen-
tially zero operations in 1980 to over $600 million in revenues at
the present time, and he and his compatriots are the most competi-
tive force in the transportation industry today and they literally
could not have grown or flourished without the freedom of deregu-
lation. At this point they seem to be the most effective competitor
out there. )

Rates have declined. One of the justifications given at the time of
discussion of the Motor Carrier Act was that rate bureaus were
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necessary because tariffs were so complicated there was no way
anybody could understand them without the tender loving care of
the rate bureau personnel but we found that lo and behold under
deregulation that every one of the major carriers has developed in-
novative computer systems that provide updated rate information
for their customers that turn out to be far more accessible and an
improvement over the old tariff structures. So there’s been a dra-
matic innovation in that area.

The labor market has clearly become more competitive. Some ob-
servers have estimated that the Teamsters’ concessions in terms of
wage levels have been in excess of $1 billion a year because of the
force of new competition in the trucking industry.

The LTL sector remains heavily unionized and has actually in-
creased its concentration, but it has not ended up in higher rates.
Right now, in 1989, we're in the midst of a rate war out there be-
tween the LTL carriers who have maintained largely Teamster op-
erations. There are fewer of them, but without the rate bureau ac-
tivity they have not been able to maintain their rate structure at
an elevated level.

In terms of unfinished business with respect to the trucking in-
dustry, the act was pretty complete and it covered most of the
ground. There were only a few things that we missed and two
things that it would have been nice to do if we had been smart
enough or clever enough at the time.

One is that there are some pension plans, multiemployer pension
plans, that create barriers to exit. Some companies stay in business
because they are faced with huge pension liability if they exit and
that has caused some distress in the industry because you have
some inefficient carriers that hang on longer than they should.
Given the nature of the act, it would have been appropriate to fix
that at the time we passed the act.

Further, State regulations still inhibit free and competitive
trucking in this country. The State of Texas where I lived 5 years
is notorious for its limits on entry that serve to prevent people
from coming into the business and raise rates well above a com-
petitive level. Unfortunately, nothing was done directly about State

¥e2ulation of the trucking industry and we are still paying a price
or that oversighit.

~We turn to railroads and we have a somewhat different situa-

tion. There were hard economic questions associated with the de-
regulation of railroads because railroads have clearly on the sur-
face some market power. They have shippers who are highly de-
pendent on a single railroad and the concern for over 100 years
with respect to regulation of railroads was how do you protect cap-
tive shippers from monopoly power of the railroads?

There were, on the other hand, another series of hard questions.
We had a railroad system that was basically in failure mode. We
had three bankrupt carriers, one liquidation, the Rock Island. Half
of the Milwaukee system was disappearing and Conrail was a ward
of the state. We really didn’t have any good alternatives. We had
tried subsidization. That did not do enough. We had tried some par-
tial deregulation in the 1970’s and that had not sufficed, and de-
regulation, according to the Staggers Act, literally was the only al-
ternative that seemed to be available.
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Interestingly enough, the parties involved in deregulation at that
time had dramatically different views about what was going to
happen. The railroads felt that the reason they weren’t making
any money was because the ICC was preventing them from raising
their rates effectively. They anticipated that after the Staggers Act
they were going to raise their rates and get to be prosperous be-
cause of higher rates. It turns out they were dead wrong because
the Staggers Act not only gave them new freedom to raise rates
but it also took away their collective ratemaking authority and cre-
ated more competitive circumstances. The railroads surprising
enough spent the 1980’s not raising rates but cutting costs because
the new competitive forces unleashed in their industry and the
competitive forces of the newly deregulated trucking industry com-
pounded to put them under tremendous cost pressure. The story of
the railroads in the 1980’s was an industry that improved their eco-
nomics by cutting costs rather than by raising rates.

There have been significant changes in the structure of the rail-
road industry. The act authorized, in fact stimulated mergers by re-
quiring the Commission to approve them expeditiously. The result
was a whole series of large mergers which dramatically increased
the concentration of the industry and led to rationalization.

As I said, the rates surprising enough declined for most of the
1980’s. Service innovations were evident across the board. But the
cost reductions were the most predominant feature. Employment
went from half a million people to 270,000 among the largest carri-
ers and it’s still declining. Abandonments accelerated. Short lines
were created where railroads sold their branch lines to new entre-
preneurs and created entry in an industry which hadn’t seen new
entry for decades.

Unfortunately, when we looked at the Staggers Act in 1980, we
didn’t look at some of the fundamental problems. We didn’t look at
the fundamental problems because, for example, the railroads be-
lieved that their only problem was they couldn’t raise rates fast
enough. The fundamental problems were not their inability to raise
rates. The fundamental problems were that they had substantial
cost burdens not borne by the rest of American industry. They
have a labor law which is quite archaic and serves to protect the
status quo. They have a railroad retirement system which is very
onerous and much more expensive than Social Security and they
have liability law for compensating injured workers which is much
more expensive—in fact, 10 times as expensive as normal work-
men’s compensation. And those cost burdens exist today and they
haven’t gone away and if we have another major recession it’s my
prediction that we’re going to see some railroad failures and we
will see those railroad failures because the fundamental problem,
the gnnecessary cost borne by the railroads, have not been elimi-
nated.

But in the short run at least, since 1980, the railroads have done
very well. They’ve more than doubled their return on capital and
they have become much more competitive.

Let me just add—and this is not in my prepared statement—I
have sort of a unique perspective. I worked for the railroads for 7
years after deregulation. I worked for the Burlington Northern
Railroad. So I got the unique situation trying to live in this envi-
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ronment that I had something to do with creating and I must tell
you, the day-to-day workings of the railroads in the 1980’s are dra-
matically different than they were 10 or 20 years ago. Ask anybody
that participates in that industry—a shipper, any employee of a
railroad, anybody that knows anything about railroads, they
behave differently today than they did 10 years ago. If you ask
them why they behave differently, they will say it’s deregulation.
It freed them to do things that they didn’t think about doing
before, that they didn’t think were possible, things they thought
they had to go to the ICC for permission for they are now doing on
a regular basis.

The Burlington Northern, for example, sells its grain transporta-
tion in a futures market, which just blows the mind of the tradi-
tionalist. They are experimenting with using satellites to tell them
where their trains are so they can provide accurate information to
their customers about the time of shipments and provide safer op-
erations.

Innovation is breaking out all over in this industry and it perme-
ates everything everyone does. So from the grassroots level, deregu-
lation of the railroad industry has been tremendously successful.

My conclusion is that, at least in these two instances, deregula-
tion has worked very well. It’s a pity that we were not able to look
at some fundamental issues when we did it, that we missed the op-
portunity to do something about State regulation of trucking, that
we missed the opportunity to do something about the unnecessary
cost burdens of the railroad industry. But all in all, the Federal
Government did a very significant thing by the deregulation of
trucking and rail transportation.

Thank you.

[The prepared statement of Mr. Gaskins follows:]
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PREPARED STATEMENT OF DARIUS W. GASKINS, JR.

Thank you for the opportunity to testify today on what we have learmned
from deregulation of the nation’s surface {ransportation industries.

Let me begin by emphasizing that the dereguiation of the trucking and
rall Industries has been very successful. Our economy is today much more
efficient and more competitive in the global context bacause of the
legislation passed In 1980.

In my statement | attempt to explore why we deregulated freight
transportation, how we deregulated, what the results were, and what
lessons and unfinished business remain.

RAIL DEREGULATION

THE CRISIS

The rall Induétry in 1980 was truly in dire stralts. The Government had
poured $4 billion Into Conrall, the rellc of the Penn-Central bankruptcy with
no real evidence yet of financial viabllity. The Rock Island Railroad, no
longer a "mighty fine line," had lingered In service only through the injection
of $80 million of direct federal ald. The Milwaukee Road had ceased service
west of Miles City.

The rallroads were bitter about their treatment under I.C.E. regulation.
The comblnatlon of drawn out rate cases and accslerating inflation had
hampered their profitabllity throughout the 1970's. Thelr attempt to
rationalize the systems through line abandonments and mergers had been
frustrated by regulatory delay and adverse 1.C.C. rulings.

The natural tendency of any regulatory body to procrastinate when
facing controversy had prevented the Industry from reducing excess
capacity as they lost market share to the truck, airline, and barge
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competitors. Between 1920 and 1980 the rallroads’ share of freight volume
had fallen from 75% to 37%, and their share of Intercity passenger service
has plummeted from 77% to 4%. Much of this loss of business was due to
new technology, alr transportation, and heavy government subsidy of
competing modes through the development of U.S. waterways and the
interstate highway system.

Another major factor contributing to the railroads' loss of market was
the administrative and regulatory barriers 1o rate and service innovatlons in
rapidly changing markets. The lethargy of rall rate daclslon making, the
abllity of any paniclpant in a joint rate movement to block changes and the
1.C.C.'s lii-advised opposition to new technology all hindered railroad
competitiveness.

Many of the problems caused by regulation had been recognized and
supposedly remedied In the 1973 3-R Act and the 4-R Act of 1976. The rate
making freedom promised by the 4-R Act was emasculated by the .C.C.'s
implementation. ’_-The subsidies provided by both pieces of legislation were
clearly not sufficlent and the financlal and physical condition of the rallroads
continued to decline.

Shippers were appalled by the deteriorating physical condition and
service of the rallroads. Horror stories abounded about lost rall cars and
damaged goods. The territory served by Conrall remalned highly rail
dependent, and there was tremendous apprehension about ultimate loss of
all rali service. It had already happened to Rock Island and Milwaukee
shippers. At the same time shippers were concerned about who was going
to pay for the rehabilitation and preservation of rail service. Both the 3-R
and 4-R Acts had attempted to shift those costs to the U.S. taxpayers.

Those shippers who felt most rall-dependent, l.6., coal and grain
shippers, were active participants in I.C.C. rate making cases arguing
agalnst undue burdens on thsir ox. Shippers and rail-dependent
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communities were predominately succassful in slowing the abandonment of
rall service.

. Rallroad unions had been active in rallroad regulation particularly in
opposing all abandonments and most mergers. They had helped pass
recent legislation to subsidize raliroads. Thelr efforts to preserve jobs were
understandable since raliroad employment had fallen from 1,350,000 In 1847
to less than 500,000 in 1980. The liquidation of the Rock island and
Miiwaukee shocked union leadership, and they actively pursuing some
afternative to further rallroad liquidation.

The ﬂna.nclal' and physical condition of the rallroads were precarious. In
spite of the aforementioned lay-offs and government subsldies, the return
on rallroad industry investment averaged less than 2% during the 1870’s.
Derallments were Increasing on many roads and abandonment applications
approvals were rising rapidly.

The Federal government was deeply frustrated by Its Inability to resolve
the rall crisis. It 'Was clear that the taxpayers were not going to balil out the
rallroads. One observer had estimated nationalization of the rall system
would have cost $100 billion. Prior leglslatlvé solutions had fallen well
short. Recent deregulation of the trucking Industry promised Increased
compatition from that mode. It was obvious that substantial changes were
needed.

THE SOLUTION: THE STAGGERS ACT
The rall crisis directly drove the legislative process which produced the
Staggers Act signed into law In October 1980. The main feature of the

Staggers Act were:

1)  language instructing the I.C.C. to emphasize revenus adequacy
for railroads;
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2) procedures which ailowed automatic, timely pass through of cost
increases;

3) specific language authorizing long-term contracts between
rallroads and shippers;

4) elimination of regulatory review of all rates below a threshold
based on revenues to costs;

5) expedited procedures and deadlines for maergers and procedures:;

6) elimination of collective rate-making except for discussing joint-line
movements;

7)  procedure for the elimination of all reguiatory control over services
where there was substantial non-rall competition.

The Staggers Act was based on the stated premise that the rall Industry
was no longer a dominant monopoly requiring broad I.C.C. regulation. it
shifted to depend on competition stimulated by less collective rate-making
to protect shippers.

The railroads were elated by the pricing freedoms granted In the Act.
They rushed to merge thelr propertles taking advantage of the newly stated
transportation policy and procedural deadlines in the Staggers Act. The
railroads filed petitions to deregulate intermodal traffic, export coal, and
box-car traffic.

The I.C.C. tended to favor rallroads in the maximum rate cases that
were declded in the first fow years after the Act's passage.

These Initlal tendencles were soon tempered as rates rose, rallroads’
financial conditions improved and the regulatory pendulum swung. Elght
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years later, we 86e a pattern that is surely a surprise for soms, or all, of the
players in 1880. ’

THE RESULTS (1981-1988)

The freight hauled by rallroads Increased strongly from 1881 to 1988,
rising by 14.3% as measured In ton-miles. Actual tons increased by
approximately 7% and the average length of haul Increased by as much.
The biggest increase came In the most competitive area--trailer and
contalner traffic. The overall gain In volume Is particularly significant given
that Industrial productions and GNP averaged only 3% growth from
1981-1983, and there were significant changes in the industrial mix of the
American economy that decreased the demand for rallroad freight. The rise
of imports, lower per-capita consumption of bulk commoditles, the decline
of smoke-stack Industrles, emphasis on "just In time"” Inventory levels and
Increased truck compatition—~all attenuated rallroad opportunities.

Contrary to the railroads’ expectations, rising rates did not solve their
revenue Inadequacy. improved financlal performance came primarily from
cost reductions and lower taxes.

Revenue per ton rose In 1982 and then declined every year since then.
Between 1981 and 1988 rates adjusted for Inflation fell a total of 35%. The
1.C.C. ruled agalnst the railroads In several Important cases Involving
maximum rates and proposed exemptions from regulation.

One of the most significant I.C.C. decislons allowed a new rail entrant
into the Powder River Basin to haul coal to midwestern utllities. The direct
consequences of that action lowered the incumbent BNRR revenues by
$500 million In the form of lower rates and diverted coal movements. New
competition was a major factor In lowering rail rates throughout the
post-Staggers era.
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The rallroads responded to lower revenues and more competition by
dramatically reducing costs. Ratlonalization of the work force resulted in a
44% reduction in employees of the Class | raliroads. Labor costs decilnes
by only 9% as major Increases In wages and benefits mitigated lower head
counts. Fuel prices declined, but more significantty conservation resulted In
25% more output per gallon of fuel. Loss and damages payments declined
by 50% over this time period.

The rallroads substantially rationalized their property by one of two
means: the abandonment of lines and the sale of parts of thelr rallroads to
new operators. The trackage operated by Class | railroads shrunk by over
16% from 1981 to 1988.

The creation of new shortlines and ragional raliroads was a very
significant development. Over halif of the trackage given up by Class |
rallroads was sold to these new entrants. in most cases the new raliroad
achieved a dramatically more compaetitive labor agreement. Locally based
management and enthuslastic work forces have made most of the new
operations surprisingly succaessful. For example, the seven short-lines
created by Burlington Northam Increased the traffic on average by 20% in
the first two years of operation,

Rallroad unions vehemently opposed these transactions and through a
serles of court rulings have essentlally brought the short-line sales to a hait.

The raliroads dramatically iImproved their utilization of both rall cars and
locomotives. The fleet of rall cars declined by 26% and locomotives by 28%
while volume hauled increased by 14%. The new pricing freedom certainly
permitted better uge of economic incentives to drive efficlent asset
utilization. It is surprising that many of the steps that generated these
efficlencles such as increased unit trains, pooling of equipment, and new
backhauls could have been done pre-Staggers.
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The culmination of all these expense reductions led to an overall
reduction In expenses per ton-mile of 38% which puited expenses down
slightly faster than revenues declined. Return on investment In the rallroads
Improved significantly after the Staggers Act. In the past two years return
on investment has averaged 5% as contrasted to the 2% return of the
1870's. More significantly several railroads are on the verge of being
declared revenue adequate (a return on investment of 11.7%) by the I.C.C.

The general view of shippers is that rallroad service has improved
during this time period. The physical plants of most rallroads Is in better
shape today than In 1981. Many of the new technologles such as
stack-trains, Roadraller and Automatic Car ldentification, as well as
marketing Innovations such as Q-trains, Expeditors, and reload operations
are driven by service competition.

The rallroads through contracts and dialogue have built partnerships
with their customers that were unimaginable under the old adversarlal
regulatory system.

Truck lines have become customers and partners as well as
competitors. The rall-truck reload operations have bought new competitive
service and rates to formerly "captive” shippers. Providing intercity line haul
for the LTL segment of the trucking industry is one of the fastest growing
markets for the rallroads.

UNFINISHED BUSINESS

The better financial and service performance should not blind us to the
long-run dilemma faced by the railroad. They are stili in relative decline.
Thelr share of the Intercity freight market has continued to decline. Capital
has been withdrawn from the Industry, and employment Is still falling.
Shippers still perceive truck transportation to be a superior, albeit more
expensive service. '

27-109 0 - 90 - 2
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Unfortunately, the Staggers Act did not directly address cartain
fundamental problems of the rail Industiy. These problems are all related to
legislation passed decades ago which creates cost burdens for rallroads,
not borne by their competitors or other U.S. Industries.

The three areas of primary concem are the labor law controlling wage
and benefit negotiations, the rallroads mandated retirement system and the
law governing compensation for injured workers.

The procedures of the Rallway Labor Act (1926) tend to protect the
status quo. The"ablllty to have secondary picketing eliminates self-help and
means that labor disputes are ultimately declded by Congress. During the
1980’s trucking wages and benefits rose only moderately while rall wages
and benefits sky-rocketed with wages up 40% and benefit costs up 88%.
Just as significant Is the difficulty in eliminating inefficlent work practices
through labor negotlations. Overstaffing because of Inafficient work rules
costs the Industry approximately $2 billion each year.

The rallroads’ retirement system is a disaster. It is a pay-as-you-go
system like Soclal Security, but there are three beneficlaries for each worker
paying into the system (a system which pays more generous benefits than
Social Security). The result Is that in 1988, the railroads pald $6,250 more
for the typical worker than if they have been under Soclal Security. If rall
employment declines further, the extra burden per empioyee wlll increase
accordingly.

Rallroads pay through their tort-based compensation system ten times
as much for injured workers as the amount paid by American industry for
each employee under Workers' Compensation. The Increase in awards In
llabllity cases Is driving up total costs even as the number of injurles
declines. The rallroads paid more than $1 bilillon for injured workers In
1988, a large portion of which went to lawyers and expert witnesses. Itis



31

Ironic that there was little discussion of these special cost burdens during
the passage of the Staggers Act. The rallroads probably ignored these
ominous trends, because they belleved new rate freedom would allow them
to pass through rising costs to thelr customers. The competitive
consequences of both rall and truck deregulation surprised many paople.
In any event, these extraordinary costs Imposed by archalc statutes should
be addressed.

TRUCKING DEREGULATION
TRUCKING DEREGULATION: THE PROBLEM

The impetus for trucking deregulation grew less out of an identiflable
financial crisis like that of rallroads in the 1970's than out of an enormous
frustration with the visible Impediments to better service and pricing which
were 8o obviously a product of regulation. The trucking industry was not
headed Into bankruptcy nor were shippers being driven out of business
wholesale by trucking regulation. The costs that trucking regulation
imposed on the economy were indeed enormous, but they spread across
the huge array of products that moved by truck and across the entire
shipper and consuming public.

The crisis that the regulatory apparatus encountered was twofold: first,
a growing recognition on the part of many shippers of the direct cost
savings possible by dismantling the regulatory restrictions on service and
pricing in the trucking industry and second, the degree to which those
restrictions and thelr business consequences were highly visible to the
users of the trucking Industry. Those many occaslons where trucking
sompanies were forbldden by regulators to carry packaged foods to Ohio
Jut permitted to carry It in raw form to Indiana frustrated the users of the
ational trucking system and made far more visible the large but highly
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dispersed costs of these regulatory impediments. In addition, even trucking
companies who supported the regulatory restrictions on compaetition when
they worked to their benefit, quite often féught to tree themselves from
spocific restrictions barring them from the additional routes and services
they wished to provide. Thus, perhaps unwittingly, they contributed to the
pressure for reform.

The same analysis applles to the industry's ratemaking mechanisms
under regulation. The substantial declines in pricing power within the
trucking industry following deregulation made clear that the system tended
to push rates higher than normal competitive levels, imposing an
unwarranted cost burden on shippers and consumers. It is unfikely
shippers recognized the true magnitude of the potenttal transportation
savings prior to deregulation: tew predicted elther the magnitude or the
persistence of the rate discounting that appeared In the trucking industry
following reform. But most were aware that the regulatory structure
permitted truckers to collectively discuss and set rates, an act counter to the
antl-trust laws under which they all had to conduct their own businesses.

THE SOLUTION: ADMINISTRATIVE AND LEGISLATIVE REFORM

The political response to both the overall pressure from shippers for
greater freedom in the pricing and provision of all trucking sorvices and the
push for spacific liberallzations--additional routes, commodities and
contracts--by Individual truckers was a two step process. In the late 1970's
the ICC using Its administrative authority began to ease entry Into markets,
especlally for truckload haulers. This first step was followed a second and
far broader response--the enactment of the Motor Carrier Reform of 1980 by
the Congress. The act made three fundamental reforms: it

(1) greatly eased entry into (and even more importantly expansion
within) the industry by focusing regulatory entry barriers on safety leaving
aconomics to the participants themselves,
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(2) granted much greater pricing freedom to carriers both in terms of
general tariffs (Including a zone of reasonableness) and privately negotlated
contracts,

(3) placed new restrictions on the collective pricing activities permitted
the carders within the rate bureaus.

THE RESULTS

The trucking reforms sparked six specific reactions within the Industry
and Its customer base. There was no reat chronological sequence; these
emerged more or less at the same time in a truly interactive process.

First, deregulation set off structural changes within the industry that
continue to this day. Both less-than-truckload and truckload carriers quickly
exarcised thelr abllity to expand geographic markets and service. Along
with new entrantg, this expansion brought an explosion of new sarvice (and
hence heightened competition) Into the industry. This competition also
began to change the Internal structure of the industry. Truckers accelerated
their push toward specialization seeking greater efficlency. For example,
most LTL carriers have dropped TL operations to focus on smaller shipment
sizes. Indeed, In most Instances they have even bagun to serve reglonal
LTL markets with smaller, separate LTL subsidiaries utllizing different
operating methods and labor agreements.

An equally visible structural change s the number of business fallures
within the industry. While still a remarkably fragmented and highly
competitive Industry, the competitive pressures loosed by deregulation have
permitted shippers to make choices among motor carriers. Some have not
passed the test of competition as shippers have chosen the services
offered by other carriers. Fortunately, that choice has been left not to
regulators but to the customers themselves.
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Second, vigorous price competition becams the order of the day In all
segments of the trucking Industry. Indesd since deregulation, the LTL
sector which prior to the reforms had the greatest degree of pricing power
and stability has been characterized by significant bouts of rate
discounting. This price competition has been so intense that following real
price Increases both before and in the first several yoars after deregulation,
trucking rates have shown little change in real terms over the past five years
despite tho prolonged growth In the economy over this perlod. As of today,
the LTL sector of the Industry In engaged In yet another round of rate
weaknéss. Overall, industry trade assoclation data shows aggregate truck
rates have lagged Infiatlon since deregutation (l.e. shown real declines).
This highly competitive pricing I3 even more remarkable when one
considers that approximately 1000 or more ragistared motor carrlers have
exited the industry In each of the last seven.years as shippers have chosen
to utllize competing companies--a sign of the inherently compstitive nature
of the Industry In the post deregulation era.

Third, deregulation has also spawned a {eap In pricing Innovation within
the trucking industry. Under regulation virtually all major LTL carriers were
tled to the costing and pricing mechanisms developed collectively within the
rate bureaus. Now roughly nine years after deregulation virtually every
major LTL carrier not only has Independent means for agsessing the costs
of serving specific shippers or lanas but also independent means, such as
2ip code based tariffs, for pricing their services. Other innovations such as
muitiple shipment rate differentials, national account customer tarifts and
even on-screen auctions for loads have hecome embedded In the industry's
practice permitting a talloring of pricing and service to specific markets that
was Impossible prior to enactment of the trucking reforms.

Fourth, deregulation has not only made the trucking companies
themselves more competitive, it has also introduced more compatition into
the labor market. Denled the abllity to use the regulatory structure to simply
pass along wage Increases, organized labor and management have in most
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of the contract cycles since deregulation produced contracts in line or even
under the then current rate of inflation. In addttion, the entry freedoms have
permitted the founding or rapld expansion of trucking companies with
non-traditional labor agreements usually stressing productivity enhancing
and profit sharing provisions.

UNFINISHED BUSINESS

In ;'ny view, trucking deregulation is working well. The competitive
process Is creating powertul incentives for carrlers to seak greater
afficlencies, additional Innovations and higher shipper acceptance. The rate
bureaus remaln In existence even though thelr raison d'etre remains in
confllct with both the competitive goals of deregulation and perhaps just as
Importantly the move by major LTL carrlers to determine their own pricing
actions. Eliminating the bureaus would be consistent with the drive for
more competitive, responsive trucking markets. Another item left undone Is
the Issue of multl?employer pension liabilities. This problem has hampered
ratlonal exit declisions, a process which imposes costs on trucking
companies, the trucking Industry and the economy. It continues to merit
attention. Finally, Inconsistent economic regulation of trucking by the states
remaing a burden on both the industry and its users.

LESSONS

The most obvious lesson from deregulation of surface transportation is
that it has been a tremendous success for the nation as a whole. Estimates
of the total savings to the economy range from 5 to 50 billion dollars. The
railroad industry is in substantially better physical and financial shape today
than in 1880. The trucking Industry has saved billions of dollars through
more efficient operations allowed and stimulated by deregutation.
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There are more general lessons trorp our deregulatory experience.
One of these lessons Is that it Is extremely hard to forecast the future. The
beneflts to consumers from deregulation exceedad our fondest dreams.
The railroads industry has become more competitive than most observers
thought possible. Rallroads had to spend the 1980's not raising rates, but
cutting costs. Unionized labor's bargaining position eroded faster and
further than anticipated. Long-term contracts are a double-edged sword.
Rising concentration in LTL trucking did not dictate higher rates.

Our inabllity to forecast the future leads me to the conclusion that we
should concentrate on fundamental problems in regulatory reform rather
than attempt minor adjustments in response to current problems. The
attempts to reform rail regulation In the 1970's feil well short. We missed an
opportunity to address the railroads' unique cost burdens in 1980. We
should have addressed pension fund liabllity problems in truck
deregulation. State restrictlons on intrastate operations are still a significant
burden on trucking transportation,

Finally my experiences as a regulator convince me that we should be
extremely skeptical of purely aconomic regulation. The market works pretty
well particularly compared to our experience with the regulation of rates and
entry/exit In surface transportation.

——

Endnotes

1. Many of the statistics cltes below were drawn from Tha LS Freight

Ballroads: Recent Trends and Future Prospects by Richard E. Briggs
of the Assoclation of American Raliroads, May 24, 1989.
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Comparison of Railroad Employee Costs
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TABLE 2

Gomparison Yearly Earnings for
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TABLE 3

Estimates of Elements of 1989 Average Annva) Compansation Par Employes
85 Classes of Operating and Nonopsrating Union Employees g/
Class ! Freight Railroads
(Based on estimated average mid-month count for year)

% of Tots)
Annus) Rat) Comp~
$ Per snsation
Items of Compensation Enployes (incl, FELA)
) (2 (3)
PAYROLL
1, Straight time (1n0l. overmile pay) $ 28,108 81.2%
2. Overtime (total) 2,496 4.0
3. Time off with pay, constructive 6,188 1.3
allowances and arditraries
4, Tota) PAYROLL § 36,787 87.08%
INSURANCE PROGRAMS
8. Health and 1ife s 4,602 8.6%
8. Early retirement heaith 286 L}
7. Oental 1) N3
8. Supplsments) sickness 122 .2
9. Off-track vehicle e 74
10. Total INSURANCE PROGRAMS $ 5,388 9.8%
PAYROLL TAXEE
11, Tier [ $ 2,054 4, 9%
12, Tier Il 6,185 9.4
13. Supplementa) sanuity 863 1.2
14, RVIA a8 1.2
18, Repayment tax 130 N
16, Tota) PAYROLL TAXES s 9,488 17.3%
FELA
17. TYotal FELA s 3,288 5.9%
18. TOTAL RAILROAD COMPENSATION '§ 54,919 100.0%

4/ 86 Classes axclude 3 clasees of marine and dining car employeas byt
inglude 3 clacses of dispatchers and yardmasters,
b/ Lass than .08x

SOURCE: 1987 data from individual ratlroads, ratiroad labor sgreements
and ICC monthly rail omployment reports; FELA amount from AAR,
$/7/89 1 - BLUE-2
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TABLE 4

REVENUE PER MIIL.E
ALL CARRIFRS - 1967-1987
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TABLE 5
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TABLE 6

REVENUE PER TON
ALL CARRIERS - 1967-1987
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Representative HamiLtoN. Thank you, Mr. Gaskins.
Mr. White, please proceed.

STATEMENT OF LAWRENCE J. WHITE, FORMER MEMBER,
FEDERAL HOME LOAN BANK BOARD

Mr. Warte. Thank you, Mr. Chairman.

I'm pleased to be here this morning and honored to have this op-
portunity to address this important set of questions.

From November 1986 until August 1989, I was one of the three
board members of the Federal Home Loan Bank Board. This 33-
month period was the time during which the full horror of the in-
solvencies of hundreds of savings and loans, or thrifts as they are
frequently referred to, came to be fully realized. It was also a
period during which major reform of the thirft regulatory system
was initiated by the Federal Home Loan Bank Board, continuing
the efforts of the board that had started in the previous 2 years.
These reforms were vital, but they were too late to avoid the finan-
cial debacle of these hundreds of savings and loans, which also
dragged—in the end—the FSLIC, the insuring agency, and the Fed-
eral Home Loan Bank Board with it.

Also, unfortunately, the reforms are still inadequate and much
more needs to be done.

This was also a period during which a start was made in clean-
ing up the financial mess that had been created by these hundreds
of insolvent savings and loans. During this period we closed down
hundreds of them. Some were closed through liquidation; for most
we found new owners, new capital, and new management to reopen
them under new auspices. This cleanup, which is continuing, will
be extremely costly, but it is unavoidable because it is simply the
making good of the Federal Government insurance obligations to
insured depositors.

We now know that the origins of this debacle lay in the economic
deregulation of the savings and loan industry in the early 1980’s.
This economic deregulation took place without the necessary ac-
companiment of stepped up safety and soundness regulation. This
distinction between economic regulation and safety and soundness
regulation, which Fred Kahn mentioned a few minutes ago, is vital
to understanding the nature of the S&L debacle. We got economic
deregulation, which was basically sensible. It should have been
done. But it created new opportunities for risk-taking, new capa-
bilities for thrifts to fund that risk-taking through insured deposits,
and there were heightened incentives at that time for hundreds of
thrifts to undertake this risk-taking—to grab these risk opportuni-
tiéesso—because of the losses that they had experienced in the early
1980’s.

So this economic deregulation, which was sensible, needed to be
accompanied by stepped-up safety and soundness regulation. And,
tragically, this was not done at the time. In fact, there were some
perverse Federal regulatory actions at that time that actually
weakened the existing safety and soundness regulatory system—at
just the wrong time.

Further, the effects of these errors of commission and omission
unfortunately were compounded by the decline in the price of oil
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and its effect on the economy and real estate values, especially in
the southwest. They were also compounded by changes in the tax
laws and, finally, by unfortunate timing in the moving of the re-
gioBa{lregulatory headquarters for the southwest from Little Rock
to Dallas.

As I indicated before, the regulatory system has reacted and has
been greatly strengthened since the early 1980’s, but more must be
done; and this more applies to bank regulation as well as savings
and loan regulation. Unfortunately, the legislation that was recent-
ly passed by the Congress and signed by President Bush, the Finan-
cial Institutions Reform, Recovery and Enforcement Act of 1989, or
FIRREA as it’s referred to, travels only a short distance of the nec-
essary road of regulatory reform.

The first and most important reform is to change the informa-
tion system that is available to bank and thrift regulators. This
must be greatly improved. By information system, I mean the ac-
counting and reporting system used by banks and thrifts today.
Normally, if somebody utters the word “‘accounting” in polite com-
pany, people’s eyes glaze over. They think of individuals in green
eyeshades, they think of “bean counters.” But accounting is an in-
formation system. It is the crucial information system for bank and
thrift regulation, and it is sadly defective.

It is defective because it is a backward looking system that large-
ly looks at historical costs rather than looking af current market
value. But only current market value protects the insurance fund
and provides the necessary information for the regulator. Nothing
else will do. We desperately need current market value accounting.
Without this reform, bank and thrift regulators will be constantly
at a disadvantage, and the bank and thrift insurance funds will be
exposed constantly to far greater risk than they need be.

Second, we need higher and risk-based net worth or capital
standards for banks and thrifts. Net worth is like a deductible in a
normal automobile or home insurance policy. It protects the insur-
er. The larger the level of net worth, the greater the level of pro-
tection.

FIRREA does move in the right direction on this point, and the
bank and thrift regulators on their own have been moving in the
proper direction on this point. But net worth, if it’s going to be a
proper protection for the insurer, needs to be measured according
to market value, not according to historical value. And, unfortu-
nately, FIRREA ignores this crucial difference and, if anything,
moves in the wrong direction on market value accounting.

Third, we need to have risk-based deposit insurance premiums to
replace the current flat-rate premium structure. It is absurd—I can
think of no better word—it is absurd that the deposit insurance
system ignores risk in charging premiums. No private insurer
would think to ignore risk, but our deposit insurance system does.
If nothing else, the insurance premium structure should be such as
to allow lower premiums for banks and thrifts that operate with
more net worth, because the net worth is a greater protection for
the insurance fund.

Every automobile insurance company in the land will give you a
lower rate on your auto insurance if you take out a larger deducti-
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ble. At an absolute minimum that principle out to apply to our de-
posit insurance system as well.

Fourth, the powers of the regulators to take control of banks or
thrifts that are sliding downhill—but are not yet insolvent—need
to be strengthened. Waiting for insolvency means waiting too long,
because the cost to the insurance fund will surely be great.

These, Mr. Chairman, are the lessons that must be learned from
the savings and loan debacle. They are costly lessons indeed, but
they are vital.

Thank you very much for the opportunity.

[The prepared statement of Mr. White follows:]
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PREPARED STATEMENT OF LAWRENCE J. WHITE

THE PROBLEMS OF THE FSLIC: A FORMER POLICY MAKER’S VIEW

o

Lawrence J. White*

Abstract

The massive insolvency of the FSLIC has created a public policy crisis of major
proportions. This paper provides a framework for understanding the basic problems
of deposit insurance, explores the origins of the current crisis, describes the regulatory
response, and discusses the fundamental reforms that must still be undertaken.
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THE PROBLEMS OF THE FSLIC: A FORMER POLICY MAKER’S VIEW

Lawrence J. White*

... the intention [of DIDMCA and the Gamn-St Germaine Act] is to allow thrifts, in
particular, to diversify their portfolios in order to reduce their (and, ultimately, the
FSLIC’s) exposure to interest rate risk. However, use of these powers may at the same
time increase thrift and [FSLIC] exposure to default risk. While the balance of advan-
tage has been judged in favor of deregulation at this time, that balance may not always
be so. (Garcia et al, 1983, p.29)

L. INTRODUCTION

The large-scale insolvencies of hundreds of savings and loan associations (thrifts)
and the consequent massive insolvency of the Federal Savings and Loan Insurance Cor-
poration (FSLIC) have created a public policy crisis of major proportions. The Financial
Institutions Refoim, Recovery and Enforcement Act of 1989 (FIRREA) calls for tens of
billions of dollars of general Treasury revenues, as well as substantial sums from the
remaining healthy thrifts, to cover the insolvency shortfalls; it will also substantially
restructure the organizational design and details of thrift regulation.

This paper will provide a framework for understanding the basic problems of deposit
insurance, explore the origins of the current crisis, describe the regulatory response, and
discuss the fundamental reforms that are still necessary.!
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II. AFRAMEWORK

To understand the problems of deposit insurance, a simple accounting framework is
quite useful. Table 1 shows a healthy thrift. Its assets are the loans or investments that it
makes. Its fixed liabilities are the deposits that it takes in; they are insured (up to
$100,000 per insured deposit) by the deposit insurer. (For the present, I will assume that
the values shown in the table are current market values; this is a point to which I will
return below.) If the value of the assets exceeds the value of the fixed liabilities, the net
worth or capital of the thrift is positive. This net worth is, in essence, the owners’ stake
in the enterprise.

Let us now suppose that the thrift’s assets decline substantially in value, as in Table
2. Because the value of the fixed liabilities has not changed, the thrift is now insolvent.
The owners’ stake has been wiped out, and the deposit insurer is liable for the
shortfall—the thrift’s negative net worth.

A number of important insights can be gained from this simple framework. First,
even a healthy thrift is thinly capitalized when compared to the typical manufacturing
firm.2 The healthy thrift’s 8% ratio of net worth to assets can be restated as a 11.5-to-one
debt (deposits) to equity (net worth) ratio. By contrast, the typical manufacturing cor-
poration has a debt to equity ratio of one-to-one or two- to-one. The thrift’s high
leverage ratio means that comparatively small percentage changes in the value of its as-
sets can mean large percentage changes in the value of its net worth—up or down.

Second, because thrift owners operate in a legal system promising limited
liability—as is true for the equity holders in any corporation, they are not liable for any
obligations beyond their initial investment in the enterprise— they effectively have a put
option vis-a-vis the fixed liability holders, who would otherwise be the depositors. But,
because the deposit insurer has promised insured depositors that they will remain whole
in the event of insolvency, it is the deposit insurer (and any uninsured depositors and
other creditors) who are exposed to the exercise of the put option: In the event of insol-
vency the thrift owners can put the company to the deposit insurer at no further cost to
themselves. The value of this put option to the thrift owners (and its negative value to the
deposit insurer) increases under the following circumstances:
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(a) an increase in the variance of the returns on the thrift’s assets;

() a crecrwse in the thrift’s net worth, so long as net worth is positive; the value of
the put reaches a maximum, other things being equal, at zero net worth;

(c) an increase in the deposit insurer’s inability or unwillingness to monitor and con-
trol (either through incentives or through command-and-control regulation) risk-taking by
the thrift; and

(d) an increase in the deposit insurer’s inability or unwillingness to remove the
owners from control and from their ownership rights after the thrift has become
insolvent.3

Also, since the insured depositors have been promised that they will remain whole,
they have little incentive (other than to avoid transactions costs) to worry about the ris-
kiness of the investments that their deposits are funding. That worry is the deposit
insurer’s.

Third, as the complement to the second point, the deposit insurer should be greatly
concerned about monitoring and limiting risk-taking by thrifts and about the net worth
levels of thrifts. It stands in the shoes of the depositors and has the same concems about
a thrift’s risk-taking (and other revenue draining activities) as do the debt holders vis-a-
vis the management of a normal Limited liability corporation.4 Risk-sensitive premiums
for deposit insurance would be one important way to encourage less risk-taking by thrifts;
but the deposit insurance laws mandate flat-rate premiums3 that are insensitive to risk.
With less room for the use of incentives, the deposit insurer must rely more on command-
and-control regulation.

With respect to net worth, the deposit insurer should treat the net worth of a thrift
much like a deductible in a standard insurance policy: The greater is the thrift’s net
worth, the greater is the direct protection for the insurance fund, since more of the thrift
owners’ resources must be exhausted before the insurance fund is tapped; also, a larger
net worth reduces the thrift owners’ incentives to take risks, as well as generally inducing
greater care (e.g., in underwriting loans or in avoiding rules violations that could lead to
penalties). In essence, it reduces moral hazard behavior. The net worth measure that
matters, of course, is derived from the market values of the thrift’s assets and liabilities
(and of any off-balanced-sheet items), and the deposit insurer’s monitoring and
regulatory enforcement should be keyed to market value information.
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Fourth, once a thrift has become insolvent, the deposit insurcr\'s costs of dealing with
the problem will be roughly equal to the thrift’s negative net worth, regardless of the
method of disposal chosen. In the terms of the example in Table 2, if the thrift is li-
quidated, the deposit insurer pays $92 to depositors and can expect to receive $60 from
the proceeds of liquidation, for a net loss of $32; if the deposit insurer can find an ac-
quirer for the thrift, the acquirer will require roughly $32 in payment (cash or equivalent
assets) from the deposit insurer to make up for the asset shortfall.8 (The acquirer will, of
course, be expected to invest an appropriate amount of its money in the thrift, so as to
achieve a suitable net worth level.)

Fifth, any accounting framework that fails promptly to reflect changes in the market
values of assets and liabilities—especially changes that cause the market value of net
worth to decrease—are likely to place the deposit insurer at greater risk. Unfortunately,
the standard accounting framework that is used does not generally reflect market value
changes. Though the deposit insurer can try to compensate for imperfect information by
increasing the level of direct command-and-control regulation, such efforts, at best, create
inefficiencies and, at worst, still leave the deposit insurer exposed to greater risk.

Sixth, the deposit insurer further needs to know about possible furure changes in the
market values of a thrift’s existing assets and liabilities. The effects of interest rate
changes on long-lived assets or liabilities is an obvious example. But the static account-
ing framework—even a market value framework—does not provide this dynamic infor-
mation. Instead, the deposit insurer would have to ask for the results of simulations of
interest rate changes.”

We now tum to a discussion of the historical origins of the deposit insurer’s dif-
ficulties.
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II. THE ORIGINS OF THE PROBLEM

In the wake of the failures of thousands of thrifts in the 1929-1933 period, the Con-
gress established for the first time a comprehensive system for regulating and insuring
thrifts. The Federal Home Loan Bank Board, established in 1932 to supervise the lending
of low-cost funds to thrifts (so as to facilitate the latter’s provision of low-cost housing
finance), was given extensive chartering and regulatory powers over thrifts in 1933. The
insurance of deposits (for federally chartered thrifts and also for state chartered thrifts)
was added in 1934, with creation of the FSLIC as part of the Bank Board, and along with
the insurance function came further regulatory powers.® The thrift industry itself was ex-
pected to be narrowly focused on making long-term, fixed rate home mortgage loans,
holding them in portfolio, and financing these loans primarily by taking in savings
deposits (and also through advances from the Federal Home Loan Bank System).

For the next forty-five years the thrift industry enjoyed a relatively prosperous and
trouble-free existence. Rates of return on net worth were comparable to those eamed by
commercial banks, and insolvency failures were comparatively infrequent. Mortgage
loans historically have had very low default rates, so these loans were a relatively safe
investment instrument. Relatively few thrifts failed or caused a financial drain on the
FSLIC, as is indicated by Table 3.

Thrifts (and the FSLIC) were, however, exposed to interest rate risk, since thrifts
were borrowing short and lending long. Though a few states permitted their state char-
tered thrifts to make adjustable rate mortgages, most did not, and federally-chartered
thrifts were not allowed to do so. Perforce, thrifts were forced to lend at fixed, long-term
rates. No comparable set of regulations forced them to take in largely short-term
deposits; but no incentives or regulations existed to induce them to accept mainly long-
term deposits 50 as to match more closely the maturities of their liabilities with their as-
sets. Thrifts were thus not discouraged from taking on interest rate risk, and virtually all
did.

Until the mid 1960s interest rates remained stable enough so that the thrifts’ interest
rate bets did not create problems. In 1965 and 1966, however, interest rates rose, and
thrifts were squeezed: Their income from their portfolio of long-term, fixed rate
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mortgages (made in mﬂ\ler years, at lower interest rates) remained unchanged, while their
interest costs on their short-term deposits rose. The Congress’ solution, in September
1966, was to extend regulatory interest rate ceilings on deposits ("Regulation Q"),
previously applicable only to commercial banks, to cover thrifts as 'well. For the next
decade and a half, the interest rates that banks and thrifts could pay on deposits of most
sizes and maturities were structured so as to restrict severely competition among and be-
tween banks and thrifts.” Since most depositors had few alternatives,10 this Congres-
sional patch for the thrifts’ interest rate problems worked—for a while.

In the late 1970s, however, interest rates again rose, even more dramatically than a
decade earlier, and ceilings on deposit interest rates could no longer solve the thrifts’ in-
terest rate problems, because depositors now had a good alternative: money market
mutual funds. Many thrifts experienced large losses, and the thrift industry in aggregate
ran losses in 1981 and 1982, eroding its aggregate book value net worth substantially.
The industry in 1980 had an aggregate ratio of tangible net worth!! to assets of over 5%;
by the end of 1982 this ratio was below 1%. Since the higher interest rates also meant a
substantial decline in the market value of thrifts’ assets (and only a modest decline in the
market value of their liabilities), the thrift industry’s aggregate market value net worth
declined by even more and was surely negative by 1982.12

The Congress, the Bank Board, and a number of state govemments recognized that
the thrifts’ interest rate problems required more fundamental solutions, and they em-
barked on a series of actions. First, in 1979 and 1980 the Bank Board authorized thrifts
to offer adjustable rate mortgages (ARMs), so that thrifts in the future would not be
locked into long-term, fixed-rate mortgages. (This change could not, of course, instantly
cure the thrifts’ problems, since the thrifts were stuck with the embedded losses in their
éxisting portfolios, and it would take time for ARMs to become an accepted mortgage
instrument.) The Congress, which had objected to similar Bank Board initiatives earlier
in the 1970s, this time concurred.

Second, the Congress, in 1980 (the Depository Institutions Deregulation and
Monetary Control Act) and 1982 (the Gam-St Germain Act), authorized federally char-
tered thrifts to make other types of consumer loans, commercial real estate loans, com-
mercial loans, and even a small quantity of direct equity investments.!3 This was
designed to allow thrifts to diversify their asset portfolios and reduce their dependence on
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ies

residential mortgage lending. At about the same time, a number of states were providing
(or had already provided) even wider asset authority to their state chartered thrifts.

Third, as part of the DIDMCA, the Congress authorized the phasing-out of Regula-
tion Q (except for commercial bank checking accounts) and the ability of all banks and
thrifts to offer interest-bearing checking accounts to consumers;!4 in the Gamn-St Ger-
main Act the Congress hastened the phasing out of Regulation Q.

Fourth, in the DIDMCA the Congress raised the maximum size of an insured deposit
to $100,000, from the $40,000 level at which it had been since 1974.15

The first three economic deregulation actions were generally sensible and consistent
with the economic deregulation that was occurring in other sectors, such as airlines, rail,
trucking, telecommunications, and securities brokerage. Allowing thrifts to diversify
their portfolios, authorizing ARMs, and removing Regulation Q were clearly the correct
actions and should have been done years earlier. The increase in the insured deposit
amount was (in retrospect) more controversial but, in this author’s opinion, was also the
correct action.!6 Unfortunately, in the haste to deal with the thrift industry’s losses and
its interest rate and maturity mismatch problems, there was little realization of the en-
hanced risk-taking and moral hazard problems that were being created and little thought
given to the safety-and-soundness regulatory adjustments that were concomitantly neces-
sary. :

As aresult, an explosive mix of ingredients were in place:

(a) Thrifts had expanded opportunities for risk-taking. They were no longer con-
fined to making residential mortgages and could undertake many other types of invest-
ments.

(b) Thrifts had expanded abilities to fund that risk-taking. With Regulation Q being
phased out, thrifts with little or no brand name reputation could advertise nationwide (or
employ a broker to do so) that it paid market rates—or even above-market rates—on
FSLIC insured deposits. And the increase to $100,000 in the insured amount meant that
depositors’ transactions costs in placing these deposits were reduced.

(¢) Thrifts had expanded incentives for risk-taking. Many thrifts’ market value net
worth had either been eroded entirely or was very thin indeed. They had little to lose and
much to gain from risk-taking or from taking less care generally. Even the managers of
mutually organized (i.e., depositor "owned") thrifts—which in 1980 constituted 80% of
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all thrifts (but only 73% of thrift assets)}—could retain their positions, salaries, and per-
quisites by taking risks in order to regain solvency. In other instances, new owners were
able to buy thrifts that were barely solvent, or enter de novo, and expand rapidly (invest-
ing in new and risky assets) with little of their own money at risk, and they haq.ﬁn]e in
the way of community reputation or community franchise value at risk either. >

The Bank Board’s net worth standards at that time were insufficient to protect the *
insurance fund. First, they were keyed to historical cost accounting rather than to market
value. Second, the DIDMCA authorized the Bank Board to adjust its net worth require-
ment for thrifts, which had been set at 5% of fixed liabilities, to a range of 3% to 6%.
Responding to this signal from Congress and to industry pressures, the Bank Board
lowered the standard to 4% in November of 1980 and lowered it again to 3% in January
of 1982. Further, the standard was based on a five year moving average of liabilities, and
new institutions weze allowed a 20 year phase-in period to reach their required net worth
levels.!” Rapid growth in assets, especially by a de novo institution, required very little
net worth at the margin. Finally, in 1981 and 1982 the Bank Board (in some instances at
the Congress’ behest) authorized accounting changes (regulatory accounting principles,
or RAP) that allowed thrifts to inflate their reported net worth levels above those per-
mitted by the standard (generally accepted accounting principles, or GAAP) accounting
framework. )

(d) Thrifts faced few regulatory constraints to risk-taking. As was just noted, the
Bank Board’s net worth standards were inadequate to the task. And, as was noted above,
the deposit insurer’s insurance premium structure was a flat rate that was insensitive to
risk. Further, the command-and-control regulatory system (encompassing the exarniners
and supervisors of the thrifts and the regulations they enforced) was geared to, and ade-
quate for, the simpler and safer world of thrifts’ specializing on residential lending. But
in an era and ethos of deregulation—but also in a thrift industry in which the pervasive
culture was that of small, community-oriented mutual thrifts that had a “calling" of
promoting housing finance and encouraging thrift and that had not been aggressive and-
had not created serious problems in the past—there was apparently little thought given to
strengthening that regulatory system. In fact, as is seen in Table 4, the size of the ex-
amination and supervisory staff was actually reduced between 1981 and 1984. Unfor-
tunately, that regulatory system proved inadequate for the wider world of economic
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deregulation and was cverwhelmsd.

There were a number of additional circumstances that compounded the problem.
First, many of the commercial real estate loans and investments that thrifts made in the
Southwest were predicated on a rise in the price of oil from its level of the early 1980s
and on the expansionary effect that this rise would have on the Southwest economy. In-
stead, the price of oil fell substantially. (Of course, the moral hazard incentives discussed
above encouraged thrifts to be less cautious in their predictions about the future price of
oil) Second, the Economic Recovery Tax Act of 1981 made real estate a relatively
favored area of investment, and thrifts provided much of the financing for the wave of
tax-favored investments that followed. The Tax Reform Act of 1986 rescinded much of
this tax-favored status for real estate and applied the new rules to existing real estate
projects, making them less viable. The thrifts holding the loans on these projects suf-
fered. (Again, the moral hazard incentives surely exacerbated the problem.)

Third, in mid 1983 the headquarters of the regulatory district that encompassed
Arkansas, Louisiana, Mississippi, New Mexico, and Texas was moved from Little Rock
to Dallas. Though the move (in the abstract) was sensible, its timing (in retrospect) was
abysmal. Few supervisors from that office moved, so that the Dallas office had to restaff
itself. Though virtually all examiners did move, the annual number of examinations of
thrifts in that district fell substantially in the two years after the relocation as compared
with the year before the move. (See Table 5) The thrifts in that district surely realized
that they were being subjected to less regulatory scrutiny.

In sum, a recipe for disaster had unwittingly been followed; an explosive mix of in-
gredients were ready to ignite.
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IV. THE CONSEQUENCES

The economic deregulation of the thrift industry would likely have meant substantial
structural changes for the industry, in any event. With wider investment powers, chang-
ing economic circumstances, and a rapidly changing technology, increased levels of thrift
failures were a near certainty. Some thrifts would be better suited to the new environ-
ment; others would be less well suited. The former would expand and prosper; the latter
would contract and fail. The pattern has been true for other industries that have ex-
perienced economic deregulation,!8 and should have held true for thrifts as well. Further,
commercial banks, which were exposed to the same changes in economic and technologi-
cal environment (but were much less affected by the deregulation efforts—primarily, just
the loosening of Regulation Q), experienced sharply higher rates of failures in the 1980s
than had been true in earlier decades. These data can be seen in Table 3.

But it is now clear that the thrift industry’s experience with economic deregulation
was far beyond what otherwise could have been expected. Hundreds of thrifts (out of a
population of roughly 3,300 as of 1982) took advantage of the opportunities, abilities, and
incentives discussed above and took risks, exercised less care, were negligent, and/or in
some cases engaged in fraudulent or criminal violations of laws or regulations. In short,
they engaged in substantial moral hazard behavior, with disastrous long-run con-
sequences for the FSLIC.

One broad indicator of this behavior is the growth spurt of the overall industry in
1983 and 1984. As can be seen in Table 6, the thrift industry’s growth in assets in those
two years was more than twice the rate of the previous two years. Thrifts in states with
liberal charters grew even faster. Rapid growth meant a large number of new loans and
investments and new moral hazard opportunities; and, of course, it meant expanded in-
surance exposure by the FSLIC.

The 205 insolvent thrifts that the Federal Home Loan Bank Board disposed of in
1988 (at an estimated discounted present value cost to the FSLIC of $31.7 billion!%)
provide another indication of some of this behavior.20 As can be seen in Table 7, these
insolvents tended to be state cﬁanered (whereas only 42% of the industry was state char-
tered in 1988); almost half grew faster than 20% per year during the years 1983-85, and
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over three-quarters of the worst 50 exceeded that growth rate (the overall industry
average annual growth rate was 16% during those years); they tended to have above
average amounts of direct equity investments; and various violations appear to have been
present in non-trivial frequencies.

Table 8 throws further light on the relative contribution of state chartered thrifts to
the FSLIC’s problems. As can be seen, through 1984 (the period of interest rate spread
problems) the disposal costs to the FSLIC of the merged or liquidated state chartered and
federally chartered thrifts were roughly equal. In 1985 and 1986 they were still roughly
equal. In 1987 and 1988, however, the costs of disposing of failed state chartered thrifts
greatly outweighed those of failed federals. And, as of early 1989, the FSLIC’s estimates
of the costs of disposing of the remaining insolvent thrifts showed the same pattern.
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V. THE REGULATORY RESPONSE

After a recognition lag and a false start that attacked the sources of funds (brokered
deposits)?! rather than their use, the Bank Board in 1985 began to strengthen its
regulatory system. As Table 4 indicates, between 1984 and 1988 the Bank Board more
than doubled its examination and supervisory personnel. In early 1985 the Bank Board
placed limits on the amounts of direct equity investments that state chartered thrifts could
hold and linked those limits to a thrift’s net worth; these limits were tightened in early
1987. Later in 1985 the Board placed specific limits on asset growth by inadequately
capitalized thrifts. In August of 1986 the Board raised the net worth standards for thrifts,
setting a goal of a 6% ratio of net worth to fixed liabilities; this regulation also introduced
risk-related elements, since thrifts could reduce their net worth requirement by up to 2%
(200 basis points) by reducing their interest rate risk exposure, but they also had to
provide more capital to support direct equity investment positions. In December 1988 the
Board proposed a more ambitious and comprehensive set of risk-based net worth
requirements.?2 And in 1987 {partially at the behest of Congress) the Bank Board began
phasing out RAP and reinstituting GAAP as the standard accounting and reporting
framework.

Overall, the regulatory system today is characterized by a concern for safety and
soundness regulation that was much less pervasive in 1983. And the regulatory reforms
do seem to have stemmed the tide. The thrift industry’s annual growth rates have
slackened considerably since 1984, and book net worth levels by the solvent portion of
the industry have increased. The regulatory system today does not appear to be in danger
of being overwhelmed the way it was in 1983. Unfortunately, these regulatory improve-
ments cannot cure the insolvency problems—and their huge costs to the FSLIC—caused
by the bad loans of the past. And there are still major regulatory improvements that are
necessary.
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V1. THE NECESSARY REGULATORY REFORMS

Despite the strengthening of the thrift regulatory system in the past few years, four
major regulatory changes are still necessary to improve the efficacy and efficiency of that
system. Of the four, only one—higher net worth (capital) levels, based on the risks em-
bedded in a thrift’s portfolio—has achieved wide acceptance within the Washington
policy community. The other three—requiring market value accounting and reporting by
thrifts, instituting a system of risk-based premiums, and strengthening the regulator’s
power to intervene and take control of an errant thrift earlier—languish because they are
still considered to be too controversial and/or too difficult to implement. In the Financial
Institutions Reform, Recovery and Enforcement Act of 1989 (FIRREA), higher and rigk-
based net worth standards for thrifts are explicitly mandated, whereas the other reforms
are relegated to an eighteen month study by the Treasury.

Higher, risk-based net worth standards are clearly a move in the right direction. As

"noted earlier, net worth acts like a deductible; it both directly protects the insurance fund
by providing a larger buffer and indirectly protects the fund by discouraging moral
hazard behavior. But, as currently contemplated, the higher net worth standards will have
one fundamental flaw:23 They will be based on historical book value accounting
measures. Thus, the insurer will not know a thrift’s market value net worth. But it is the
latter that is the real protective buffer for the insurance fund and that provides the real
incentive or disincentive for moral hazard behavior by a thrift.

It is clear that a switch to market value accounting is the most important reform that
still needs to be achieved by the thrift (and commercial bank) regulatory system.2# Only
then could the insurer know the market value net worth of its insureds and regulate ac-
cordingly. Also, only with market value information could a thrift’s portfolio risks be
properly measured and regulated, since market value information yields the asset retumns
covariances that are necessary for measuring portfolio risk; historical book value ac-
counting cannot yield that important information. 2

The arguments against market value accounting do not withstand close scrutiny.26
Market value accounting will always involve estimates and approximations; but the ap-
parent precision of historical cost based accounting information is a snare and a delusion.
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The net worth calculation yielded by that apparently precise information is only an ap-
proximation to current market value net worth; but it is only the latter that is the real de-
ductible that protects the insurer. .

Risk-based premiums would be a useful supplement to risk-based net worth stan-
dards. The same risk assessments that are used for risk-based net worth standards could
be used for risk-based premiums as well. Risk-based premiums, however, would have
one additional advantage. Since higher net worth levels provide greater protection to the
insurer, a thrift should be rewarded if it chooses to operate with higher net worth levels
than the minimum requirements.2’ Though eased regulatory strictures are one possible
means of reward, .a reduction in the premium would be a more straightforward financial
reward for the reduction in risk to the insurer.28

One line of argument against risk-based premiums is that they are difficult or impos-
sible to implement.29 As we noted above, however, there is now widespread acceptance
of risk-based net worth standards, and the same risk assessments could be used. A
second line of argument (which is also used against risk-based net worth standards) is
that the government deposit insurer will inevitably mismeasure risk and/or manipulate
risk assessments for political purposes, leading to distortions and misallocations.30 This
is a curious criticism. Even in the absence of market value accounting information, the
insurers are able to learn a great deal about risk and should be permitted to try to make
use of that learning. And, in the presence of opportunities for taking on differential risks,
uniform premiums (and uniform net worth standards) are not neutral but induce distor-
tions (adverse selection and excessive risk taking) as well.

Finally, strengthened powers for earlier regulatory intervention and removal of
owners from control and ownership rights, either through the formal cancellation of in-
surance or through the appointment of a receiver for a thrift—in essence, the removal of
prospective insurance coverage for the insured thrift (though the existing depositors
remain protected)—would be desirable.3! The formal cancellation of insurance tradition-
ally involved a lengthy process that could stretch to two years;32 it was a sanction that
was almost never used. Instead, the effective cancellation of coverage almost always oc-
curred through the appointment by the FSLIC of a receiver. The major legal grounds for
the appointment of a receiver are the book insolvency of the thrift, operating it in an un-
safe or unsound condition, or the dissipation of its assets. Because the latter two grounds
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have never been defined or amplified by regulation, the FSLIC’s lawyers were generally
uneasy about using them alone as grounds, a\nd thus the agency almost always waited for
the book insolvency of a thrift before appointing a receiver. But waiting until book insol-
vency inevitably meant that the insurer incurred a larger market value loss. The clarifica-
tion of the other grounds—e.g., by defining the operation of a thrift at a dangerously low
but positive net worth level as unsafe and unsound33—would be one means of achieving
the desired objective.

The major objection to this form of early intervention is that it would be an uncon-
stitutional "taking" of private property. But only the taking of something with real
market value should be objectionable, The owners of a thrift with no market value net
worth, even if it has a positive book net worth, are only losing the value of their put
option—which has value only if the insurer is slow to take control of the thrift after it
becomes market value insolvent. Further, in the rare event that positive market value
might be present when the insurer disposes of an insolvent thrift, that value could be
refunded to its original owners. And, as a thrift slid downhill toward the intervention
point, the owners would always have the option to raise fresh capital to stave off inter-

vention.

27-109 0 - 90 - 3
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VII. CONCLUSION

The past decade has been a searing experience for the thrift industry and for its
regulators. Much has been leamed, and remedial measures have been put into place or
are in process. But more—the reforms discussed in the previous séction—are still neces-
sary.

Unfortunately, FIRREA falls far short of the mark. The legislation does provide a
funding mechanism that (the Congress and the Bank Administration hoped) will cover
the costs of disposing of the remaining insolvent thrifts;34 and it does provide expanded
powers for thrift regulators to levy civil money penalties, higher criminal fines, and
‘added resources for the Department of Justice for criminal prosecutions. Deterrence of
criminal or near-criminal behavior is clearly increased. But, as was noted above, of the
four important reforms, only higher (and risk-based) net worth standards are explicitly
mandated by FIRREA; the other three reforms are relegated to a Treasury study.

If the four reforms discussed above were implemented effectively, the extensive
command-and-control regulatory structure that is currently in place for thrifts (and for
commercial banks as well) should be re-evaluated and (probably) pared considerably.
The command-and-control regulation should be seen as a substitute for the protection that
can be provided by better net worth standards, better information, a better premium struc-
ture, and stronger powers of early intervention. More extensive use of these latter four
measures should permit less reliance on the former. The proper task of public policy is to
find the right balance among all of these measures so as to provide the basis for a com-
petitive and efficient financial services sector that does not impose undue risk or cost on
the deposit insurer.
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TABLE 1

The Balance Sheet of a Healthy Thrift

Assets Liabilities

8100 (loans) $§92 (deposits, insured)

8 8 (net worth)
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TABLE 2

The Balance Sheet of a Deeply Insolvent Thrift

Assets . Liabilities

$60 (loans) $92 (deposits, insured)

-$32 (net worth)
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FSLIC and FDIC Disposals of Insolvent Thrifts
and Banks, 1934-1988 ’

rsSLIC* ¥DIC
Number % of All % of All Number % of A1l % of All
of Insured Thrift of Insured Bank
Disposals Thrifts Assets Disposals Banks Assets
Annual Averages
1934-1939 2.2 0.10% 0.13% 52.5 0.38 0.120
1940-1949 2.7 0.12 0.14 10.5 0.08 0.03
1950-1959 0.4 0.01 0.01 2.7 0.02 0.01
1960-1969 4.3 0.10 0.14 4.4 0.05 0.01
1970-1979 4.3 0.10 0.11 7.6 0.05 0.08
Annual Data

1980 11 0.28% 0.23% 10 0.07 0.01
1981 28 0.75 2.11 10 0.07 0.24
1982 €3 1.91 2.52 42 0.29 0.53
1983 36 1.14 0.57 48 0.33 0.31
1984 22 0.70 0.52 79 0.54 0.13
1985 31 0.96 0.60 120 0.83 0.32
1986 46 1.43 1.07 138 0.97 0.24
1987 47 1.49 0.85 184 1.34 0.23
1988 205 6.95 7.45 200 1.47 1.04

*For 1980 and after, only FSLIC-assisted acquisitions and
liquidations are included; prior to 1980, supervisory cases are
included as well.

Source:

Barth, Bartholomew, and Labich (1989); Barth et al (1989) ;

and FpIC data.

27-109 0 - 90 - 4
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TABLE 4

FHLBB Regulatory Resources

Examination and Examination and

Supervigion Staff® Supervision BudgetP
1979 1,282 $41.0
1980 1,308 49.8
1981 1,385 52.8
1982 1,379 . 57.3
1983 1,368 62.5
1984 1,337 67.0
1985 1,990 108.8
1986 2,986 168.5
1987 3,258 207.6
1988 3,411 226.2

3Full time equivalents, including non-professionals and
support staff.

bIn millions.

Source: Barth and Bradley (1988) and FHLBB data.
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TABLE S

N

Thrift Examinations in the Southwest

Bafore Relocation® After Relocation®

10/82-9/83 10/83-9/84 10/84-9/85 10/85-91
Arkansas 15 8 22 42
Louisgiana 50 50 41 70
Misgisgippi 17 24 19 26
New Mexico 13 1 0 8
Texas 166 100 91 137

Total 261 183 173 283

aThe headquarters of the Ninth District of the Federal Home
Loan Bank System, encompassing the five states shown in the
Table, was relocated from Little Rock to Dallas in September 1983

Source: Dochow (1989).
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TABLE 6

Annual Thrift Growth Rates, as Measured by Assets

1981
1982
1983
1984
1985
1986
1987
1988

Source:

U.8.Total

N = .
WJOPYO®-IOoO

FHLBB data

HUOoAWINO

.

o

California

8.3%
23.2
32.4
34.2

8.8
13.2
12.0
14.1

Florida

N
CWNJdAODL WO

(%)

S agon

.

o

Texas

8.7%
11.0
32.4
37.7
18.4

5.5

2.7
11.5

*Asset growth rates for 1988 overstate the growth rates
in fixed liabilities, because of the high volume of

FSLIC-assisted acquisitions in that year.
growth rates for fixed liabilities for 1988 were 7.5%,

12.9%, 10.4%, and 2.6%, respectively, for the four

columnsg in the table.

The annual
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TABLE 7
Selected Characteristics of the 205 Insolvent Thrifts
That Were Disposed of by the FELEB in 1988

All 205 Costliest 50

% that were state

chartared at the

time of GAAP

insolvency 56% 80%

% that had more than

twice the industry

average proportional

holdings of direct

equity investments 53% 74%

% that had average

annual growth rates,

1983-1985, that were

greater than 20% 49% 76%

% in which violations

of the regulatory

limitations on loans

to one borrower were

present 34% 50%

% in which self-dealing
was present 34% 50%

% in which other fraud
was present 27% 42%

Source: Barth, Bartholomew, and Labich (1989).
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TABLE 8
N

The FSLIC’s Disposals of Insolvent Thrifts,
by Charter Type

Numbers FSLIC's Costs®
State Federal State Federal
1980 7 4 $§ 0.04 $ 0.1
1981 9 19 0.2 0.6
1982 20 43 0.3 0.5
1983 19 17 0.2 0.1
1984 13 9 © 0.6 0.2
1985 12 19 0.5 0.6
1986 24 22 1.5 1.5
1987 24 23 2.4 1.3
1988P 115 80 25.3 6.5
1989¢ 210 195 31.2 13.5

2In billions.
bpoes not include 18 "stabilizations."
“Estimates made by Bank Board personnel, as of early

1989, as to liquidation costs of the remaining insolvent
thrifts; includes the costs of the 18 "stabilizations."

Source: Barth, Bartholomew, and Labich (1889);
FHLBB data.
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Notes

+ New York University. The first draft of this paper was written while the anthor
was a Board Member on the Federal Home Loan Bank Board. The opinions expressed in
this paper are solely those of the anthor and not necessarily those of the Federal Home
Loan Bank Board. Thanks are due to Paunl Horvitz, Julie Nelson, Tom Pugel, and an

anonymous referee for helpful comments on an earlier draft.

1. Other recent discussions of this crisis can be found in Brumbaugh and Car-
ron (1987), Strunk and Case (1988), Benston and Kaufman (1988a; 1988b),
Bemheim (1988), Benston et al (1989), Brumbaugh and Litan (1989), Kane
(1989), Scott (1989), and White (1989). )

2. This relatively thin capitalization is also true for commercial banks.

3. See Brumbaugh and Hemel (1984). With respect to the value of the put
option, the important action by the deposit insurer is not necessarily closure
of the thrift but the removal of the owners from control and ownership
rights.

4. See Jensen and Meckling (1976) and Golbe (1981).

5. The current preminm is 20.83 cents per $100 in deposits. Prior to 1985 the
premium was 8.3 cents.

6. The FSLIC usually found that transactions with acquirers were less costly
than liquidations. First, the going concem (or franchise or brand name
reputation) value could be preserved as an off-balance-sheet asset (which

- meant that the FSLIC had to pay less cash or other assets) if an operating
thrift was delivered to an acquirer, but not if the thrift was liquidated.
Second, in 1988 the FSLIC found that it could arrange contracts for the
management and disposal of assets with acquirers that were likely to be less
costly than similar activities carried out by liquidating receivers. Third, tax
loss carryforwards could be preserved as an asset in a transaction with a
tax-paying acquirer but would be lost in a liquidation. Through the end of
1988 the FSLIC ‘was subject to the legal requirement that disposal actions
should minimize cost solely to the insurance fund, without consideration of
an overall cost to the U.S. Government.

7. The Federal Home Loan Bank Board’s proposed (December 1988) risk-
based net worth standards would, for the first time, require this information
on a systematic basis. -

8. The deposit insurance and related regulation for state chartered mutual
savings banks, located largely in the Northeast and Washington state, was
assigned to the Federal Deposit Insurance Corporation.

9. Not too surprisingly, this limit on price competition induced considerable
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non-price competition. See White (1972; 1976).
N

10. In order to inhibit depositors’ switching to alternatives, the Treasury in
1970 increased the minimum denomination on Treasury bills to $10,000,
whereas it had previously been $1,000.

11. Tangible net worth is calculated by subtracting any goodwill assets from a
thrift’s total assets and then subtracting fixed liabilities.

12. Carron (1982, p. 19) estimates that by mid 1981 the thrift industry (includ-
ing mutual savings banks) had a market value net worth of negative $44 bil-
lion; Brumbaugh (1988, p. 50) estimates that at the end of 1980 the market
value of FSLIC insured thrifts was negative $75 billion and by the end of
1981 it was negative $110 billion.

13. A thrift’s authority to make these new types of loans was limited to
specified percentages of its total of assets. For further details on the two
bills, see Brewer et al (1980) and Garcia et al (1983).

14. These interest bearing checking accounts (NOW accounts) had previously
been limited to banks and thrifts in New England, New York, and New Jer-
sey.

15. The insured deposit amount was originally set at $2,500 in 1933 (for FDIC
insured banks). In 1934 it was raised to $5,000; in 1950 to $10,000; in
1966 to $15,000; in 1969 to $20,000; and in 1974 to $40,000.

16. The argument in favor of expanding the coverage of deposit insurance is
that it reduces the likelihood of bank or thrift runs, which can be costly and
contagious. See White (1989).

17. The 20 year phase-in period was designed to allow de novo mutuals, which
had no stockholders from whom they could raise equity capital, to meet the
net worth standards from retained earnings.

18. For a discussion of the effects of economic deregulation in other industries,
see Stoll (1979), Tinic and West (1980), Bailey, Graham, and Kaplan
(1985), Morrison and Winston (1986), Kaplan (1986), Moore (1986), and
MacDonald (1989).

19. An additional 18 insolvent thrifts were "stabilized" in preparation for even-
tual disposal. These 18 had an estimated discounted present value cost to
the FSLIC of $6.8 billion,

20. This discussion draws heavily on Barth, Bartholomew, and Labich (1989).

21. The Bank Board attempted to limit insurance coverage on all the deposits
provided to a thrift by a single broker (on behalf of multiple ultimate
depositors) to a single $100,000 amount. This limitation was appealed to
the courts, and the Bank Board lost.

22. The proposed risk-based net worth requirements for thrifts is similar in
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structure to the "Basle standards” that are being required for commercial
banks, except that the Bank Board’s requirements include a specific com™
ponent for interest rate risk.

23. This is also true of the net worth standards that apply to commercial bgnks.

24. See Kane (1985; 1989), White (1988a; 1988b; 1988c; 1989), and Benston
and Kaufman (1988a; 1988b).

25. A second argument for market value accounting is that it would reduce the
ability of public officials to engage in moral hazard behavior. See Kane
(1986; 1988; 1989) and White (1989).

26. See White (1988a; 1988c).

2’i. Different and more formal versions of this argument are provided by Flan-
nery (1988) and Chan, Greenbaum, and Thakor (1988).

28. It is standard practice for insurance companies to offer lower premiums on
insurance contracts if the insured takes out a larger deductible.

29. See Horvitz (1983) and Goodman and Shaffer (1984).
30. See Horvitz (1983) and Benston and Kaufman (1988a; 1988b).

31. See Benston and Kaufman (1988a; 1988b), Benston et al (1989), and White
(1989).

32. FIRREA appears to shorten this period considerably.
33. FIRREA contains some language that points in this direction.

34. The legislation also abolished the Federal Home Loan Bank Board and its
insurance arm, the FSLIC. The thrift regulatory powers of the former have
been reconstituted in a new burean (the Office of Thrift Supervision) within
the Treasury Department; the insurance function of the latter has been ab-
sorbed into the Federal Deposit Insurance Corporation, which had
previously provided deposit insurance only for commercial banks and
mutual savings banks. The responsibility for cleaning up the problems of
the remaining insolvent thrifts has been given to a new entity, the Resolu-
tion Trust Corporation; the RTC is mostly embodied within the FDIC, but it
has an external "Oversight Board." And the Bank Board’s former oversight
responsibility vis-a-vis the Federal Home Loan Bank System, which lends
substantial sums to thrifts, has been assigned to another new entity, the
Federal Housing Finance Board.
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Representative HamiLToN. Thank you very much, gentlemen.

We appreciate your testimony.

Why did the financial reform of FSLIC that we just had miss all
these points, Mr. White?

Mr. WHiTE. Could I say, Mr. Chairman——

Representative HaMiLToN. We only hit one out of four and we
didn’t hit that very good, according to you.

Mr. WHiTE. Clearly, my persuasive powers were not great
enough, Mr. Chairman. There’s no other way to explain it.

Representative Hamirton. Well, I don’t understand why these
other elements of reform were not addressed.

Mr. WHITE. They were sent to the Treasury. There’s a tailpiece of
the legislation that assigns a group of studies for the Treasury to
conduct over an 18-month period and market-value accounting,
risk-based deposited insurance premiums, and early intervention
were gart of the package of things that were sent to the Treasury
to study.

Why more wasn’t done? I think partly because the word ‘“‘ac-
counting” causes peoples’ eyes to glaze over. It's considered techni-
cal. They don’t want to be bothered. Also, almost to a person, the
banking and thrift industry will oppose changes in the accounting
structure, because the accounting structure right now is very favor-
able to their interests. It allows them to book gains when they
choose to book gains and prop up their capital, but to hide losses
when they choose to hide losses and thereby avoid reporting any
erosion of capital.

Representative HamiLToN. Now, because we did not address
these other elements of reform that you mentioned in your pre-
pared statement, do you think we're headed for more trouble in
that industry?

Mr. Waite. I fear so. I don’t think that we will experience the
same overwhelming of the regulatory structure that occurred in
the early 1980’s. But I do believe that regulation will be more
costly, more restrictive, and that there will be greater hits to the
insurance fund as a consequence of the regulators’ not having this
current market-value accounting.

Representative HAMILTON. Does it make any sense to you to have
a thrift industry?

Mr. WHiTE. I think that there will continue to be efficient provid-
ers of mortgage finance who also take in deposits. I think we will
continue to see them on the landscape because they are good at
what they do. I don’t think that the financial services industry is
only going to be a world of financial “‘department stores”” any more
than is true for regular retailing.

Representative HamiLToN. Should we just continue to move in
the direction of deregulation in the financial institutions so that, in
effect, we blur the distinctions among the various kinds of financial
institutions?

Mr. WHITE. On the economic side, I think that would be sensible.
Unfortunately, FIRREA again took a step in the wrong direction
by raising the “qualified thrift lender”’ test: requiring that thrifts
increase the fraction of their investments in home mortgages. This
is a movement away from the blurring that you've suggested. 1
think that further economic deregulation steps would be sensible,
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as long as they are accompanied by these proper reforms in safety
and soundness regulation.

Representative HamiLTon. How do you describe the crisis we've
had in the S&L industry? Is it a failure of deregulation or a failure
of regulation, or both?

Mr. WHITE. I think the proper description would be that it was a
failure of both because there was economic deregulation that was
sensible, but there was a failure of the necessary stepping up of
safety and soundness regulation.

Mr. Kann. May I interrupt?

Representative HamiLToN. Oh, sure.

Mr. WHITE. It was as if we deregulated the airlines and simulta-
neously cut back on the Federal Aeronautics Administration’s ef-
forts at airline inspections, motor engine overhauls, the whole air
traffic system. Had we cut that back at the same time that there
had been the economic deregulation of airlines, we would be seeing
a very different airline situation out there today.

Representative HamiLtoN. Mr. Kahn.

Mr. KauN. Larry White will correct me if he feels I'm wrong, but
I feel perhaps he’s overly emphasized the question of the kind of
accounting you use.

The critical thing it seems to me was the failure to close down
thrifts that were really insolvent even though their accounting
didn’t show it. That is to say, that really had no net worth except
on their books.

Now the accounting shouldn’t have fooled the examiners. The ex-
aminers should have looked and said, “Well, you have assets listed
on _your books that are not worth the paper they are written on.”

Representative HaMILTON. Was the problem that the regulators
didn’t have the power or that the regulators just were derelict in
performing their responsibility?

Mr. WHITE. It was clearly a mixture of those things. It's impor-
tant to realize that prior to 1980 the thrift industry had never
caused any problems for anybody. It was largely mutual in organi-
zation rather than stock in organization. Their executives were
“pillars of the community.” They were promoting thrift and en-
couraging home finance. For a long time there was a recognition
lag that this was an industry that actually could cause problems.

Now, further, if examiners said, “These things aren’t worth what
you claim them to be,” they then got into arguments with the sav-
ings and loan or with their accountants. That could slow things
down. And, further, the ability of the Federal Home Loan Bank
Board, the regulator, to take control of a thrift was limited by the
legal proscriptions that bound its intervention capabilities. There
are three basic grounds for intervention: book insolvency, operating
in an unsafe and unsound manner, or dissipation of assets. Unfor-
tunately, operating in an unsafe and unsound manner and dissipa-
tion of assets has never been defined by regulation. The agency’s
lawyers therefore felt very queasy about taking aggressive action
Jjust on those grounds alone, so they preferred to rely on insolvency;
but that meant relying on book insolvency. If the examiner didn’t
win or was delayed in winning the dispute over what assets were
worth, that delayed the necessary action.



79

Representative HaMILTON. Is there still further room for deregu-
lation of the banking industry?

Mr. WHITE. I believe so.

Representative HaMiLTON. Economic deregulation?

Mr. WHiTE. Economic deregulation. I believe that providing
wider powers is still reasonable. I see no reason why, for example,
a nonfinancial holding company shouldn’t be allowed to own a
bank. Ford Motor Co., which does own a savings and loan, has not
been the source of the problems for the savings and loan industry.

Representative HamiLTON. Do we need special consumer protec-
tion regulation or laws for the banking industry?

Mr. WHiITE. That is a completely separate set of regulatory prob-
lems from the kinds of safety and soundness problems that we've
been talking about.

I think there is a good argument for information types of regula-
tion: making sure that interest rates are properly announced and
properly specified. That’s true on the deposit side as well as on the
mortgage side—so that borrowers are fully informed as to what
their obligations are. I think there’s a good basis for this. These are
complicated transactions. Many consumers are not financially so-
phisticated. So, yes, 1 think there are grounds there, but that
should be kept separate from the safety and soundness regulation,
which is still yet separate from the economic regulation.

Representative HamiLTON. I certainly want to come back to Mr.
Gaskins and Mr. Kahn in another round. I'll turn now to Congress-
woman Snowe.

Representative SNowE. Thank you, Mr. Chairman.

Mr. Kahn, you made reference to Massachusetts Airport Author-
ity landing fees. I am one who opposes those landing fees because
of commuters who fly from the State of Maine to Boston Airport
and rely on Boston in order to connect with major airlines to other
parts of the country. And you made reference that, in fact, you ob-
jected to the Department of Transportation’s decision which said
that those landing fees were discriminatory. You made reference to
charter planes and corporate jets. But what about commuter air-
craft? My concern with deregulation of the airline industry back in
the late 1970’s was the impact it would have on small communities.
A number of my small communities in the State of Maine have suf-
fered as a result. I've seen certainly more competition in the major
airports like the one in Portland, Maine. Also, the competition has
been greater and therefore the prices have come down. Then I look
at Bangor, Maine, which is the only other major airport in the
State of Maine, and we're, really, serviced by one airline for the
most part, Delta Airlines, and they charge very high prices. So
they are not charging the cost of delivering that passenger from
Bangor to Boston but rather they are charging the price they want
to charge because there’s no competition at the Bangor Airport.

So I'll ask a couple of questions. One is, you view deregulation
from strictly an economic point of view, but you also have to look
at what the impact has been in a number of small, rural areas
throughout this country, because there has been a major consolida-
tion within the airline industry. Most of the airline industry is now
concentrated in the hands of a few airlines, and the impact has
been greater on areas in which those carriers don’t provide service.



80

Mr. Kann. That’s a challenging set of questions. Let me point
out right away I live in Ithaca, New York, which we refer to as a
centrally isolated town. So I have the same concerns as you.

No. 1, the fact is that Logan Airport is very congested a great
deal of the time. We have to be concerned about making efficient
use of that limited facility. The fact is that when a small plane
lands there and takes up the same space that would otherwise be
taken up by a large plane that each passenger in that small plane
is imposing a much greater cost on the community than the pas-
senger on the large plane.

In the few months after Logan Airport’s fees went into effect,
during that brief period when they were permitted to remain in
effect, there was not a decline in the service to small communities.
What they did was congregate their passengers in larger planes in
order to be efficient, to conserve the use of Logan. By the way, it's
happening in the case of Ithaca, New York. It’s a little bit demean-
ing that I now have to go—my hub is Syracuse, which has an infe-
rior university. [Laughter.]

But I now go in small planes from Ithaca to Binghamton or

Ithaca to Syracuse. There I get in larger planes which then fly me
to places that by the way that we used to have to walk to, but we
couldn’t fly to Boston or Philadelphia before. I now three times a
day can go to 10 to 12 places via these hubs and there we are put
in larger planes which then make more efficient use of that scarce
capacity at La Guardia, Kennedy, Philadelphia, Pittsburgh, and so
on.
No. 2, the adequacy of service to small towns. Thanks to the es-
sential air services program, which I supported, the extension of
which for another 10 years I supported in 1988, according to the
General Accounting Office, not one town that had a minimum
level—only 5 or 10 passengers a day—of air service back in 1978
has lost it—not one. Certificated service, regulated service. Now it
is true that a hundred or so towns have lost service in the last
decade, but over a hundred towns lost service in the last decade of
regulation as well. That’s unregulated service. That’s these air
taxis, the local fixed-base operators who come in and out.

But so far as regulation is concerned and deregulation, I called
the Department of Transportation a few months ago and they as-
sured me it is still true, not one town that had certificated or regu-
lated service has lost it. And small towns as a group have had a
very sharp increase in the average number of flights of departures
out. That is the convenience of service in every respect but comfort.
Perfectly true. I have to crawl into these cigars and I don’t like
that, but jet service is uneconomic for a town like Ithaca which,
even with the students, has 50,000 people. It’s just uneconomic and
I don’t see any reason why my service in Ithaca where I have fresh
air should be subsidized by people in Boston or New York.

Fares. There’s no question about it. The competition has been un-
equally effective. It has obviously, as you say, been more effective
in dense markets than in thin markets. It has been more effective
in appealing to discretionary travelers who can make their reserva-
tions a couple of weeks in advance and it’s the business travelers
who are paying the high fares and it’s true in small communities.
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But again, in Ithaca, if I make my reservation in advance, the
same economics that dictates to the carriers the desirability of fill-
ing those empty seats helps me. I can get discounts in those cir-
cumstances in and out of Ithaca. Remember that in August and
indeed the same thing is true for all of 1988, over 90 percent of
travelers managed to get those discount fares—90 percent. And the
average discount in August was 65 percent below the coach fare.

So I recognize in my statement that there is probably some real
monopoly exploitation of the minority of travelers who can’t make
their plans in advance. They do, however, have the advantage—
most of them are business travelers, most of them their fares paid
by other people, including the U.S. Treasury, and in addition, the
majority of business travelers as well, according to this arithmetic,
since about half of the travel is business travel, they must be avail-
ilﬁg themselves as well of these discount fares, the majority of
them.

It hasn’t been perfect. I quite agree. And when I had to go to At-
lanta once and I had to go down on a Monday and come back on a
Monday, I had to pay a fare that I found was outrageous. In princi-
ple, therefore, I can’t say we shouldn’t have ceilings in markets
where we have a monopoly. But as a general proposition—and I
know this is even more clearly true in trucking—as a general prop-
osition, travelers in small towns have benefited from the price com-
petition, as have travelers in the larger towns.

Representative SNowe. I found that commuter air fares are
much more expensive, obviously, and that’s what I objected to in
the landing fees in Boston, because it didn’t make a distinction be-
tween a charter or a corporate jet and a commuter jet. So why
should commuter passengers have to pay these extra costs for a
landing fee because they happen to be in a small plane, because
you can’t get a large plane to service their small town.

Mr. Kaun. Well, I suppose there are at least three answers. One
reason is that a commuter coming in on a small plane who delays
and causes congestion to 200 people in the large plane really costs
more, is imposing more cost on society. Why should a candy store
that wants to locate at who knows where—18th and G or in
Georgetown—have to pay a rent that is so very, very high? Well,
the reason is that that space is very valuable. That’s part of the
economics.

The second is, however, that in the case of Boston, they quite
wisely introduced a program like the essential air services pro-
gram. They exempted from the higher fees a certain number of
flights per day from small communities that were covered under
the essential air services program.

Third, however, you may find people in Maine having to go to
some intermediate stop where they will be joined by people from
Vermont and New Hampshire to get in larger planes at the cost of
some greater inconvenience, in order to economize on the use of
space which is very valuable space. I didn’t make the fact that that
space is valuable, but it is valuable and we have to make the most
efficient use of it.

Representative SNxowe. It has become valuable because we
haven’t expanded the airports or the numbers.
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Mr. KanN. 1 agree enthusiastically. But you can’t expand in
Boston. The people in Boston will not permit that additional
runway. So what we have to do is encourage expansion at Worces-
ter, which Massport was trying to do.

Representative SNowk. That’s what they were trying to do
except, then, where do you go from Worcester?

B Mr. KauN. You could conceivably go to large planes and go to
oston. :

Mr. WaiTE. Mr. Kahn, correct me if I'm wrong, but I thought
that there was at least one moderately sized flaw in the Massport
pricing scheme, in that it was not sensitive to time of day consider-
ations. The kind of pricing notions that Fred Kahn has described
ought to have a time of day component, because a landing slot is
much more valuable at 9 in the morning or at 6 in the evening
than either at 6 in the morning or at 9 in the evening.

4 Mr. KanN. Absolutely correct. It was a ridiculous thing to have
one.

Mr. WHITE. And that could have eased some of these commuter
problems, if there had been time of day pricing, so that a commut-
er plane or a private plane coming in either at 6 in the morning or
1 in the afternoon would pay less than coming in at 9 in the morn-
ing.

Mr. KauN. Yes, and observe what that would do in addition.
Larry White is, of course, perfectly right about that. But it would
have helped the discretionary people on personal travel. The busi-
ness travelers who want to get into Logan at the busy hours would
have had to pay the high fare. I don’t feel sorry for them. But the
personal travelers would then have had this option which they are
enjoying in the country at large of traveling offpeak at less con-
gested times so they can get bargains.

Representative SNowE. Thank you.

Representative HaAmiLToN. Congressman Solarz.

Representative SoLarz. Thank you very much, Mr. Chairman.
I'm sorry for having come in a little bit late so I missed the testi-
mony.

I'd be interested if each of you could let us know, recognizing the
complexity of this question, what you consider to be the two or
three greatest successes of deregulation as well as the two or three
greatest failures in terms of their impact on the consumers, why
you think the successes were successful and why the failures were
failures?

Then, based on that, could you tell us what remains on the
agenda of deregulation and what other candidates you personally
believe should be subject to deregulation? Or have we completed
your agenda?

Mr. KaHN. Well, maybe I should have Darius Gaskins speak first
because it seems clear, unequivocally clear, that the trucking de-
regulation has been an enormous success and he describes that
very eloquently, and in the case of railroads as well.

I think in terms of topic rather than industry that the over-
whelming successes have been in terms of unleashing price compe-
tition and bringing people of modest means in airlines. It’s not visi-
ble in trucking but it’s probably much more important in trucking.
The benefits of price competition, No. 1.
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No. 2, the pressures of competition, as well as the relaxation of
all the restrictions on where you might go and what you might
carry and what you might not carry, leading to a reformulation of
operations. The hub and spoke system, for example.

The failure of regulation to have perceived the efficiencies of the
hub and spoke operation is one of the most eloquent testimonials to
the weakness of government planning.

So productivity improvement I think would be the second.

Probably the third would be offering customers a much greater
variety of options, of kinds of services. I mentioned discount broker-
age as just one example of that kind of thing. If you're willing to
make your plane reservations in advance, if you're willing to stay
over a weekend, if you're willing to put up with crowded seating
and longer lines, you get bargains. Ninety percent of the travelers
get bargains.

When I was chairman of the CAB the fare between New York
and California was $430 roundtrip and that’s what you paid. That’s
well over $850 roundtrip in today’s dollars. There are people who
pay more than that, but they are a small minority of the travelers.
Most people are paying much less than $850.

Very briefly about the others. I don’t see major new areas on the
agenda. I do think that further financial deregulation in terms of
opening up competition is desirable. I don’t see any reasons why
banks shouldn’t be in the insurance business, just as retail stores
are in the banking business, or in real estate brokerage business.
We’d have to maintain separations to see to it that when they sell
you a house they don’t tie it in somehow with the fact that you
take a mortgage from them. We can stand a good deal more compe-
tition of that kind in financial markets generally. But in some con-
siderable measure—I may have missed one, now that we have de-
regulated natural gas in the field. I can’t think of any major areas
that we should be opening up.

But cleaning up in terms of having the Government do the
things that it has not been doing that all of us have been outlining
in our testimony, there’s still a major job to be done.

Representative SoLarz. You see no failures, no instances where
deregulation produced unwanted consequences?

Mr. Kaun. One example. I do not call it a failure, but certainly
in the public’s mind, since something like the end of 1983 in real
terms—that is adjusted for inflation—the price of long distance
telephone calling has gone down more than 50 percent. The aver-
age residential telephone—not bill because that includes long dis-
tance calling—I mean the price of basic residential local service in
real terms has gone up about 23 maybe 25 percent.

Now, whereas, the income distributional consequences of deregu-
lation in the airlines has clearly been favorable—all sorts of people
are traveling today, people you don’t like to sit next to, but that’s
all right. They probably don't like to sit next to me.

Mr. WHITE. You haven’t been on the New York subways if you're
worried about that.

Mr. KaHN. So I think it’s clear the income distributional effects
of airline deregulation have been a kind we would approve of.

In the case of telephone service where we had for decades been
subsidizing the basic residential charge in order to promote univer-
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sality of service, the people who don’t make many long distance
calls probably have an increase in bills.

Now as an economist, I don’t think that’s a failure. I look at uni-
versality of service. Only 37 percent of households had telephone
service 45 years ago. Today, it’s 93 percent and it continues to go
up even in the last 3 or 4 years. The great majority of States now
have programs in which they help low-income families with their
telephone bills. That’s great. The way to take care of it for people
with low income is to help them directly.

Representative SoLarz. Let me just note for the record there’s
nothing wrong with people who ride the New York subways.
[Laughter.]

Mr. WHITE. I do it all the time, but there are times when the
people next to me—I mean if Fred Kahn is worried about people on
airlines——

Representative SoLarz. Would the rest of you like to answer?

Mr. Gaskins. I would comment that the deregulation of surface
transportation, rail and trucking, has been a terrific success and a
whole range of numbers has been generated about what it’s worth,
but probably the best study I think has been done by Cliff Winston
and he estimates that it saves the Nation about $22 billion a year
because of deregulation of surface transportation. That is a very
large number.

One other success that Fred Kahn did not mention I think was
equally as important if not more important to the economy was de-
regulation of oil prices. Because if you remember where we were
with our attempts to regulate oil prices in the 1970’s and the prob-
lems that was creating in terms of corruption in some instances
and gas lines in other instances and just a screwed-up economy, de-
regulation was a tremendous success. And it’s interesting after we
deregulated oil prices the oil market started to behave a whole lot
better as far as consumers were concerned and we now have a situ-
ation where oil prices are much more moderate than anyone would
have anticipated in 1979, for example.

In terms of areas that we need to deregulate further, I'd like to
shift the focus a little bit. I think that we have some major prob-
lems facing us on the environmental side where we will continue to
have to regulate the economy in significant ways because of envi-
ronmental problems. I would not call for deregulation, but I would
call for increased use of economic incentives to achieve environ-
mental objectives. I think there’s a lot to be learned in how we at-
tempt to solve these environmental problems. The Government is
going to have to do it. There’s going to have to be some sort of reg-
ulatory scheme, but I would hope that we’re a little smarter about
it than in the past and I must say that I see what the Congress is
attempting to do with the Clean Air Act and particularly with re-
spect to the acid rain question and I think they are doing a much
better job in 1989 than they did in 1977 because of their increased
reliance on economic incentives to achieve their objectives. That’s
going to be an important problem area that will be with us for the
next several decades.

Mr. WHITE. Going last, one has the disadvantage. They used up
all the good lines. I had written down here stock brokerage, truck-
ing, oil, natural gas as my four unquestioned success stories.
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Failures: Clearly, as I indicated in my prepared statement, the
savings and loan economic deregulation, which was not accompa-
nied by the necessary increase in safety and soundness regulation,
must be judged overall as an extremely costly failure. It was a fail-
ure not because of the economic deregulation, as I indicated in my
prepared statement. That was the right thing to do. But it needed
to be accompanied by stepped-up safety and soundness regulation,
and that wasn’t done until far too late. The barn door needed to be
closed, but it was closed after an awful lot of horses had escaped.

What's still to go? I would echo what my two colleagues on this
panel have indicated—more economic deregulation of banking and
thrifts, accompanied by the proper stepped-up safety and soundness
regulation. I think Darius Gaskins’ point about increased use of
economic incentives in environmental regulation is terrifically im-
portant.

But I can offer at least four other areas. One is ocean shipping,
where we still have the heavy hand of regulation impeding effec-
tive competition.

Second is areas of local regulation of potentially competitive
markets. Congressman, you are familiar with the New York taxi
market, and that is a tightly regulated area. As you are well
aware, just recently the taxi and limousine commission had the op-
portunity to add 400 more taxi medallions to the supply of taxi
services, accompanied by an effort to provide more service to the
outer boroughs. The proposal was killed. That is a market that ba-
sically is competitive. There may be congestion and pollution prob-
lems, but they are properly dealt with by economic incentives, not
?y restricting the supply of taxis and inefficiently regulating their
ares.

A third area would be the use of the spectrum in telecommunica-
tions, and that—again—needs a combination of deregulation and
proper use of pricing. Just as is true for airplane landing slots, the
spectrum is a valuable resource, and it needs to be priced appropri-
ately. It is not so priced today.

The last area would be wholesale electricity pricing. That should
not be confused with the local retail distribution of electricity. That
is a local monopoly and does need to be regulated, as is true for
local telephone and for local water and natural gas. But wholesale
electricity is potentially competitive and could be priced competi-
tively. There may have to be some structural changes like separat-
ing retail distribution from generation, but that is an area that
could be sensibly deregulated if it were accompanied by the right
structural changes.

Representative HaAMILTON. Congressman Upton.

Representative UproN. Mr. Chairman, I also apologize for being
late. Three 10 o’clock appointments can be tough to make.

I think all of us here would certainly accept that airline deregu-
lation has been good for the traveling public, that its successes are
really tremendous. Safety has actually been improved.

I'm interested in comments from all three of you with regard to
some action that the House Public Works Committee took yester-
day by passing legislation, that may be on the House floor as early
as next week, which would allow the Department of Transportation
to block LBO’s of the airlines. The White House has threatened a
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veto on this legislation, despite the fact that Secretary Skinner
seemed inclined to support it only 2 days ago.

As we’ve seen the number of major carriers really diminish now
from probably 20 or 25, 10 or 20 years ago down to 7 or 8 today,
would this legislation be good or bad for the traveling public? Also,
what are your thoughts with regard to airlines having special rules
that other sectors of our economy don’t? I'd be interested in com-
ments from all three of you.

Mr. KauN. I guess if it’s airlines I have to go first. The funda-
mental conception behind economic deregulation was that the air-
line industry should really not be treated any differently from in-
dustries generally, except to the extent that we need direct inter-
vention in regard to safety, for example. Never deregulate safety.

That colors my attitude toward special legislation with respect to
LBO’s in the airline industry. I'm troubled about the LBO phe-
nomenon in industry generally and I think by far the most impor-
tant thing that Congress can do is to eliminate the distortion in the
tax laws that makes LBO’s profitable when they might not other-
wise be profitable—the whole question of the differential tax treat-
ment of debt and equity. And I would love to see that applied
across the economy generally.

Beyond that point, I believe that the concern about airline safety
is best taken care of by seeing that the FAA has an adequate
budget. By the way, that suggests to me a very strong possible de-
sirability of taking it out of the Federal budget, perhaps even pri-
vatizing the air traffic control operations, and see that they are
funded with user taxes. But the whole hypothesis—and it's clearly
the case with trucking as well—the way to take care of safety is to
enforce safety. Pull those trucks off the road and have random
roe:ldside inspections. The evidence is very clear that that’s the way
to do it.

So I guess I tend to be hostile to the notion of separating out the
treatment of airline LBO’s from other LBO’s. I think the funda-
mental hypothesis is wrong.

That does not mean that I have not been very much concerned
about the-takeovers. I must point out right away on this question
of concentration of the airline industry, the concentration at the
national level is marginally higher than it was under regulation.
The trunk carriers had about 88 percent or 87 percent of the busi-
ness under regulation. Now there is a smaller number of them and
they have about 93 percent. But concentration market by market
has gone down. On average, we definitely have more carriers per
market now per route than we had before.

Representative UproN. But wouldn’t that diminish if this legisla-
tion was vetoed?

Mr. Kann. I would say it has nothing to do with LBO’s. Just tell
the Antitrust Division to do its job. An LBO by KLM of Braniff, to
take an extreme case—they probably will not thank me for saying
this—I don’t care if they own 100 percent of it. I think it would
serve the cause of competition and they would have a motive for
. doing so if they could fly nonstop between Kansas City, which is
one of Braniff’s hubs, or Orlando, which is another one of Braniff’s
hubs, and Amsterdam, both of which cities have petitioned the De-
partment of Transportation to be permitted to have nonstop inter-
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gational service. It would help revivify competition in the United
tates.

So the critical question is not, is it an LBO? The critical question
is, is it pro- or anti-competitive? And that, by the way, leads me to
another answer that I should have thought of to Congressman
Solarz’ question. Protectionism is a form of regulation which is sup-
pressing competition and our xenophobia about foreign airlines
having a piece of the American pie may be hurting domestic travel-
ers. If KLM would take over Eastern or would take over Braniff, 1
think we would have a preservation of competition and they would
have a motive to do so because it would give them international
feed. So I'd like to see deregulation of steel quotas—I'm sorry about
Indiana—but there are areas in which we should be deregulating
in that respect. Perhaps that’s enough for a start.

Mr. Gaskins. I would only add to that, Congressman, because I
essentially agree with Fred Kahn in all respects with respect to
LBO’s and airlines and other transportation industries, I would
also comment that the market seems to move pretty quickly to
solve the problem. So with some luck you don’t need legislation.
The bloom is off that rose.

Mr. WHITE. Once again, all the good lines have been taken.

As Fred Kahn was saying it, about 5 seconds earlier I had said to
myself, allow an airline not only to take over existing domestic air-
lines but to offer service de novo. If KLM wanted to fly between
Syracuse and New York and just establish new service, I see no
reason to prevent it from doing so.

Mr. KauN. Or maybe go into Ithaca.

Mr. Wurte. Yes. This is just blatant protectionism. We rail
against protectionism when we see it abroad. The Japanese at the
moment are a favorite target. But keeping foreign airlines out of
the domestic U.S. market is exactly the same kind of protection-
ism, and it is anticompetitive. It is a major deregulation effort that
still needs to be done.

The other point that Fred Kahn mentioned is to have the Anti-
trust Division do its job whenever mergers among airlines are pro-
. posed. There are at least two major mergers over the past 4 years

that, had the responsibility been the Antitrust Division’s, rather
than the Department of Transportation’s, wouldn’t have gone
through or would have gone through in a much less anticompeti-
tive fashion. As everyone knows, the Department of Justice op-
posed the combination of TWA and Ozark and opposed the combi-
nation of Northwest and Republic Airlines. I have talked to my
academic friends around St. Louis, I talked to them in Ann Arbor
close to Detroit and in Minneapolis. They will tell you the details
of what has happened to competition since those mergers. The
Antitrust Division in the last few months has been showing re-
newed vigor with respect to scrutiny of mergers in the airline in-
dustry. They opposed the transfer of gates from Eastern Airlines to
USAIR in Philadelphia. That was a sensible thing to do. And they
stopped the merger of the airline reservation systems of Delta and
American; again, that was the sensible thing to do.

So renewed, vigorous antitrust—and if only it had been in place
4 years ago—would be welcome.
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Mr. KauN. There are two other issues that are going to come to
Congress. May I just mention them?

Representative Upron. My time is expiring and I wanted to ask
one quick question and get a quick response.

I remember that back in the Carter days, Mr. Kahn, you were
encouraged not to use the term ‘“recession” and I think you re-
placed it with the word “banana.” And I'm curious to know if you
see a “banana’ on the horizon now; and if not, what type of fruit
would you describe?

Mr. Kann. I should point out for the record that I got a letter of
protest from the president of United Fruit and I responded that
henceforward I would use the word kumquat. [Laughter.]

This is not the area of my expertise. I think it is amazing how
few signs there are of recession. It's not out of the question that we
will not have a recession in the foreseeable future. I don’t think
people are generally aware that in the last 45 years the average
length and depth and severity of recessions or depressions has been
less than half what it was in the preceding 45 years, and even if
you leave out the Great Depression of the 1930’s, we have clearly
moved, for a great variety of reasons, in the direction of a stabler
economy.

In the 1960’s we almost managed—indeed, we had the longest re-
covery in history, but had it not been for the upsurge of the Viet-
nam spending and the failure then to control the money supply we
might have had an indefinite extension of that recovery. Most of
the signs—there has been an abating of inflation slightly. There
has been a shift from consumption-based recovery to business ex-
penditures on plant and equipment export led. There are a lot of
things that are quite healthy in the present situation.

We can sustain a 2.5 percent rate of growth keeping unemploy-
ment around the 5 percent range. Well, any economist would give
up his professional credentials to give such an optimistic state-
ment, but there’s no clear sign that a recession is inevitable.

May I mention those two other cases because they are to come
before Congress. One is the question of what to do about the contin-
ued restraints on the Bell operating companies and their ability to
go into information services and that sort of thing. It’s not an easy
issue because they clearly did violate the antitrust laws and there
clearly is a danger of the abuse of control over the local monopoly
bottleneck to inconvenience or make it difficult for other people to
compete with them, but there is clearly an economic growth dimen-
sion of this. The fact that I think almost everybody agrees that the
growth of the United States in competitiveness does depend very
critically on the full exploitation of telecommunications computing
technologies and that probably means fiberoptics to the home as
well as digitalization of networks and a plausible case can be made
that continuing to keep the wraps on the telephone companies,
which in many ways with their own switches which are computers,
ought to be encouraged to go into that and that there ought to be
other ways of protecting against unfair competition. Congress is
going to face that. This is not a criticism of Judge Greene. He’s en-
forcing the antitrust laws.

The other closely related one is whether the telephone company
should be permitted to go into cable and it’s very closely related.
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Now that we’ve deregulated cable, it's an interesting question as to
why they should be insulated from this competition, particularly
when if you can get the bringing of entertainment to the home as
your anchor tenant in a sense that may make feasible the exten-
sion of fiberoptics to the home which may be one of the next major
items on the national agenda.

So here again, there’s a kind of protectionist regulation which we
clearly ought to be reconsidering.

Representative Upron. Thank you.

Representative HamiLron. Why did we ever regulate the truck-
ing industry if the advantages of deregulation are so good?

Mr. Gaskins. Well, you have to remember when we did that,
Congressman. That occurred in 1935 at the depths of the Great De-
pression. There are various views on why it happened, but clearly
at that point in our history we had lost a lot of faith in the market
system to perform very well. We were running around imposing
lots of changes on our economic system.

It’s also true that truckers had become more obvious competitors
to railroads and one school of thought is that the railroads reached
out and said, “Well, we have to be protected from these guys and
therefore they should come under the same kind of regulatory um-
brella that we do.”

Mr. KanN. And the railroads did lobby very actively for the con-
trol of trucking for precisely that reason.

Mr. Gaskins. What I think is really important to remember
when you ask why it happened, to think about what the attitudes
of politicians and the——

Representative HamiLtron. How much regulation of the trucking
industry remains?

Mr. Gaskins. There’s very little at the Federal level. Tariffs have
to be filed. There are some consumer protection functions that the
ICC looks at. At the State level it’s still quite onerous in some in-
stances. Texas has tight controls on entry. The State of Washington
still has rigorous controls and I understand California is going
through a battle now to try to deregulate their trucking industry.
So you have State regulations.

Representative HamiLton. We get a lot of complaints from
people about that, too. In other words, you have a variety of State
regulations, not uniformity, and this causes a lot of extra burden to
the trucking industry. Is that a valid argument?

Mr. Gaskins. I think it’s a valid argument.

Representative HAMILTON. How do you deal with it?

Mr. Gaskins. You have to trade that off against the concern
about allowing the States to control commerce within their bor-
ders. But my view would be that we’re a nation and interstate com-
merce is very important and these are inhibiting factors.

Representative HamiLTON. There are different weights permitted,
for example. Is that correct?

hMr. GaskiNs. That's a separate issue, but that’s an issue
that’'s——

R(;presentative HamiLron. That arises because of State regula-
tion?

Mr. Gaskins. Yes. And it’s a burden.
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Representative HamiLron. You think we ought to have things
like uniform weights, for example? That would make it a much
more efficient industry, right?

Mr. GaskIns. Yes, sir.

Representative HamiLron. Why has deregulation of railroads
been much less complete than deregulation of trucks?

Mr. Gaskins. Because on the surface railroads clearly had a dif-
ferent competitive relationship with their shippers than trucks did.
Trucks were ubiquitous in the American economy. Highways are
everywhere. You can literally, except for the regulations, you could
take a truck almost anyplace and any shipper that has a loading
dock can have any truck pull up to it. The same is not true in the
railroad industry and there was and has been for 100 years concern
that without some regulatory regime railroads would exploit those
shippers who are highly dependent on rails.

Representative HamirToN. Do you favor going to deregulation of
the railroads, for example, to the extent that we’ve gone to deregu-
lation in the trucking industry?

Mr. Gaskins. 1 would predict that we will do that sometime in
the next 10 or 20 years. We will do that if, and only if, the shippers
decide that they no longer need the protection of regulation. But
they’ve learned a lot since 1980 about what really goes on.

Let me give you a couple of examples just to show you what hap-
pens.

One of the most captive markets that we perceived was the pro-
duction of soda ash, trona, from the Green River area of Wyoming
served by a single railroad. The nearest rail competitor was 207
miles away and it appeared that that was a monopoly if there ever
was one and without regulatory protection shippers had no alterna-
tive. Well, after the passage of the Staggers Act, railroads devel-
oped different ways of competing. What happened in that particu-
lar market was the railroad that was 207 miles away developed a
trucking reload operation that hauled trona 207 miles by truck and
they penetrated that market—I think they have about 10 percent
of that market.

Well, it isn’t that they hauled all the trona, but the competitive
spur served to moderate those rates and anybody in that market
now discovers, well, maybe we don’t need government regulation to
protect us. Maybe this rail-truck alternative is an effective protec-
tor of our interests.

The same kind of thing happens with reload operations with
lumber products in Oregon and Washington. So as you experience
a more competitive environment things occur to people that they
didn’t think about before. We're going to get complete deregulation
of railroads eventually when shippers say, “Look, the market is
taking care of us. We really don’t need the ICC anymore.”

And it’s interesting that the cases before the ICC have dimin-
is}éed dramatically. There are very few rate cases before the 1CC
today.

Representative HamiLToN. If you had deregulation of the rail-
roads, would you have all the good things happening that you've
had with deregulation of the trucking industry?

Mr. Gaskins. No, sir. You need more than that. I pointed that
out in my prepared statement. The problem that the railroads have
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is that they have some cost burdens that are special and you have
to change the laws. You have to change the Railroad Labor Act.
You have to change the act that controls their liability compensa-
tion. You have to do something about railroad retirement.

Representative HAMILTON. Do you favor those changes?

Mr. GaskiIns. Absolutely.

Representative HamiLToN. Do all of you favor those changes?

Mr. KanN. Yes, we do.

Mr. WHITE. Yes.

Mr. KanN. But we’re not running for office.

Representative HamiLtoN. You'd better be careful there, Mr.
Kahn. You're getting into very dangerous territory. [Laughter.]

So we’d all be better off if you didn’t have these things that
you're talking about—the labor law, controlling wage and benefit
negotiations, a mandated retirement system and the compensation
system? And that’s the general view of economists, I presume.

Mr. GaskiNs. Yes, sir.

Mr. KanN. Absolutely.

Representative HamiLToN. Should we think of the trucking and
the railroad industries as separate industries or should we really
look at them——

Mr. Gaskins. I don’t think shippers think about them as sepa-
rate because they’ve become closely integrated, they are part of the
distribution system and when you think about alternatives and you
try to define a market you have a rail alternative and you have a
truck alternative and you have a combination alternative in many
instances. So literally when you try to make judgments about the
markets, I think you have to think about them together.

Mr. KaunN. But that will differ from market to market. I agree
with Darius Gaskins that the captivity of shippers is probably di-
minishing, but I was involved for quite a while in the issue of
people producing coal in the Powder River basin and trying to de-
liver it primarily to the utility companies in the southwest and
until CNW came in they were dependent exclusively on Burlington
Northern and trucks were not an available alternative for them.
These were hauls where it was at least 800 miles to the nearest
barge point.

So I would want to retain the look at markets to see where there
is still monopoly power.

Representative HAMiLTON. Well, does that mean that we ought to
tl_'lin‘l)( about doing away with the Interstate Commerce Commis-
sion?

Mr. Gaskins. Well, I would say that if shippers are convinced
that the system works well enough without the Interstate Com-
merce Commission in railroads, then you’d have no use for the
agency because their functions in trucking regulation are very
minimal.

Representative HAMILTON. Your test seems to be the shippers all
the time?

Mr. Gaskins. They're the people who have to deal with the con-
sequences and I'm not really interested in abolishing an agency
until the people that deal with it every day say we don’t need them
any more.

Representative SNowe. Would you yield, Mr. Chairman?
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Representative HAMILTON. Sure.

Representative SNowe. On this point of railroad deregulation.
We had another experience in Maine—I don’t know if you're famil-
iar with Gilford Transportation.

Mr. Gaskins. I've heard of it.

Representative SNowke. I don’t know how they took a perfectly
good, profitable railroad like Maine Central Railroad and essential-
ly let it deteriorate in all respects. As you know, they've had a
labor-management fight and so on and so forth as they tried to cir-
cumvent their agreements.

But the point in all this is that Gilford Transportation took
Maine Central Railroad, and Dover and Hudson, and Boston and
Maine. Maine Central happened to have been a profitable oper-
ation, and obviously it has some serious problems as a result of
what they’ve been trying to do. So it seems to me they’ve tried to
get bigger, not necessarily better, nor have they enhanced the serv-
ice or the railroad itself.

Mr. Gaskins. I think your characterization of that is correct. Un-
fortunately, many of the mergers that occurred in the rail industry
after 1980 didn’t work out as well as people hoped because it turns
out it’s real difficult to marry various properties and manage them
effectively. In the case of Maine Central it was more profitable
than other railroads in the northeast, but railroads in the north-
east are all in trouble. The reason is that none of them have
earned their cost of capital for decades and even the relatively
healthy railroads have long-term problems and the long-term prob-
lems go to their labor costs and some of these other cost burdens I
mentioned.

So I can’t say that even without the Gilford merger that you
wouldn’t have had severe problems in the State of Maine. But it is
also true some of these mergers haven’t worked out real well and
there have been some real problems because it turns out all eco-
nomic benefits are not there and a lot of costs pop up that you
were unaware of when you consummated the merger.

Representative HamiLTon. Mr. Kahn, you're familiar I guess
with Mr. William G. Shepherd’s writings.

Mr. Kann. Yes, I am, very well.

Representative HAMILTON. Then let me just quote a paragraph or
two from him with respect to airlines. “Taken together, the indus-
try’s concentration, hubbing, entry barriers and reservations sys-
tems have reduced competition. The industry is now a complex,
tight oligopoly with high dominance in many markets but mingled
with competition on some major routes. Most of the industry is not
effectively competitive.”

Mr. KaHN. I took the precaution of bringing down with me a
copy of a long letter that I wrote to Professor Shepherd. We're
friends. He’s at the University of Massachusetts. He had sent me
the manuscript of this chapter in advance. Here’s one example—
“you surely give inadequate recognition to the fact that last year
91 percent of all travel was on discount tickets and that’s saving
travelers about $10 to $15 billion a year.” As I say, I respect Profes-
sor Shepherd. He is a very ardent advocate of antitrust policy, as I
think I am. And we are in total agreement that there have been
severe derelictions.
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Representative HamiLroN. We have eight major airlines that
control 90 percent of the traffic and there is more concentration
than we had under regulation.

Mr. KauN. That’s right. But you had about 13 controlled, 87 per-
cent, under regulation, so there’s not a tremedous difference. But
you look at how many airlines there are between Dallas-Ft. Worth
and Las Vegas, for example, back in 1977 or 1978 there were two. I
believe now there are seven or eight. What has happened here and
also in trucking where concentration increased at the national
level is that they now invade one another’s markets. American Air-
lines has come in and built a big hub at Raleigh-Durham and
Nashville. United Airlines has built a big hub at Dulles. They've
moved into one another’s markets and that’s why you find that the
number of markets served by a single airline or by two airlines has
gone down very, very sharply.

Representative HAMILTON. So you would expect to see more com-
petition developing as these major airlines invade one another’s
hubs, is that it?

Mr. KanN. Absolutely. It has indeed developed. The industry is
unquestionably far more competitive now than it was under regula-
tion. That does not mean that there are not some maybe 10 percent
of the travelers in isolated communities who begin and end their
trips at a hub dominated by one or two carriers. I'm not worrying
about Boston to Phoenix. You can go between Boston and Phoenix
over probably eight different hubs and be served by eight different
airlines. But if you're in Pittsburgh and you begin in Pittsburgh
and want to go somewhere and if not to the hub of another carrier
and you want to come back to Pittsburgh, then you are stuck.

Representative HamiLton. How about other factors like the pace
of innovation in the airline industry? Is that as good today as it
was under regulation?

Mr. Kann. It’s a little bit hard for me to say. There’s no question
that competition has forced all sorts of marketing and organiza-
tional innovations. The hub and spoke is a tremendously powerful
innovation which makes it possible for it means bigger planes be-
cause they feed traffic into the hub. It makes it possible for them
to have fuller planes and it makes it possible for them to offer a
wider menu of destinations via the hub. That’s why the Brookings
study concluded that the major beneficiaries of deregulation were
business travelers because of the greater convenience of scheduling.
That has been a very powerful innovation. The frequent flyer pro-
grams are a tremendously powerful marketing innovation.

Representative HAMILTON. Your argument is that the pace of in-
novation has quickened?

Mr. KasN. Undoubtedly true, but it’s hard for me to——

Representative HaMILTON. What about safety? You had a state-
ment that safety was better.

Mr. KAHN. Accident rates are down about 35 or 40 percent com-
pared with the prederegulation period. That’s not because of de-
regulation. It'’s simply that we've had a long-term improvement in
the technology. That's where a lot of the innovation is occurring.

Representative HamiLToN. Do air carriers today have fewer in-
centives to operate safely in a deregulated environment or do they
have more incentives to operate safely, or isn’t it a factor?



94

Mr. KauN. Well, I'd say if there’s any change, they have more
incentives simply because if you have a series of accidents you're
likely to be out of business and your people have available to them,
on average—and that’s in small towns as well as big ones—more
carriers available to come in. But we don’t want to rely exclusively
on those incentives. We rely on the FAA and scrutiny of safety.

All 1 say is that the record seems to show that we can have all
the safety we want without having to go to restriction of competi-
tion.

Representative HamiiTon. If I may quote Mr. Shepherd again,
“service has deteriorated in virtually every dimension. Most longer
flights now require two separate legs with a transfer to a hub. That
lengthens time involved. It doubles the number of landings and
takeoffs and it increases the passenger’s burden in making connec-
tions. Inside the plane there is more crowding. Space is more
cramped. Generally, the level of amenity has descended toward
that of bus travel. Also, the frequency of flight cancellation for
reason of profit has risen.”

Mr. KAHN. There is no evidence of that whatever. Everybody be-
lieves it.

Representative HamiLToN. Evidence of what?

Mr. KanN. There is no evidence that the number of cancellations
either has increased or that it is because of profit. When I was
Chairman of the CAB, I used to get complaints all the time that
the airlines were canceling because of profit. I would like to know
if it is true because that would be a pertinent—that would be the
kind of thing the Government should step into because that is de-
ception.

If an airline says you have a reservation on a flight that is going
to go out and it cancels the flight for reasons not beyond its con-
trol, the Government ought to be stepping in and slapping them
down. That is lying just as much as if you have misleading adver-
tising.

But there is no evidence that that is true.

I beg your pardon for interrupting.

Representative HamiLroN. No, that is all right.

Mr. KauN. But, I fully concede that you have more delays and
you have more crowding, and it is because of the fact that we are
offering people bargains, necessarily poorer quality of service.

By the way, it is not true that we have substantially worse con-
nection problems. People—there is a great improvement in con-
necting on a single carrier, from one flight to another of a single
carrier, than going from one carrier to another because if you have
traveled you know perfectly well the chances of your baggage not
being lost and the airline holding up the plane for connections are
greatly increased. Interline travel transfer, which used to be some-
thing like, I think, 35 percent of all transfer, is down to about 1
percent. You have had an enormous increase in transfer on the
same airline.

But a lot of what Mr. Shepherd says is true. A lot of it is a neces-
sary consequence of deregulation. A lot of it is the result of the fact
that the Government hasn’t done its job in the ways that I have
described.

Representative HaAMILTON. Yes.
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Well, gentlemen, I am running out of time. They have a bill on
the floor that I am supposed to have a role in, and I am going to
have to go over to that.

I did want to hit this local cable television business.

Do any of you have a comment about the status of regulation of
local cable television?

Mr. Kann. I was slightly involved. I was asked to testify in favor
of the deregulation and refused to do so.

113)epresentat:ive HamiLToN. Is that because it is a natural monop-
oly?

Mr. Kaun. Well, it may be a natural monopoly. Whether or not
it is natural we will never know as long as we keep the telephone
companies out because they are the logical competitor.

So don’t get me wrong. I don’t think it was a heinous thing to do.
Television does compete with over the air, and if you have a lot of
over-the-air signals available maybe it is not worth regulating, but
certainly we ought then to make sure the franchises are not exclu-
sive and probably we ought to be permitting the telephone compa-
nies to come in and challenge them.

lRe‘;)resentai:ive HamirroN. Do you favor auctioning gates or
slots?

Mr. KaHN. Yes, I do.

Representative HamiLTON. You do.

Mr. KaHN. Or as an alternative charging proper fees.

Representative HamiLtoN. Yes, and I suppose that, too, would be
a view economists would adopt generally?

Mr. KanN. Yes, absolutely. No question.

Mr. WHIrTE. It is a scarce resource, Mr. Chairman.

Representative HamiLToN. Now, how do you all feel about gov-
ernment intervention to protect America’s competitive position in
the world by promoting particular technologies—high definition
television, for example? Is that a good thing for us to do?

Mr. Gaskins. I have had some experience looking at research
and development in the energy sector where it is driven by govern-
ment decisions, and I don’t think the Government does a very good
job in picking technologies because the politics tend to become im-
portant, and when the politics override the science or the scientific
judgments you get bad results.

So basically I am quite skeptical about government making
major scientific or technical choices because, unfortunately, in our
system of government it is hard to keep the politics out of those
choices.

Representative HaMILTON. Yes.

Mr. KauN. I don’t think anybody can deny in principle that
there may be some technologies that are so basic and have such ex-
ternal benefits in terms of the economy at large that we ought to
subsidize them.

I mean, I think it is a matter of dismay that the Federal Govern-
ment expenditures in support of R&D, nondefense R&D, have gone
down sharply as a percentage of our GNP. I think there is an area
in which we need more government spending, but guided by the
National Science Foundation.

Mr. Wurte. And it should heavily emphasize basic, very funda-
mental research, rather than applied research.
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Mr. KauN. And not protectionism, which is the more dangerous
way of doing that.

Representative HamiLToN. OK, thank you very much for joining
us this morning.

It has been a good discussion. I would like to continue it, but I
am not able to do that, and we thank you for your statements.

Mr. WHITE. Come on up to NYU, Mr. Chairman.

Representative Hamirton. All right.

Mr. WHrTE. We would be happy to continue it.

Mr. KanN. Thank you, Mr. Chairman.

Mr. WHiTE. Thank you, Mr. Chairman.

Mr. Gaskins. Thank you, Mr. Chairman.

Representative HamiLToN. The committee is adjourned.

[Whereupon, at 11:35 a.m., the committee adjourned, subject to
the call of the Chair.]
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