PRE-REFORM ENTRY INTO THE
INTERSTATE MOTOR CARRIER
INDUSTRY:

An Appraisal

By Michael W. Pustay*

The effects of US Interstate Commerce Commission (ICC) regulation on the
allocation of resources within the interstate trucking industry has been one of the
more bitterly debated public policy issues of the past decade. Within this debate,
a hotly contested issue has been the impact of pre-reform ICC regulation! on
entry into the motor carrier industry. Proponents and opponents of motor carrier
regulatory reform have been unable to agree on whether pre-reform ICC policies
permitted reasonably free entry into the motor carrier industry or whether entry
was effectively blocked.

The passage of the Motor Carrier Act of 1980 (MCA) may have temporarily
diminished the intensity of the debate; yet for several reasons it is still of great
importance to resolve the question whether pre-reform ICC entry policy was
liberal or restrictive. First, the effects of the MCA cannot be successfully evalu-
ated till we can understand more accurately the impact of pre-reform ICC
policies. Second, as the MCA still permits the ICC some discretion over entry into
the industry, ICC entry policies are likely to be the subject of continued debate.
Recent changes in the political composition of the ICC commissioners suggest
that this debate may intensify in the near future.

This paper assesses the liberality/restrictiveness of pre-reform ICC entry policy
across different types of operating authorities. The technique used relies on a
market-determined measure of carriers’ a priori assessment of the liberality of ICC
entry policy. Section I of the paper reports the arguments and evidence

* Department of Management, Texas A&M University. This work was funded in part by the
U.S. Department of Transportation under Contract DOT-RC-82015. The research contained
herein does not represent the official policy of the Department. The author thanks Karen
Borlaug Phillips, Charles Cox, and Asghar Zardkoohi for their comments on eatlier drafts of
the paper. The remaining errors are solely the responsibility of the author.

1 For the sake of simplicity, the period before the passage of the Motor Carrier Act of 1980

is referred to as the pre-reform period. However, the ICC, under the chairmanship of Daniel
O’Neal, initiated some regulatory reforms as early as 1977.

69




January 1986 JOURNAL OF TRANSPORT ECONOMICS AND POLICY

marshalled by parties to the entry debate. Section II presents a model of the
problem faced by firms considering entry. This model is used in Section III to
determine empirically firms’ assessment of the liberality/restrictiveness of pre-
reform ICC entry policy across different types of operating authorities. Con-
clusions are offered in Section IV.

I. POSITIONS OF THE PARTIES

Defenders of the ICC’s entry policies before the passage of the MCA believed that
policies were sufficiently liberal to allow the industry to function effectively.
They noted that large numbers of entries occurred each year. For example, as
Table 1 shows, in Fiscal Year 1979 (the last complete pre-reform year) the ICC
received 12,812 applications for new route authority; in Fiscal Year 1978, 9,829
applications were filed. Over the period 1976 to 1980, the percentage of applic-
ations approved rose from 69.8 per cent to 97.4 per cent.? Defenders of pre-
reform regulation argued that, in view of both the large number of applications
filed annually and the high acceptance rate, it could not be legitimately claimed
that the ICC prohibited new entry into interstate motor carrier markets.

Despite these impressive statistics, critics of pre-reform ICC regulation believed
that the ICC had effectively closed the door to significant new entry into the
industry. Thomas Moore, for example, noted (1972, pp. 41f) that under the
ICC’s entry policy potential entrants were in effect forced to demonstrate that
incumbent carriers were unable or unwilling to provide the service under con-
sideration. As most major markets already received. service, it was argued that
this policy would make it difficult for truckers to enter motor carrier markets
of any significant size. Thus these critics of regulation believed that ICC policy,
instead of allowing easy entry into motor carrier markets, blockaded entry into
major markets and allowed entry only into very small, narrowly defined markets
— for example for carrying a single good in a single direction for a single shipper.
In particular, while some limited contract carrier and special commodity author-
ities might be granted, the critics claimed that virtually no general commadity
authority was issued.

Several studies suggest that the critics were right. Sobotka and Associates
(1979) found that the vast majority of all new operating rights granted in Fiscal
Year 1979 were severely restricted in some way. Moore (1978) found similar
results in his analysis of 30 entry petitions filed in 1976.

In summary, it is clear that the ICC received large numbers of applications
each year in the pre-reform period. It approved a large percentage of these
applications, at least in part. It is also apparent that the grants of authority
issued by the ICC were oftentimes narrowly drawn. None the less, large numbers
of narrowly drawn new operating authorities might yield significant new
competition. This evidence does not create a prima facie cast either that pre-
reform ICC entry policies were restrictive or that they were liberal.

2 The monotonic increase in applications filed and applications approved over this period
reflects in part the impact of regulatory reforms initiated under O’Neal’s leadership.
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TABLE 1

Motor Carrier Operating Rights Applications for 1969—1982

Fiscal Year Number of Percentage
Applications Granted
1982 15,585 99.0%
1981 28,702 95.7
1980 22,735 97.4
1979 12,812 94.5
1978 9,829 88.9
1977 7,815 77.0
1976 6,800 69.8
1975 5,818 N.A.
1974 5,568 N.A.
1973 6,071 N.A.
1972 6,007 N.A.
1971 5,229 N.A.
1970 5,284 N.A.
1969 5,186 N.A.

Sources: ICC Annual Reports, various issues; ICC records for FY 1982.

II. USE OF OPERATING RIGHTS PRICE TO EVALUATE
ICC ENTRY POLICIES

In addition to petitioning the ICC to grant a brand new authority, carriers can
also enter a desired market by purchasing an already issued authority from an
existing carrier. There is a well-established resale market for ICC operating rights.3
The ICC must approve any transaction, but even in the pre-reform period
approval was usually forthcoming as long as the operating authority was not
dormant* and the transfer would not significantly increase the level of compet-

3 As might be expected, an institutional infrastructure has developed to facilitate the trading
of such rights. Trade journals provide the opportunity for firms to advertise their willingness
to buy or sell operating rights. Brokers and other specialists negotiate transfers and advise
firms on the market value of a given operating right.

4 Before 1977, the ICC frowned on the transfer of dormant rights, arguing that it would
increase competition on routes and so threaten incumbent carriers. In the Central Transport
Inc. — Purchase Piedmont Petroleum case (127 M.C.C. 284) the ICC relaxed its dormancy
policy.
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ition on the route. The ICC rarely interfered with the sale price agreed upon by
the parties to the contract.

A simple model can provide insights into the liberality or restrictiveness of ICC
entry policy across different types of operating authorities. The model relies on
the prices at which transferred operating rights are sold in the marketplace to
assess the market’s estimate of the ability of a carrier to secure operating author-
ity through a new entry application. This yields a market-determined measure of
the restrictiveness of ICC entry policy.

Consider the case of a carrier who wishes to enter a specific, well-defined inter-
state motor carrier market (for example, general commodities between Miami and
Washington, D.C., over interstate highway 95). He has two alternative methods
for entering the market: he can petition the ICC for new operating authority, or
he can buy an existing authority from another carrier. The carrier will seek to
obtain the authority to serve the market in a way which maximises his expected
gain from ownership of the operating right. This insight motivates our analysis.

Entry by the transfer process

Let us first examine the costs of obtaining this operating right through the trans-
fer process. A carrier attempting to secure the operating right by buying an
existing right from another carrier basically incurs three types of costs. First, it
must pay a filing fee (FF) to the ICC. The filing fee to transfer a route if no
temporary authority was involved was $700 in the pre-reform period; if a temp-
orary authority was involved, the fee was $760. These fees are incurred regardless
of the success of the transfer application. The firm must also pay fees to its
attorneys and to other professionals, such as accountants. These expenses are also
incurred regardless of whether or not the petition is successful. These professional
fees (PF) may vary, according to the complexity of the case and whether or not
the transfer petition is opposed by other carriers; but in general one would expect
the firm to be able to make a reasonable estimate of the amount of the profess-
ional fees, taking into account the likelihood that the transfer will be protested.’
Finally, the firm must pay to the selling carrier the price agreed upon. In the
typical contract the buyer will incur this cost only if the ICC approves the trans-
fer of the operating right.

Accordingly, a carrier willing to secure an operating right by means of an oper-
ating right transfer petition faces the following expected costs, £(C,):

E(C,)=FF, + PF, + P, x Price (1)
where

> We have not systematically analysed the actual level of protests, but perusal of ICC dockets
clearly suggests that most protests do not involve out-and-out warfare between the petitioning
and protesting carriers. The protests typically are designed to obtain information about the
transfer, or to force the carrier to show the route is not dormant (and these protests are immed-
iately dropped upon receipt of the information), or else they are designed to induce the buyer
to impose some constraint upon the right to be transferred to protect the protestant’s business.
The process seems to follow a routine, and the rules of the game are well known to all partici-
pants.
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FF = the filing fee,

PF = the professional fee,

P = the probability that the transfer application will be approved by
the ICC,

Price =  the sales price of the operating right, and

the subscript ¢ refers to operating rights obtained through the transfer process.

Entry through New Route Awards

The cost of obtaining the operating right through a new entry application can
similarly be defined as the sum of the filing fees and the professional fees. Since
the ICC issues the operating right at a price of zero, we need not consider a sales
price for operating rights obtained through this process. Thus the expected costs
of obtaining a right by this method can be defined as:

E(Cye) = FF,, + PFy, 2)

where C, FF, and PF are defined as above and the subscript ne refers to operating
rights obtained through the new entry process.

Gains from entry

The expected net gains, E(G,), from obtaining the operating right by the transfer
process can be written as:

E(G,)=P,Z, — FF, — PF, — P, x Price 3)

where Z, is the present value of the profit stream attributable to possession of the
operating right gained by the transfer process. The expected net gains from
obtaining the operating right by the new entry process can be written as:

E(Gpe)=PpeZye — FF,; — PFy, 4

where Z,, represents the present value of the profit stream attributable to
possession of the operating right gained by the new entry process and P, is the
probability that the ICC will grant the firm’s new entry application.

The firm’s goal is to obtain the operating right in a manner which maximises
the expected gain from its possession. The decision is based on whether

P,Z,, — FF,, — PF,, ZP,Z, — FF, — PF, — P, x Price. (5)

Let us assume initially that the present value of the profit stream earned by
possession of the right in question is the same regardless of how the right was
obtained. Thus

Zpe =Z, (6)

which allows us to drop the subscripts for Z. Let us further assume that the filing
fees and professional fees are identical for both the new entry and transfer pro-
cesses for the right in question. This leaves us with the following decision
problem:

P,.Z = P,(Z — Price). (7
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Competition among potential buyers would cause the maximum price paid for
the right to be that price for which the expected gains of purchasing the right
just equal the expected costs of the purchase. This occurs when:

ZP, — FF, — PF,
Price = ) (8)
P,

This can be shown by the matrix below.
P,Z = FF, + PF, + P, Price.

Calculation of Expected Gain and Cost of Rights Purchase
Gain Cost
If transfer application rejected (1-P)x 0 (1 — P,)(FF, + PF})

If transfer application accepted P.Z P.(FF, + PF, + Price)

Total VA FF, + PF, + P, Price

Setting (P,Z) equal to (FF, + PF, + P, Price) and solving for Price yields equation
(8).

By solving equation (8) for Z, substituting the result into equation (7), and
rearranging terms, we obtain:

FF, + PF,
P, = .
" Price + [(FF, + PF,)/P,) 9)

Equation (9) thus provides us with the firm’s decision rule for choosing the
method for entering a market. If the left-hand side of the inequality is greater
than the right-hand side, the firm will choose to file a new route application. If
the left-hand side of the inequality is less than the right-hand side, the firm will
choose to secure the route by the transfer process. As will be shown in the next
section, this decision rule can be used to assess the liberality/restrictiveness of pre-
reform ICC entry policy across different types of operating authorities.

II. EMPIRICAL RESULTS

The aim of this section is to assess the liberality/restrictivness of ICC entry
policies across different types of operating authorities. Note that equation (8)
suggests that the price paid for an operating right reflects the present value of the
profits expected to be generated by that operating right. Profits for a given
operating authority can be defined as a function of the quantity of sales generated
by the authority multiplied by the profit per unit of sales. Previous econometric
analysis indicates that profits per unit of sales can be assumed constant across
operating rights of a given type (see Pustay, 1983). Differences in profitability
per unit of sales across different types of authorities can then be tested for and
used to assess whether there were differences in the liberality/restrictiveness of
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ICC pre-reform entry policies between different types of operating authorities.

Because it is available from ICC records, the market size measure used is the
annual revenues an operating authority is expected to generate for the buying
carrier during its first year of operating the new authority. Concomitantly, the
measure of profit per unit of sales is the ratio of the sale price of the operating
authority to the revenues the purchasing carrier expects it to generate in the first
year in which he operates the authority. Note that the numerator of this fraction,
sale price, represents the present value of the profit stream, rather than the
profits generated in any one year. The nature of our problem, the relationship
between these two variables, and the availability of sales price data make the use
of sales price in the numerator both appropriate and convenient.

Sample development

To develop the sample of transfers necessary to estimate the liberality/restrictive-
ness of pre-reform ICC entry policy across different types of operating author-
ities, we examined transfer petitions for motor carrier freight operating rights
filed before the ICC from 1971 to 1979. Several criteria were used to decide
whether a case would be entered into the sample or not. The first screening device
was to determine whether the transfer petition unambiguously reported the price
paid for the right of a given type. This typically excluded transfer petitions
covering rights of more than one type. Second, because the methodology rests on
the assumption that the price of an operating right reflects the profitability of the
service, operating rights transferred between related carriers were excluded from
the sample. This was done on the ground that the transfer price might not reflect
the result of arm’s length bargaining. (Related carriers are deemed to be carriers
controlled by the same corporation or the same family.) On these criteria, a
sample of 538 cases was developed.

Empirical results

To examine whether the impact of ICC entry policies varied between different
types of ICC operating authorities, the transferred operating rights in our sample
were classified into four categories — general commodity regular route, general
commodity irregular route, special commodity, and contract carrier. Table 2
reports the mean price paid and summary statistics of size for each of the four
types of operating rights in our sample.

Because of differences in the mean size of the markets, the results reported
in Table 2 are not directly relevant to the question whether the impact of ICC
entry policies differed between the four types of operating authorities. As ex-
plained above, the revenue expected to be generated on the route can be used
to standardize for market size. Table 3 reports the weighted mean ratio between
the price at which an operating right was sold and the expected first year’s
revenues reported by the purchasing carrier to the ICC, for each type of operating
rights in our sample. (Because revenue data were not available for all the dockets,
the sample reported in Table 3 contains only 296 cases.) The weighted mean for
operating rights of type j can be produced by performing the following operation:
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TABLE 2

Summary Information on Sampled Rights Transfer Cases, 1971—1979

General General Special Contract
Commodity Commodity Commodity Carrier
Regular Irregular
Route Route
Mean price ($) 348,476 179,422 42,695 20,389
Mean origination
population 1,220,000 1,787,000 2,877,000 1,156,000
Mean destination
population 956,000 5,153,000 34,302,000 54,408,000
Mean length of haul
in miles 196 208 518 683
Number of observations 146 109 250 33
Percentage of
observations 27.1% 20.3% 46.5% 6.1%
Source: ICC dockets.
n
2 Price of Operating Rightij
i=1
Weighted Mean ; =
n
2 Revenue generated by Operating Right,-j
i=1

where there are n operating rights of the type j under consideration. Unweighted
means of this ratio could also be used; but trial runs produced misleading results
because in a few observations the ratios were extremely large, and these caused
the unweighted means of the ratios to be unrealistically large. For a more com-
plete discussion of this point, see Pustay (1983).

General commodity regular route rights sold for an average of $0.331 per dollar
of annual sales; general commodity irregular route rights sold for an average of
$0.174 per dollar of annual sales; special commodity rights sold for $0.143 per
dollar of annual revenue; contract carrier rights sold for an average of $0.085 per
dollar of annual sales generated by possession of the right.
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TABLE 3

Weighted Mean Ratios of Operating Rights Prices
to Expected First Year’s Revenues by Commodity Type

Operating Right Type Mean Ratio Number of
Cases

General commodity

— regular route 0.331 48
General commodity

— irregular route 0.174 52
Special commodity 0.143 169
Contract carrier 0.085 27

For any given price, if FF,, PF,, and P, are known, the buying carrier’s max-
imum estimate of its probability of success if it had attempted to secure the right
by a new entry application can be calculated from equation (9). This follows
because the sample consists of operating rights that carriers chose to acquire
by the transfer process. This implies that the buying carriers believed the left-hand
side of equation (9) was less than the right-hand side.

To estimate the value of PF,, we collected the attorneys’ and accountants’ fees
reported in a random sample of 52 transfer cases. These fees ranged from nil to
$18,644, with a mean of $4,541. PF, was assumed to equal this mean value. FF,
for cases involving temporary authority was $760. Perusal of the cases suggested
that P, approached 1 for a typical transfer, especially if the transfer did not cover
a dormant authority. It was thus assumed P, = 1. This assumption will cause us to
overestimate the carrier’s estimate of the maximum probability of successfully
obtaining new route authority by direct application to the ICC.

By using these values of FF,, PF,, and P,, with equation (9) and the inform-
ation contained in Table 3, one can calculate for markets of a given size the
differences by operating type in the market-determined a priori probabilities that
carriers placed upon obtaining the various types of operating authorities by the
new entry procedure.® For example, for an operating authority expected to
generate $500,000 in annual revenue, a general commodity regular route author-
ity would sell for $165,500; a general commodity irregular route authority,
$87,000; a special commodity authority, $71,500; a contract carrier permit,

6 In using this technique, an implicit assumption is made that a linear proportionate relation-
ship exists between the price at which an operating right sold and the first year’s revenue for
each type of operating authority. Regression of the price of an operating right on the first
year’s revenues expected to be generated by that right for each type of authority suggests this
assumption is reasonable. For a more complete discussion, see Pustay (1983).
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$42,500. The respective market-determined maximum a priori probabilities of
successfully obtaining an operating authority by the procedure of a new entry
application would be 0.031, 0.057, 0.069, and 0.111 for the four different
types of operating authorities. Figure 1 depicts the estimate of the maximum
probability of successfully entering a new market via the new entry procedure as
a function of market size for the four different types of operating authorities.

Because of the nature of this paper, it was thought advisable to conduct an
analysis of the sensitivity of the results to two key assumptions. The first assump-
tion tested was that PF, + FF, = PF,, + FF,,. If this equality does not hold, then
equation (9) would become

FF,, + PF,,
P, =
Price + [(FF, + PF,)/P,]

The probabilities previously calculated will then be adjusted in direct proportion
to the ratio (PF,, + FF,,)/(PF, + FF,). The second assumption is that Z,, = Z,.
Normally, obtaining a right by the new entry process requires more time than
obtaining one by the transfer process. If, instead of Z,, = Z,, it is assumed
Zne = aZ,, then equation (9) will become

PF, + FF,
a {Price + [(FF, + PFt)/Pt]}

=
P, =

If, for example, a discount rate of 10 per cent is assumed and the new entry
process takes one year more than the transfer process, a will equal 0.909, and the
probabilities will be understated by 10 per cent.

A further empirical implication of these results is that the operating rights that
carriers attempted to obtain by the process of a new entry application would
differ from the types of operating rights obtained by the transfer process. In
particular, it would be expected that motor carriers would obtain smaller, less
extensive operating rights by the new entry application process than by the trans-
fer process. It would also be expected that relatively fewer general commodity
regular route and relatively more special commodity and contract carrier rights
would be obtained by the new entry application process than by the transfer
process.

Comparison of Sobotka’s results (1979, pp. 23—24) with the information in
Table 2 is consistent with this hypothesis. In Sobotka’s sample, 1.2 per cent of
the new entry applications were for general commodity regular route service;
5.1 per cent were for general commodity irregular route authority; 52.9 per cent
for special commodity service; and 40.9 per cent for contract carrier service. The
corresponding figures for the transferred authorities in the sample reported in
Table 2 are 27.1 per cent, 20.3 per cent, 46.5 per cent, and 6.1 per cent, respect-
ively. A chi-square test shows a statistically significant difference between the
composition of our transfer sample and that of Sobotka’s new entry sample.

Entry behaviour of carriers in the post-reform period is also consistent with
our model. Unconstrained by regulatory restrictions, carriers applied for a very
different mix of authorities in the post-reform period from that of the pre-reform
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period. It is interesting that the composition of unconstrained post-reform new
entry applications reflects an average of the composition of the constrained pre-
reform new entry applications and the unconstrained (but expensive) pre-reform
transfer applications: in a sample taken after the Motor Carrier Act of 1980, 19
per cent of entry applications were for general commodity common carrier
authority and only 27 per cent were for contract carrier authority. There was
also a significant broadening in the scope of authority sought in the post-reform
period by comparison with the pre-reform period (Pustay, 1984).

These results suggest that, of the four types of authorities, entry into the
general commodity regular route portion of the trucking industry was the most
heavily restricted by the ICC’s pre-reform entry policies; that entry was somewhat
less restricted into the general commodity irregular route and special commodities
portion; and that entry into the contract carrier portion was, relatively speaking,
the most liberal.

IV. CONCLUSIONS

This analysis indicates that the liberality/restrictiveness of ICC entry policies in
the pre-reform period did vary among different types of operating authorities.
Entry was most difficult into the general commodity regular route section of the
trucking industry. Carriers recognised that it was difficult to accomplish entry
into this sector by means of the new entry application, and were therefore willing
to pay relatively higher prices to obtain these operating rights from existing
owners. Entry into the general commodity irregular route, special commodity,
and contract carrier sectors of the industry was somewhat easier; but free entry
was not observed even in these sectors. Operating authorities obtained by the new
entry application process tended to be limited in scope: imposition of operating
restrictions was the rule rather than the exception. As a result, many carriers
chose to purchase existing rights from other motor carriers rather than obtain a
right for “free” direct from the ICC.
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