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Why Private Transit Works

Free Enterprise Urban Transportation by Gabriel
Roth and George G. Wynne (Transaction Books,
1982),72 pp.

In this book, Gabriel Roth and George Wynne
identify some of the reasons why private transit
systems are thriving in various cities around
the world. The book is part of the Council for
International Urban Liaison’s series ‘“Learning
from Abroad.” Wynne is associated with the
council; Roth is an economist with the World
Bank’s Economic Development Institute.

Some of the most successful private transit
services originally developed illegally, in the
form of “gypsy” vehicles. In Hong Kong, there
has been a thriving illegal minibus system since
1933, when bus companies were granted exclu-
sive franchises to serve the busiest sections of
the colony. The black-market buses helped fill
the void during public transit strikes in 1967,
but afterwards police resumed efforts to sup-
press them. In 1969 the colony’s government
gave up and licensed them, and by 1976 they
were carrying one-third of all public transport
trips.

Even when private buses are legal, they are
often discouraged by local authorities who ac-
cuse them of clogging the streets, taking traflic
away from conventional bus lines, and concen-
trating on the most lucrative routes. In Hong
Kong, Manila, and Kuala Lumpur (the capital
of Malaysia), city officials have frozen the num-
ber of minibuses and discourage them from
using main roads. Overcrowding is a frequent
result: the Kuala Lumpur minibuses run at 125
percent of capacity during the evening rush
hour.

The authors defend private systems against
all three criticisms. Because private buses are
usually smaller and more maneuverable than
public buses, they do not necessarily worsen
congestion. That they take customers away

from municipal lines is no argument against
them either, the authors say: indeed, it is likely
to remedy the existing state of “cross-subsi-
dization.” In any case, private operators often
serve slums and outlying areas neglected by
municipal and franchise lines.

In some cities, a “route association” serves
to coordinate the private buses operating on a
particular route. In Buenos Aires, for example,
each route association is a sort of cooperative
of independent vehicle owners and serves as
the formal employer of the drivers. Members
are responsible for the upkeep of their own
vehicles. The route associations maintain strict
timetables, since “‘a bus running late tends to
pick up more than its ‘fair share’ of passengers,
at the expense of the following bus.” In Cal-
cutta the associations levy fines to discourage
lateness; sometimes the fines are paid directly
to the owner of the following bus, in an amount
proportioned to the length of the delay.

Buenos Aires is “the only known example
of a major city in which bus services were ‘de-
municipalized’ and returned to the private sec-
tor,” the authors write, and “the results are
generally considered to have been a spectacular
success.” The “colectivos,” as they are called,
developed in the 1920s as shared taxis. In 1936
and 1951 the city government established by
stages a complete municipal transit monopoly,
but by 1959 this system was losing $1.2 million
annually. Three years later it was dissolved and
its services turned over to private operators.
Now there are a total of 13,000 private vehicles
that carry 75 percent of all public transport
trips. Over the years the size of the private ve-
hicles has grown gradually to twenty-three
seats.

In Calcutta, as in Hong Kong, private buses
were legalized in the wake of transit strikes.
Today they account for about two-thirds of all
Calcutta bus trips. The private operators are
not subsidized, while the public bus enterprise,
which runs on similar routes and charges the
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same fares, receives about $1 million a month
from the desperately poor city government.

Municipal transit operators tend to favor
very large buses, which economize on expensive
labor; independent operators typically prefer
minibuses. When private operators took over
the Buenos Aires transit operation, for exam-
ple, they replaced many full-sized buses with
twenty-three-seaters. Small buses appear to
cost less per passenger than large; in San Juan,
Puerto Rico, a seventeen-seat bus costs $17,000,
while a fifty-seat full-sized bus $140,000. (In-
cidentally, the diseconomies of scale do not
stop there, the authors say: a rail car seating
over a hundred can easily cost $1 million.) One
reason for the cost gap is that smaller vehicles
are mass-produced while the larger ones tend
to be custom-built.

Perhaps more important, systems using
large buses force passengers to wait longer for
a ride—which is one of the major reasons why
riders switch to independent vehicles when
given a choice. In monopoly or monopoly-fran-
chise operations, the authors say, “planner
sovereignty” tends to win out over “consumer
sovereignty.”

Private operators gain another big cost ad-
vantage from the intensity with which they
utilize their equipment. In Kuala Lumpur, 400
private sixteen-seat minibuses carried more
passenger-miles in 1978 than 600 fifty-eight-seat
conventional buses. The average Buenos Aires
private microbus employs three persons to
carry 1.3 to 1.6 million passenger-miles per
year, or just under 500,000 per employee per
year. In Calcutta, to move to an opposite ex-
treme of productivity, only about half the mu-
nicipally owned buses are operating at any one
time; when a bus breaks down, officials must go
through cumbersome channels to obtain spare
parts. The private operators buy spare parts on
the black market when necessary.

The private lines also keep labor costs
down. Studies in industrialized countries have
found pay rates to be lower on private bus lines
than on public, the difference amounting to 10
to 15 percent in the United Kingdom and 10
percent in Australia. There are fewer rigid
work rules, so that the same employees may
combine driving at peak periods with mainte-
nance chores at other times. On private opera-
tions family members help out with many
tasks, and record-keeping is held to a mini-
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mum. By comparison, overstaffing is endemic
in the municipal systems: Calcutta employed
thirty workers per bus in 1980. Even this was a
lower ratio than the 58-to-1 for the municipal
system in Kinshasa, Zaire. Since half the mu-
nicipal buses in each city are out at any one
time, the real ratios are more like 60-to-1 and
116-to-1 respectively. In Australia, by contrast,
the ratio of employees to buses is typically 1.0~
1.5 to 1 for private operators and 2.0-2.5 to 1
for public operators. In Calcutta, incidentally,
private bus crews are paid a share of the fares
they collect; one result is that fare evasion is
near zero, compared with an estimated 25 per-
cent on the municipal lines.

The cost savings may carry over to the in-
dustrialized world as well. The authors report
a 1980 study by the United Kingdom Transport
and Road Research Laboratory which found
that private buses in Britain charged 25 per-
cent less than public buses on similar rural and
interurban routes. Their advantage consisted in
lower unit costs, rather than, for example, high-
er load factors. A similar study of three Aus-
tralian states found that private buses cost
only from one-half to two-thirds as much to
operate as public buses.

Guidelines to Nowhere

Wage-Price Standards and Economic Policy by
Jack A. Meyer (American Enterprise Institute,
1982), 80 pp.

In this work Jack A. Meyer assesses the wage-
price policies of the Council on Wage and Price
Stability during its six-year life from 1974 to
1980, especially the voluntary wage-price stand-
ards launched by the Carter administration in
October 1978. “There is no solid evidence,” he
concludes, “that {the] guidelines had any ef-
fect on the pace of wage and price inflation.”
Meyer is a resident fellow in economics at AEI
and was formerly assistant director for wage-
price monitoring at CWPS.

The 1978 Carter rules set a 7 percent ceiling
for annual pay increases in private industry
{counting fringe benefits) and a ceiling for a
company’s average price increase of at least
half a percentage point below the increase in a
1976-77 base period. The seeming simplicity of
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these rules did not last long, however. Soon
CWPS was churning out detailed guidance for
every circumstance, complete with exceptions
and appeals processes.

CWPS'’s decision to alter the standards in
particular cases led it into a process of nego-
tiation with firms and unions that, Meyer con-
tends, compromised the goals of the program
and generated inequities among different cate-
gories of workers and firms. In the bargaining
over a new truckers’ contract in 1979, for ex-
ample, “the government went well over its own
guidelines in order to obtain the appearance of
Teamster compliance (therefore avoiding a
showdown or a major setback to the program).
... The union was negotiating with the federal
government while employers were third-party
observers.”

In the twelve months before the guideline
program began, consumer prices advanced by
8.3 percent. This rate rose to 12.1 in the pro-
gram'’s first year and 12.7 percent in its second
year. Wage rate inflation, however, did not ac-
celerate as fast: unit labor costs rose 8.2 per-
cent in the year before controls, 11.1 percent
in the first year, and 10.3 percent in the second.
Inflation in hourly earnings stayed practically
level, rising only from 8.4 to 9.0 percent—which
has led some observers to suggest that the
guidelines had some success on the wage side.

Meyer uses several econometric methods
to assess these results, including some methods
used by CWPS itself. He finds “claims of a pro-
gram impact on wages to be largely illusory.
Estimates of the program’s impact on wages
are highly sensitive to the exact specification of
a wage equation, as well as to the precise time
studied.” Labor productivity and business prof-
its dropped over the period, which would nor-
mally decelerate wage gains. Nor would it be
easy to judge the program’s success even if it
had clearly managed to slow down wage infla-
tion, he says, since its costs in administrative
and compliance expense, and in scarcer and
shoddier goods and services, might prove unac-
ceptable. Furthermore, in the author’s view,
incomes policies sometimes seem to achieve
temporary but not lasting progress in reducing
inflation: the inflation rate surged after the
standards ended, similar to the “catch-up” ef-
fect observed after the end of other wage-price
control programs in this country and else-
where.

The author concludes that “a small, inde-
pendent agency [like CWPS] conducting se-
lected reviews of collective bargaining, individ-
ual price behavior, and government regulation
would have been a low-cost worthwhile unit to
keep intact.” The ultimate solution to inflation,
however, must depend on “the steady with-
drawal of the excessive government stimulus
to the economy in a credible fashion.”

Should Investors Share the Wealth?

“Corporate Control Transactions” by Frank H.
Easterbrook and Daniel R. Fischel, in Yale Law
Journal, vol. 91, no. 4 (March 1982), pp. 698-737.

Many corporate acquisitions, such as Du Pont’s
recent purchase of Conoco, have been accom-
plished in two stages. First the acquirer offers
to buy a controlling stake in the target firm at
a price well above the prevailing stock market
quote. Then, after securing 51 percent of the
stock, the acquirer merges the two firms. The
terms of the merger typically require the re-
maining minority shareholders to sell out for
a price below the original offer, although still
above the preexisting market price of the stock.
Other types of corporate transactions also af-
fect minority and majority holders differently.
Among them are sales of controlling blocks of
stock at prices that reflect a “control premi-
um,” stock repurchases by which a publicly
held firm “goes private,” and a whole range of
dealings between holding companies and their
partially owned subsidiaries. All of these prac-
tices are subsumed under the general heading
of “corporate control transactions.”

Transfers in corporate control can lead to
real, not just paper, economic gains {which is
why the buyer can afford to pay a premium in
the cases above). Mergers capitalize on econ-
omies of scale, “synergy,” and so forth. Control
transactions can also replace bad manage-
ments, increase a firm’s legal freedom of action
(in the case of newly consolidated subsidiaries),
lower (or eliminate) the expense of communi-
cating with small shareholders, and give man-
agements an ownership stake in their firms’ per-
formance.

Some critics have charged, however, that
such transactions are unfair and should be re-
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stricted by law when the gains they produce
are not shared equally among majority and mi-
nority stockholders. Frank Easterbrook of the
University of Chicago Law School and Daniel
Fischel of Northwestern University Law School
examine these critics’ arguments in this paper,
and conclude that so long as no one is made
worse off by control transactions, there is no
legal and no economic reason to split their
gains, equally or otherwise, among all stock-
holders. (Losses are no problem, they say, if
they are absorbed by the buyer, and in any event
studies have shown that the “overwhelming
majority of control transactions” do lead to
gains.) Thus they find two-tier tender offers un-
objectionable so long as bidders pay at least
the original market price for the remaining
shares after they obtain control; they find sales
of controlling blocks of stock unobjectionable
so long as the sales do not cause a decline in the
value of minority shareholdings, and so on—all
of which opinions, they say, comport with the
prevailing (but much-maligned) rules of corpo-
rate law.

The authors seek to elucidate the rationale
for the prevailing rules by offering a general
view of the nature and role of fiduciary duties
~in this case, the duties that a management in-
stalled by majority shareholders has to look out
for the interests of shareholders in general.
Some such residual, implied legal rules are
needed, if only to govern how managers should
act in unforeseen circumstances, since formal
contracts between investors and managers can-
not cover all contingencies, Although these fi-
duciary principles should be elastic, the authors
say, they must be designed single-mindedly to
fulfill the interest of investors in obtaining the
highest returns possible.

Critics of the current state of the law hold
that one part of fiduciary responsibility should
consist of an obligation to treat all investors
equally when making, for example, the decision
to surrender control of the firm. But, write
Easterbrook and Fischel, to “say that fiduciary
principles require equal (or even fair) treat-
ment is to beg the central question—whether
investors would contract for equal or even
roughly equal treatment.” Allowing “unequal”
as well as “‘equal” transactions may be the way
to maximize the number of productive deals,
and investors will fare best overall if every
value-increasing transaction is allowed to oc-
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cur, regardless of how its gains are distributed
among beneficiaries. Thus the typical investor,
if allowed to contract in advance, would spec-
ify whichever fiduciary principle would allow
the most such transactions to take place.

That principle, Easterbrook and Fischel
argue, is the one that best permits the active
parties who create gains—for example, bidders
in tender offers—to keep as large a share of
them as the process of negotiation permits.
Those active parties are the ones who must pay
the costs of the deal, such as the cost of print-
ing documents and hiring accountants and law-
yers. Letting them negotiate for as much of the
real gains as they can get encourages them to
proceed with any deal whose gains outweigh its
costs. A sharing rule, by contrast, allocates
gains to passive parties—which reduces the
likelihood that the active parties will produce
any gains to share. For example, “freezing out”
minority shareholders prevents them from
getting a "“free ride” on the benefits of the merg-
er and thus captures more of the benefits of the
merger for its originators.

It may be objected that investors are suf-
ficiently risk-averse not to want to hazard an
unequal distribution even of greater benefits.
Easterbrook and Fischel have two replies. First,
any investor may buy any publicly held security,
and control transactions are so numerous that
the benefits are spread quite widely in any case.
Second, risk-averse investors can easily lower
their uncertainty simply by diversifying their
portfolios.

Worker Safety and the Coal Market

“Safety Regulation and Firm Size: Effects of the
Coal Mine Health and Safety Act of 1969” by
George R. Neumann and Jon P. Nelson, in Journal
of Law and Economics, vol. 25 (October 1982), pp.
183-199.

Coal mining has traditionally experienced more
serious accidents than any other U.S. industry,
and over the years Congress has passed succes-
sively more stringent laws to regulate safety in
the mines. The most recent of these is the Coal
Mine Health and Safety Act of 1969. In its 500-
odd separate provisions, it laid down specifica-
tions for everything from roof supports to ma-
chinery design, and it created a new agency, the
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Mining Enforcement and Safety Administra-
tion, to inspect each mine at least four times a
year and certify approval of equipment and op-
erating procedures. MESA grew extremely rap-
idly, from 327 inspectors in 1970 to 1,521 in 1972
(divided about half and half into safety and
health specialists).

The 1969 law apparently succeeded in cut-
ting the death rate in the mines, at a significant
cost in reduced productivity and lost competi-
tion from small mines, according to George
Neumann of the University of Chicago Gradu-
ate School of Business and Jon Nelson of Penn-
sylvania State. It also, ironically, seems to have
increased the rate of nonfatal accidents. These
conclusions result from a study in which the
authors examined data on safety, productivity,
and firm size in underground coal mining for
the period 1950-76, controlling for such vari-
ables as wages, the cost to firms of accidents,
and technological changes.

It is not entirely clear what sort of market
failure the new law sought to redress. Begin-
ning well before 1969, the labor contracts nego-
tiated by the United Mine Workers of America
(which until recently covered more than 80 per-
cent of underground coal workers) had dealt
directly with safety issues. This means, the au-
thors say, that there was little reason to suspect
that some flaw in the labor market prevented
workers from demanding safety, as is some-
times charged in other industries. It is of course
conceivable, they say, that UMWA negotiators
undervalued safety and health because of the
union’s unusual political structure, which al-
lows retired miners to vote in elections. One
support for this hypothesis is the fact that the
ratio of retired to working miners was rising in
the years before the act passed.

Productivity dropped after the act was
passed from 13.72 tons of coal per worker-day
in 1970 to 8.50 tons in 1976. Of this decline, how-
ever, the authors say only about one-third, 1.74
tons, can be traced directly to the effects of the
act. At the same time, there was a tendency for
small mines to shut down, which provided a
countervailing trend since the smaller mines
generally had lower productivity and had thus
been dragging down the average. If the disap-
pearance of small mines can be attributed en-
tirely to the act, that cancels out about 0.19
tons/day of the loss, leaving it at 1.55 (1.74—
0.19) tons/day.

The authors point out that any safety legis-
lation, effective or not, is likely to reduce pro-
ductivity as conventionally measured, since it
diverts resources to the “production” of safer
working conditions. Likewise, any safety legis-
lation is likely to harm smaller firms dispro-
portionately, to the extent that the production
of safety is subject to genuine economies of
scale. In both cases, the question is whether the
gains in safety outweigh the decline in the pro-
duction of other valued goods.

The drop in the fatal injury rate after the
1969 law was passed is simultaneously “rela-
tively large” and “imprecisely determined,” the
authors say. The evidence suggests that sixteen
fewer miners perished in 1976 as a direct result
of the act, and that the shift in industry compo-
sition caused by the departure of small firms
led to an additional saving of four lives. But the
accident rate actually rose rather than fell after
1969, the magnitude of the change (after adjust-
ing for other factors) being about 25 percent.
The authors suggest two explanations for this
counterintuitive result. The first is that the act
brought about more detailed and presumably
more accurate reporting of accidents. Some ac-
cidents, notably those which did not keep vic-
tims off the job for significant periods, had not
previously been reported but show up in the
later data. This, however, does not seem to ex-
plain the whole story, the authors say. Exclud-
ing from the data the least serious accidents,
those involving three or fewer lost worker-days,
diminishes the effect somewhat but leaves it at
a statistically significant level.

Alternatively, the law might have altered
working conditions so as to substitute nonfatal
mishaps for fatal accidents. (The 1969 act, like
some of the earlier laws, was passed in response
to a mining disaster with numerous deaths.)
The authors note that it is hard to reach any
consensus on what sort of trade-off would be
appropriate—or technologically feasible—be-
tween deaths and crippling injuries.

Neumann and Nelson also ask whether it
would be less costly to society to achieve a given
level of safety by improving the performance of
particular firms rather than driving smaller,
less-safe firms out of the industry. The small
mines have for years provided strong competi-
tion to the UMWA and the Bituminous Coal
Operators Association, the major producers’
group. A series of complaints, upheld in Su-
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preme Court decisions, has stymied what was
found to be concerted action by both of these
parties to drive the small mines out of business.
Now, the authors say, the 1969 law may have
succeeded where earlier collusive efforts had
failed—an example of, if not “capture,” at least
creative use of regulation by the regulated.

Measuring White House Influence
over Independent Regulators

“Regulatory Performance and Presidential Admin-
istration” by Terry M. Moe, in American Journal of
Political Science, vol. 26, no. 2 (May 1982), pp. 197
224,

In theory, independent regulatory commissions
are insulated from presidential influence. Like
the courts, they follow elaborately structured
decision-making processes, and the decisions
they render are seldom subject to review by the
executive branch. Although their members, un-
like federal judges, periodically come up for
reappointment, it is intended to be difficult for
any one President to appoint a majority, be-
cause of the long and overlapping terms of
service and especially because some partisan
balance is usually required.

In practice, as is widely recognized, the
independent commissions have never been en-
tirely independent or nonpolitical. The Presi-
dent, in particular, has a wide range of re-
sources to use in influencing agency policy.
Since 1950, the President has had the power to
appoint and remove commission chairmen, and
these chairmen have in turn acquired new au-
thority over commission staff and resources.
Agencies must clear their budgets with the Of-
fice of Management and Budget before sending
them to Congress. Also, many commission mem-
bers resign when the White House changes
hands, and those that remain often feel morally
obliged to yield to the new President’s electoral
mandate.

It is sometimes asserted that in fact Presi-
dents do not use their powers much to change
commission policy—that they, for example, use
regulatory appointments to fulfill political ob-
ligations rather than to install adherents of
their own philosophy. It is sometimes added
that this inaction is due to presidential lack of
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interest in the often arcane subject matter of
the commissions. In this paper, Terry M. Mce
of Stanford University constructs a theoretical
model to test just how political the commis-
sions are, and in particular to measure presi-
dential impact on the behavior of three regula-
tory commissions: the National Labor Rela-
tions Board, the Federal Trade Commission,
and the Securities and Exchange Commission.
Using data covering administrations from Tru-
man through Ford, he finds that the agencies’
behavior is consistent with the theory of syste-
matic presidential influence.

To measure regulatory “performance,” the
dependent variable in the model, Moe takes the
number of enforcement actions against busi-
ness (or, in the case of the NLRB, the ratio of
anti-management to anti-union enforcement
actions). He then maps this variable’s syste-
matic fluctuation over time (in an “interrupted
time series analysis’) to see if a change in ad-
ministrations is associated with a shift in regu-
latory commission behavior away from the
expected path.

The model works as expected for only one
of the agencies, the NLRB. In line with the pub-
lic pronouncements of the parties themselves,
the board seems to have been on the whole
more pro-labor in Democratic administrations,
and more pro-business in Republican ones, with
a statistically significant correlation. The evi-
dence on the FTC and SEC, however, is counter-
intuitive. Moe finds that these two commissions
pursued stricter measures against business dur-
ing Republican years, just the reverse of what
conventional wisdom would predict. In an
effort to confirm this anomalous finding, Moe
checked the enforcement record of the Anti-
trust Division of the Department of Justice,
which is presumably under more direct politi-
cal oversight than the independent commis-
sions. There, too, he found that Republican ad-
ministrations filed more enforcement actions.

One possible explanation for the phenome-
non, he says, is that Republicans can enforce
“anti-business” regulations at little political
cost precisely because they are known as the
pro-business party. Moe also speculates that
strict SEC and antitrust enforcement often
works to the benefit of a majority of politically
influential firms and thus is welcomed as “pro-
business.”




