Lettters

We welcome letters from readers, par-
ticularly commentaries that reflect
upon or take issue with material we
have published. The writer’s name,
affiliation, address, and telephone
number should be included. Because
of space limitations, letters are subject
to abridgment.

Averting a Kamikaze Regulatory
Campaign

TO THE EDITOR:

Gregg Jarrell’s article in the Summer
1992 issue of Regulation, “The 1980s
Takeover Boom and Government
Regulation,” offers a remarkably re-
visionist history of the decline and
fall of the hostile takeover. We un-
dertake to set the record straight,
particularly in light of Jarrell’s ad ho-
minem attack. (“As an SEC commis-
sioner, Grundfest joined with OMB’s
Douglas Ginsburg to become the
strongest influence on shaping
Chairman Shad’s takeover policies.
The differences in the positions be-
tween the Grundfest-Ginsburg con-
servatives and the SEC financial
economists [that is, Jarrell] might
have appeared to be subtle at the
time, but in the longer run they have
turned out to be extremely impor-
tant.”) Time for a strong dose of
reality.

The dominant view in the academ-
ic literature is that corporate manag-
ers successfully prevailed upon state
legislatures to restrict takeover activ-
ity. In addition, the state courts up-
held various antitakeover devices
that could be implemented by corpo-
rate managers despite strong share-
holder opposition. Most notably, the
courts interpreted state law as allow-
ing a corporation to adopt, without
shareholder approval, a “poison pill”
that rendered it financially impracti-
cal for a bidder to take over the com-
pany against the wishes of the
target’s management. The credit
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crunch of the early 1990s, stimulated
in large part by federal banking legis-
lation that undercut the high yield
bond market and by regulatory ini-
tiatives designed to curb “highly le-
veraged transactions,” provided the
coup de grace by eliminating much
of the financing that had been used
in hostile takeover transactions.

As a result, the volume of hostile
takeover transactions plummeted
from twenty-seven deals worth $38.5
billion in 1988 to two deals worth
only $77.4 million in 1991. Not a sin-
gle hostile bidder initiated a success-
ful transaction in all of 1992.

Jarrell understands the key role
that state legislatures and courts
played in the demise of the hostile
takeover. According to Jarrell, how-
ever, the world would now look quite
different had the Securities and Ex-
change Commission only followed
his advice when he served there as
chief economist. Jarrell would have
had the commission adopt rules pro-
hibiting greenmail and other man-
agement defensive strategies and
requiring that a shareholder vote be
held to adopt a poison pill provision.
In addition, he would have had the
federal courts declare state antitake-
over statutes unconstitutional. In-
deed, Jarrell goes so far as to criticize
Judge Frank Easterbrook of the Sev-
enth Circuit Court of Appeals, no
slouch when it comes to free market
thinking, for upholding Wisconsin’s
antitakeover statute.

The trouble with the alternative
strategy that Jarrell claims the com-
mission should have followed is that
itis a prescription for lawless agency
action, heedless of the bounds
placed upon the SEC both by
the terms of its delegation from
Congress and by the United States
Constitution. As is clear from the
D.C. Circuit’s decision in Business
Roundtable v. SEC, the commission
has no jurisdiction to mandate
shareholder votes on any matter.
The commission can require disclo-
sure in connection with shareholder
votes that are mandated by state law.

It can condition certain forms of reg-
ulatory grace upon shareholder rati-
fication of a board of directors’
decision. But only the state of incor-
poration has the authority to require
a shareholder vote as a condition of
corporate action.

Jarrell’s suggestion that the com-
mission should have prohibited
greenmail payments suffers from the
same flaw. The commission may re-
quire extensive disclosure in connec-
tion with greenmail payments. The
authority actually to prohibit such
payments, however, lies only with
the states and is clearly a matter be-
yond the SEC’s jurisdiction.

Jarrell’s criticism of Judge Easter-
brook’s decision upholding Wiscon-
sin’s antitakeover legislation is
equally ill-informed. We are a nation
of laws adopted by elected represen-
tatives through a deliberative, legis-
lative process. We are not a nation
in which the law is dictated by any
economist’s—or court’s—vision of
Nirvana. It is therefore hardly sur-
prising that a judge sworn to uphold
the Constitution and obliged faith-
fully to interpret the law might
sometimes have to uphold the con-
stitutionality of an unwise measure.
Indeed, when Judge Easterbrook up-
held Wisconsin’s antitakeover stat-
ute in Amanda Acquisition Corp. v.
Universal Foods Corp., he did so with
the observation that “[i]f our views
of the wisdom of state law mattered,
Wisconsin’s takeover statute would
not survive.”

Similarly, when the Supreme
Court upheld Indiana’s antitakeover
statute, Justice Antonin Scalia
joined in the judgment, observing
that he “does not share the Court’s
apparent high estimation of the be-
neficence of the state [antitakeover
law] at issue” and that “a law can be
both economic folly and constitu-
tional” (CTS Corp. v. Dynamics Corp.
of America).

Jarrell apparently does not grasp
the distinction between that which
is permitted by law and that which
may be economically imprudent. It
is thus with ill grace that he criticizes
judges who both understand and
perhaps agree with his economic
agenda but also understand and
honor the lawful allocation of au-
thority between the states and the
federal government.

Accordingly, had the SEC “heeded
the advice of its financial econo-
mists” as Jarrell insists it should
have, the commission would have
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rushed headlong into a series of reg-
ulatory initiatives that would quickly
and properly have been overturned
by the courts as exceeding its author-
ity. Indeed, on the one occasion
when the commission followed Jar-
rell’s strategic wisdom and sought to
prohibit certain dual-class recapital-
izations, partially on the ground that
differential voting rights could make
many corporations “takeover proof,”
its regulations were struck down for
exceeding its authority (Business
Roundtable v. SEC). Yet, oblivious to
the legal realities, Jarrell now criti-
cizes the agency for not having em-
barked upon a kamikaze regulatory
campaign simply to prove its fealty
to Jarrell’s interpretation of free
market principles.

More fundamentally, however,
Jarrell’s critique raises questions
about the operation of a federalist
system in which the states may have
powerful incentives to adopt policies
that promote local interests over the
greater national good. The relation-
ship between federalism and state
corporation law has provoked a sub-
stantial strategic and scholarly de-
bate. There is, however, precious
little reason to believe that Jarrell’s
proposed federal preemption of all
matters related to takeover law—
which is far outside the terms of that

debate—would have improved upon
the world we face today, imperfect
as it may be.

At the most pragmatic level, there
is not the slightest reason to believe
that if Congress actively usurped the
state’s corporate law jurisdiction, it
would then legislate in accordance
with Jarrell’s free market philoso-
phy. To the contrary, as Jarrell’s own
analysis demonstrates, every con-
gressional initiative in the takeover
arena (principally the Williams Act
and its amendments) has been de-
signed to restrict the market for cor-
porate control.

From a broader policy perspec-
tive, it is also highly questionable
whether the public interest would be
served if we were to abandon princi-
ples of federalism and thus to give
Congress a monopoly on regulation
of corporate self-governance rather
than to leave that responsibility to
the fifty state governments. As an
economist, Jarrell is well aware of
the benefits of competition. Those
benefits can also be found in the
market for legislation and regula-
tion, where competition can provide
diversity, innovation, and experi-
mentation. To imagine that a federal
monopoly on corporate governance
in general or on takeover regulation
in particular would lead to a laissez

“So the White Knight was defeated, but the Ogre in Green Mail swallowed the
Poison Pill and got sick, and the defenders escaped on Golden Parachutes,
and everybody lived happily ever after. Except the stockholders, of course.”

faire policy is to take leave of one’s
senses, to forget all one might know
of our history, and to ignore all that
an economist should know about
public choice.

Joseph A. Grundfest
Associate Professor of Law

Stanford University
Palo Alto, Calif.

Douglas H. Ginsburg

Circuit Judge

United States Court of Appeals
Washington, D.C.

Reviewing the Evidence on Air
Bags

TO THE EDITOR:

In the Summer 1992 issue of Regula-
tion George Hoffer and Edward Mill-
ner wrote a current addressing the
question, “Are Drivers’ Behavioral
Changes Negating the Efficacy of
Mandated Safety Regulations?” In
answering the question, the authors
turned to insurance claims data to
assess the effectiveness of air bags in
reducing motor vehicle crash injury,
arguing that, “barring any behavior-
al changes, occupants of cars
equipped with safety appliances [air
bags] should have lower relative in-
surance claims than occupants of ve-
hicles not so equipped.”
Unfortunately for your readers,
the Hoffer and Millner current mis-
uses data from the Highway Loss
Data Institute, erroneously implies
that air bags have not reduced occu-
pant injury in motor vehicle crashes,
and ignores much of the published
literature that directly addresses
their question of risk compensation
in response to safety regulation. The
insurance data analyzed by the au-
thors are inadequate to address the
question of injury reduction with air
bags. Several evaluations confirming
the injury-reducing and life-saving
benefits of air bags have been pub-
lished, and substantial empirical evi-
dence directly contradicts the
hypothesis of significant behavioral
risk-taking in response to safety reg-
ulations, such as air bags. The Hoffer
and Millner article reflects a lack of
scholarship in the treatment of data
as well as in the failure to review the
relevant literature regarding both
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the significant public health prob-
lem of motor vehicle crash
injury and the titillating, but largely
irrelevant, hypothesis of risk
compensation.

The Analysis. Hoffer and Millner’s
evaluation of the risk compensation
hypothesis compared injury and
property damage claims informa-
tion for twenty-one car models be-
fore and after they were equipped
with air bags; the information was
obtained from Highway Loss Data
Institute Insurance Injury Reports.
However, as the institute notes in
those reports, the presence of an air
bag cannot be expected to have a
large effect on injury claim frequen-
cies. Air bags are designed to save
lives and reduce serious injuries in
relatively severe frontal collisions.
They will not eliminate all injuries,
especially the less serious and more
common ones, in crashes not severe
enough for the air bag to deploy. In
those crashes that are severe enough
to involve air bag deployment, at
least some minor injuries that result
in insurance claims may still occur.
In addition, most cars with air bags
have only driver-side air bags, and
the institute’s injury claim frequen-
cies are based on injuries to all vehi-
cle occupants regardless of seating
position. For those reasons, simple
analyses of insurance injury claims
frequency data cannot reveal wheth-
er air bags have reduced the inci-
dence of serious injury in motor
vehicle crashes.

Air Bag Effectiveness. Not only do
Hoffer and Millner misuse the High-
way Loss Data Institute’s data in an-
alyzing the effects of air bags on
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injury, but they completely ignore
published documents that confirm
unequivocally the effectiveness of air
bags. A special institute study of in-
jury claims in severe frontal crashes,
where air bags are expected to have
their primary benefit, found a 25 to
29 percent reduction in severe injury
claims for 1990 model cars equipped
with air bags relative to cars
equipped with automatic belts. A
second study by the Insurance Insti-
tute for Highway Safety found that
driver deaths in air-bag-equipped
cars were down 19 percent relative
to similar cars equipped only with
manual belts (additional data have
since increased this estimate to 20
percent). Recently, the U.S. Depart-
ment of Transportation released its
evaluation of the federal standard re-
quiring automatic restraints in all
new cars and concluded that cars
equipped with air bags were experi-
encing 11 to 17 percent fewer driver
fatalities. Hoffer and Millner’s impli-
cation that air bags have not reduced
injuries from motor vehicle crashes
is not only based on a misuse of the
Highway Loss Data Institute’s data
but is clearly contradicted in pub-
lished reports.

Evidence for (against!) Risk Com-
pensation. Because there is no evi-
dence that air bags have been
ineffective, there is no reason to look
for changes in driver behavior that
might be negating air bag effective-
ness. That is no surprise. Application
of the risk compensation hypothesis
to automobile safety innovations
like air bag protection requires a be-
lief that people have a certain toler-
ance for risk and that their level of

risk is regulated by a homeostatic
mechanism. By that argument, if
forced to “consume” more safety
than they would voluntarily, people
will balance the safety increase by
taking more risks. That strong ver-
sion of the risk compensation hy-
pothesis has long since been
discredited; one investigator con-
cluded after substantial review of the
history of highway safety that “risk
homeostasis theory should be reject-
ed because there is no convincing
evidence supporting it and much evi-
dence refuting it.”

Evidence from earlier research in-
dicates that offsetting, risky behav-
ior has been documented only in
response to safety changes that af-
fect the handling or performance
characteristics of the car that pro-
vide some direct feedback to the
driver (for example, studded snow
tires). Air bags simply do not affect
the performance characteristics of
the vehicle. They provide even less
feedback to drivers than do seat bel-
ts, and evaluations of seat belt use
laws have provided direct refutation
of risk compensation. The Insurance
Institute for Highway Safety studied
driver behavior related to risk, such
as speed and following distance, be-
fore and after belt use became man-
datory in Newfoundland, Canada,
and in the United Kingdom. The re-
sults of those studies revealed no evi-
dence of any increase in driver risk-
taking, even after a year’s experience
with mandatory belt use (in the Unit-
ed Kingdom). Belt use is a much
more obvious form of increased oc-
cupant protection, and, if risk com-
pensation were a real possibility, one
would expect it to occur more readily
with mandated belt use than with
the introduction of less obtrusive
protection like air bags.

Hoffer and Millner’s observation
that property damage collision
claims have increased for air-bag-
equipped cars is also a misrepresen-
tation of insurance claims data. The
authors’ statement that “for eighteen
of the cars, the relative collision
(physical damage only) claim fre-
quency increased relative to their
performance when the autos were
belt-equipped” is incorrect. For the
twenty-one included in the compari-
sons, ten had higher collision claim
frequencies, nine had lower collision
claim frequencies, and two were un-
changed from the previous year. The
authors’ statement apparently re-
flects confusion between collision
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claim frequency and the average colli-
sion loss payment per insured vehicle
year, a measure that includes both
claim frequency and the average loss
payment per insured vehicle year.
The latter measure did increase as
claimed by the authors, but it is not
surprising that the newer vehicles
equipped with air bags have some-
what higher collision average loss
payments. That increase does not
suggest an increase in collisions
from riskier driving; in fact, as indi-
cated, the data actually indicate no
change in the incidence of collisions
for air-bag-equipped cars.

The Hoffer and Millner current
gives the wrong answer to a spurious
question. There is no theoretical or
empirical reason to expect that in-
creases in risky behavior are offset-
ting the documented effectiveness of
air bags. Questions affecting the
lives of millions of people deserve
better formulation and a genuinely
scientific approach to their answers.

Adrian K. Lund, Ph.D.

Vice President, Research
Insurance Institute for Highway
Safety

Arlington, Va.

Kim Hazelbaker

Vice President

Highway Loss Data Institute
Arlington, Va.

What Is Driving Behavioral
Change?

HOFFER and MILLNER reply:

We believe that Drs. Lund and Hazel-
baker misinterpret our results. First,
let us emphasize that if all other
things were equal, we would choose
an air-bag-equipped vehicle over a
nonequipped one. We do not dispute
that if all other things are equal, air
bags lower the extent of occupant
injuries in an accident. Nowhere in
our original article did we make or
imply statements to the contrary.
What we did report is that sixteen
of twenty-one domestic and foreign

model car lines with air bags as stan-
dard equipment through the 1990
model year, and for which Highway
Loss Data Institute reported results
in September 1991, incurred worse
frequency claims filed under person-
al injury coverage in the year the air
bags became standard compared
with the previous year. That result
was significant well within the 5 per-
cent level and was not contested by
Lund and Hazelbaker. While we do
not argue with their contention that
the extent of injuries may have de-
creased, under no circumstances
would a significant increase in rela-
tive accident frequency be expected
unless some other factors are at
work.

We also reported that eighteen of
those twenty-one vehicles had
worsened their average loss payment
per insured vehicle over the same
time period since incorporating air
bags. The probability that those
events could have occurred at ran-
dom was less than 1 percent. We not-
ed that the worsening of collision
results could be expected due to the
estimated $1,000 expense of replac-
ing the bag system once it has been
deployed. Had the latter not occur-
red, our findings under the personal
injury coverage would have been
questionable. Lund and Hazelbaker
pointed out correctly that we re-
ferred to the frequency of loss rather
than the average loss in our initial
presentation of those statistics. We
aﬁologize for any confusion our poor
phrasiology may have caused.

We forwarded three hypotheses to
explain our findings. Based on High-
way Loss Data Institute findings
that seat belt usage is comparable in
air-bag- and non-air-bag-equipped
vehicles, we discarded the obvious
hypothesis that occupants of air-
bag-equipped vehicles, feeling safer,
reduce their use of seat belts.

The second hypothesis that we for-
warded was supportive of Professor
Sam Peltzman’s work of over a de-
cade ago. In several academic pieces
Peltzman presented evidence that
while mandated safety devices may
have prevented the deaths of some
vehicle occupants and associated in-
surance losses, those savings were
accompanied by increased losses
from nonoccupant deaths and a
higher frequency of nonfatal acci-
dents. We discussed at length that

the literature is almost totally non-
supportive of the Peltzman hypothe-
sis and even quoted Crandall and
Graham'’s summary of the literature
that any driver behavioral changes
are swamped by the engineering ef-
fects of safety hardware. Nonethe-
less, our results are consistent with
Peltzman’s hypothesis—specifically,
that both the frequency of insurance
claims under personal injury protec-
tion and the average collision loss
payment increased for air-bag-
equipped cars relative to when they
were last equipped only with seat
belts.

Our third hypothesis was that the
findings really reflect a market de-
mand for safety appliances. Automo-
tive buyers who perceive themselves
at risk for whatever reason—type of
driving, annual mileage, driving lo-
cation, personal habits—seek out
the vehicles that they perceive to be
safer. During the observation period,
air bags were widely touted as an
effective safety device; therefore, “at
risk” drivers may have purchased
cars equipped with air bags in great-
er proportion than the general popu-
lation. With more at risk drivers in
air-bag-equipped vehicles, our find-
ings may reflect the short-run
change in the risk attributes between
drivers of air-bag- and non-air-bag-
equipped cars.

To conclude, we do not argue with
Drs. Lund and Hazelbaker’s review
of the literature or discussion on the
effectiveness of air bags. We certain-
ly do not want to be interpreted as
saying that air bags make cars less
safe. Nonetheless, there is evidence
that something is happening in the
real world—either drivers or buyers
are making behavioral changes in re-
sponse to the availability of air-bag-
equipped motor vehicles. Additional
research is needed in this area to
clarify exactly what is happening.

George Hoffer
Professor of Economics

Edward Millner

Associate Professor of Economics
Virginia Commonwealth University
Richmond, Va.
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