VRSSO AUTRORZES
FEDERAL TRADE COMMISSION fﬁnﬂ&ﬁsgn‘

Chicago Regional Office ) DS 71170

June 19, 1987

The Honorable Lynn Adelman
Chairman, Judiciary & Consumer
-~ Affaire Committee
. Wisconsin State Benate
Etate Capitol
P.O. Box 7882
Madison, WI 53707-7882

Dear Mr. Chairmant

The staff of the Federal Trade Commission is pleased to have
the oppoitunity to respond to your request for comments on Senate
Bill 47. In essence, the bill would remove the portions of Wis.
Stat. ' § 218.01 (1985-86) that provide existing retail automoblle
dealers with administrative avenues for challenging the estab-
lishment or relocation of other dealerships within their relevant
market area. These are hereinafter referred to as the "RMA
laws™. As we discuss below, we believe that the existing RMA
laws inhibit competition and, in so doing, may raise costs for.
consumers, We therefore support the passage of SB 47. By
removing restrictions on competition, SB 47 may result in lower
automobile prices for consumers. We are also taking this
opportunity to comment on two other provigions of § 218.01 that
we believe also may ralse consumer costs.

The Federal Trade Commission is charged by the United States
Ccongress with maintaining_competition and protecting consumers
from restraints of trade.? 1In accordance with thig role, the
Commission and ite staff submit comrents upon reguest to federal,
state, and local governmental bodies to help assess the
conpetitive and consumer welfare implications of pending policy
{ssues,

These commente represent the views of the Chicago Regional
Office and the Bureaus of Competition, Consumer Protection,
and Bconomics of the Federal Trade Commission and do not
necessarily represent the views of the Federal Trade
Commigsion or any inéividuval Commissioner. The Federal
Trade Commisszion, however, has voted to authorize the
subriszgion of these comments.

g See 15 U.S.C. § 41 et seq.
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Section 5 of the Pederal Trade Commission Act prohlbits
unfair methods of competition, and unfair or deceptive acts or
practices., By enforcing this statute, the Commission staff has
gained substantial experience in analyzing tbhe impact of various
restraintge on competition and the costs and benefits to consumers
of such restraints. In recent years, the Commission staff has
been involved in a number of issues specifically dealing with
retall automobile dealerships. 1In January 1986, for example, the
FTC's Bureau of Bconomics published the results of a study of thg
"BEffect of State Entry Regulation on Retail Automobile Markets."
Commission staff has also gained experience relating to the
automobile industry through many investigations and litigated
cases.

We believe that the current Wisconsin RMA law tends to
restrict competition unnecessarily. It requires motor vehicle
manufacturers and distributors who seek to establieh or relocate
automobile dealerships to give written notice to existing dealers
selling vehicles of the same make within the relevant market
area. (Wis. Stat., §§ 218.0X{(1)(r): (2)(c)2.b; 3(a)32; 3(f) and
9(a) (1985-86)). A "relevant market area" ig defined as the area
within & 10-mile radius of the site of an existing dealership or
the existing dealer's area of sales responsibility, whichever is
greater. The dealers entitled to notification may, within thirty
days, file a protest with the ofziie of the transportation
commissioner alleging "good cause"* for not permitting the
proposed dealership. Upon receipt of a protest, the office of
the comrnisgioner must schedule a hearing. If the matter is not

settled, a hearing is held and a written opinion Issued.

3 We are enclosing a copy of this Staff Report (Attachment 1)
for your information.

In determining if "good cause™ exigts the state must
consider "the existing clircumstances, including, but not
limited to:* (1) the supply and demand of vehicles of the
same make; (2) the nature of the exigting dealers' invest-
ment; (3) the effect on the retail motor vehicle market in
the area; (4) the public welfare; (5) the effect on
competition; (€) the quality of services being provided by
existing deazlers; (7) the quantities of vehicles and parts
promised to existing dealers compared to those actuzlly
delivered; and (8) the effect of 2 denial on an zpplicant,
(Wig., Stzt. § 218.01(3) (&) (2)). ’ '
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Senate Bill 47 will Benefit Consumers

SB 47 would repeal all the portions of Wis. Stat. § 218.01
dealing with the tights of existing dealers to notification,
protest and a hearing. We support this change. W%e believe that
SB 47 is likely to increase competition in retail automobile
markets in Wisconsin and thereby benefit consumere. This
conclusion is based in_large part on the PTC's Bureau of
Economicse Staff Reports which concluded that R%A laws raised
automobile prices, on average, by six percent.

Because RMA laws limit manufacturers' freedom to expand in
areas where automobiles are most in demand, the RMA laws tend to
increase the cost of distributing automobiles and thus facilitate
escalation of automobile prices. Consumerg may find fewer
opportunities to shop among dealerships for better prices and may
have to travel farther and expend more time in the course of
their. shopping.

> Since the release of the Bureau of Economics (BE) Staff
Report, Wharton Econometric Forecasting Assoclates (WEFA),
2t the request of the Kational Auto Dealers Association, has
prepared a report that reviews the Staff Report and
challenges its conclusion that prices of automobiles would
rise as a reszult of RXMA laws in areas of growing population.
The WEPA report also discusses the theoretical arguments
that RMA laws are desirable. Attachment 2 is a Bureau of
Economics paper that responds to the WEFA report. WEFA's
speculation that the Staff Report has demonstrated only that
rapiély growing zreas have higher automobile prices rather
than that the price increases are a2 result of RMA lawse is
shown to be unfounded. The theoretical arguments that RMA
lawg are desirable are also shown to be urnfounded.

Thege price increases that result from RMA laws are most
likely to occur in counties or metropolitan areas exper-
iencing increases in population (and therefore increasges in
demand). The results of this PTC study 2re consistent with
other studies showinc that Increased prices result from RMA
laws, See Bckard, E.W., Jr., "The EBffects of State
Automobile Dealer Entry Regulations on New Car Prices,”
Pconormic Incuiry, Vol. XXIV, Ko. 2 (April 1985), pp. 223-42,
znd Smith, R.L. "Pranchise Reculation: An Bconomic Analveis
of Stzte Restrictions on hutomobile Distribution.® Jourrel
cf Lew anl Economics Vol. XXV (April 1882), pp. 125-57,
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RMA laws may also provide opportunities for existing dealers
to deter or delay the entry of new competition by filing spurious
protests. The costs to existing dealers cf such protests are
probably small relative to the potential gains. A protest can
delay the establishment of a new dealership by six months. Even
if only a small percentage of protests succeed, they may impose
eignificant costs on entrants and reduce the expected profits
from entry. In addition, by interposing delay, an existing
dealer has &an opportunity to negotiate some concession from the
manufacturer in settlement of the protest. The coste of such
delays and concessions are ultimately passed on to the
consumer.

We believe that existing dealers are not likely to be
injured by repealing these RMA laws, except where the laws may
have insulated a dealer from competition and thereby permitted
the dealer to realize excesegive profits. There is little basis
for present dealers' fears of being flooded with more dealers
than potential sales in a market can support. It would not be in
the economic interest of either prospective -dealers or manu-
facturers to invest in such a market., Prospective dealers are
likely to give careful consideration to what the market will bear
in order to protect their investment in real estate, inventory
and personnel., Manufacturers will likewise a2void over-saturating
a market, because they have an interest Iin the financial well-
being of existing dealers. A manufacturer that treats existing
dealers badly is likely to have difficulty finding new dealers
when the need arises.

RMA laws do not appear to be necessary for the adecquate
protection of dealer's rights, Their rights are protected by
existing laws and the right to sue in the same fachion ze
franchisees in any other industry. Consequently, it is difficult
§° see why auvtomobile Gealers require special treatment under the

aw,

wWithout the restraint that the RMA lawg place on manu- ,
facturers' =zbility to meet competition, manufacturers can be mcre
responsive to consumer demands. It ig also unlilkely that
repezling RMA laws will reduce the quality of cealer service
because vigorous competition among manufacturers will insure that
consumers receive the mix of service quality, quantity ancé price
they ceszire,.
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Other Provisiong That May Harm Consumers

Two other provisions of § 218.01 may also ralise consumer
costs, One provision gives existing dealers the right to 60-Cays
notice of a manufacturer's intent to terminate a franchise and
the right to an administrative hearing concerning the fairness of
the termination. (Wis. Stat. § 218.01(2) (bd) and 218.01(23) (a)17?
(1985-86)). This notice and hearing provision, like the pro-
visions addressed by SB 47, may decrease manufacturers' ability
to adapt to changing conditions and thus hinder the establishment
and nmaintenance of efficient distribution systema, Manufacturers
may also be thwarted from terminating inefficient dealers. The
result is that consumers are denied the procompetitive benefits
of a responsive distribution system and are forced to pay the
higher costs associated with an inefficient system, Without this
provision, dealers would remain protected from unfair termin-
ations by the terms of their contracts and their private right to
. sue, including the option to seek a preliminary injunction which
could maintain the status quo until a final judicial determin-
ation regarding the legality of the termination.

The other provision requires dealers to close on Sundays,
unless they close on Saturdays instead for religious reasons.
(Wis. Stat. § 218.01(3) (a)2l (1985-86)). Studies have shown that
mandatory Sunday closing laws may harm consumers directly by
increasing the costs and inconvegience of shopping, and
indirectly by increasing prices. For many people, the option to
shop on Sunday enhances the ease and convenience of buying a
car. Eliminating one of the weekend's two days from car shopping
forces potential buyers to make personal and economic sacrifices
they would not otherwise have to make, If they cannot shop on
Sunday, some potercial buyers may find it neceesary to take time
£rom work, give up some activities reserved for Saturday, or lose
leisure time on weeknights. Measurinc the cogt to consumers of
inconvenierce or los:t leisure is difficult, but the cost is
reel. The costs of taking off work, or taking severzl week
nights to accomplish what can be done during one full day iz more
ezsily measured in terms cf lost wagesg, vacation time and
transportetion and other costs.

See, e.g., Carleon & Cieseke, "Price Seearch In a’Product
Marret,® Journal of Consumer Resezrch, March 1983, pp. 337-
€55 Morrison & Newman, 1n "Hours of Operation Pestrictions
and Competition Zmoncg Retzil Pirme,"™ Economic Incuiry, Vol.
XXI, Januery 19€3; Stigler, "Tre Economics of .n:o:metion,”
Journal of Politice!l Econonv, June 1961, pp. 213-25.
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Increased shopping costs may lead to increased automobile
prices. As the cost of shopping rises, consumers may shop less
for automobiles, To the extent that consumers who shop less are
less informed abcut the market, they may be willing to pay higher
prices than would be likely in a well-informed market.

Conclusion

In summary, we endorse SB 47, which would remove certain of
the restraints imposed by the present law on the retail auto-
mobile market. By removing these restraints, we believe
Wisconsin will be continuing its tradition of progressive
consumer legislation. We also encourage you to consider legis-
lation eliminating the other provisions discussed in this
letter. Wwe appreciate this opportunity to provide our views on
SB 47 and related provisions,

Very truly yours,

W i, P e

William P, Golden
Acting Director
Chicago Regional Office

TTE:jd
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Response to Wharton Econometric Forecasting Associates’ Comments
On the Bureas of Economics Study of Relevant Market Area Laws

This paper! responds to comments by Wharton Econometric Forecasting
Associates ("WEFA®)? concerning a 1986 Burcau of Economics Staff Report
entitled "The Effects of State Entry Regulation on Retail Automobile

.Markcts' (*Staff Report®). The Staff Report concluded on the basis of an
cconometric study that state relevant market arca laws ("RMA laws”)
increase the retail prices of automobiles® The WEFA comments suggest that
the Staff Report's conclusions are not valid because of ecrrors in
spccifiéation of the price model. Below, we respond to WEFA's comments
and‘,a’rfirm our carlicr conclusion that RMA laws increase retail automobile
prices in areas of positive population growth.

In addition to criticizing the Staff Report, WEFA argucs that in theory
RMA laws may be desirable and that these laws will not be likely to impose
costs on socicty. Below, we _rcspond to WEFA's comments and conclude that
RMA laws are neither necessary nor desirable for the proper functioning of

the 'automobilc dealer market. Instead, boéausc of the price effects

discussed above, we conclude that these laws can be very costly.

g 1 This report has been prepared by Dr. Alan Mathios. It represents

the views of the Burcaus of Competition, Consumzr Protection, and
Economics, and doecs not necessarily represent the views of the Commission
or any individual Commissioner. The Commission has, however, voted to
authorize its submission.

? WEFA, "An Evaluation of the FTC's Analysis of the Effects of RMA
Laws on Auto Markets®™ (January 1987). The WEFA report was prepared at
the request of the National Automobile Dealers Association (NADA).

3 State relevant market area laws in general give existing franchised
automobile dealers a right to challenge the establishment or relocation by
their franchisor of other dealerships within a8 certain distance of their
dealership.



Section I of the report cvaluates the theoretics! arguments that RMA
laws arc desirable. Section II briefly discusses the econometric model used
in the Staff Report We then turn to WEFA's comments concerning the
Staff Report model. WEFA's comments can be divided into three types: 1)
criticisms that apply to any econometric analysis, 2) comments that can be

-cmpirically investigated to sece if they cause changes in the conclusion of the
Staff Report, and 3) comments that cannot be addressed without additional
data, some of which can be obtained only from the auto dealers themselves.
We respond to these comments in Sections III, IV, and V rapcctivcly.r We

present our conclusions in Section VI,

I. 'I"he Alleged Need for RMA Laws

WEFA discusses the arguments put forth by proponents of RMA laws.
For ecxample, WEFA reports (at pp. 8-12) that RMA laws are necessary
b;causc without such laws: 1) manufacturers will have an incentive
pcripdically to grant franchises in an areca even when the markct‘ cannot
sup;.port_ an additional dealership, 2) the value of goodwill developed by
dealers is diminished by the establishment of new dealers, 3) consumers’
interests érc not protected because divergence between the interests of
‘manufacturers and consumers causes 2 deterioration of dealership service
quality, and 4) the existing legal system does not provide adequate
protection of dealers’ rights. In addition, WEFA claims tbhat the costs of
RMA laws are small in terms of dealerships that are denied. Below we

discuss each of these issues.t

¢ WEFA provides no empirical evidence for any of the arguments
concerning the necessity for RMA laws.

[ 8 ]



WEFA éontcnds (at p. 11) that “[w]hile the manufacturer cannot
maintain 3 hcalthy and productive dealer organization if the dealerships, on
balance, are unprofitable, the manufacturer may benefit by granting Dew
franchises in a8 given market areca ecven when the market canpot support an
additional dealership.® This argument ignores the incentives both

.manufacturers and dealers have to maintain a'strong dealer network. It is

not in the interest of cither prospective dealers or manufacturers to invest
in a market in which an additional dealer cannot prcfitably exist. While a
*{ly-by-night" manufacturing company would engage in actions that decrease
the value of a franchise after a dealer-manufacturer agreement has been
reached, this is pot the case for auto manufacturers, whose treatment of
dealers will be widely known and who must rely on dealers in the future. If
a2 manufacturer is too willing to experiment with additional dealerships, the
resulting dealership failures would make it more costly for the manufacturer
to attract new dealers in the future. Therefore, it is in the manufacturer'’s
best interest to establish a strong dealer network. Even if a2 manufacturer
attc;npt:d to mislead potential dealers regarding the profit potential of a
new dealership, the prospective dealers have strong incentives to obtain
pnbias:d cﬁtimatcs of the potential sales of the market. Therefore, whether
RMA laws ecxist or not, there is little reason to belicve that manufacturers
will have cither the ability or incentive to open too many dealerships in any
market.

WEFA is correct in its assertion that it is important for a dealer to
establish a favorable reputation (goodwill) with the public. However, it is
not evident that the establishment of another dealership diminishes the valuc

of the goodwill. For example, upon receiving high quality service from 2

W



Chevrolet dealer in an arca where there are two Chevrolet dealers,
purchasers are likely to recommend the particular dealer from whom they
purchased the car. In any event, WEFA correctly asserts (at p. 12) that "an
individual dealer who establishes a good reputation will also establish value
for the mapufacturer because of the linking of the dealership with a make of
vehicle (e.g., Smith Chevrolet or Jones Dodge)® Because this is the case, it
is in the manufacturer's economic interest to keep this [(ranchise healthy.
Actions by the manufacturer that would diminish the return to the individual

’

dealer would also hurt the manufacturer. Therefore, RMA laws do not seem
)
necessary to protect the value of a dealer’s goodwill.

.WEFA also claims (at p. 7) that RMA laws arec nceded “because
ma;nufacturcr and consumer interests are not coincident and the unrestricted
ability of manufacturers to open new dealerships may result in a
dctcrioraiion in the quality and quantity of dealer service.® This argument
is inconsistent with the workings of a competitive automobile market
Competition from dealers of other manufacturers will insure that consumers
rcc;ivc the mix of service, quality, quantity and price they want. In fact, it
is possible that the reduced level of competition in RMA states may causc
_dcalcrs to be less responsive to the desires of consumers, and provide 2
lower quality of service. In addition, manufacturers and consumers have
congruent interests in the maintenance of dealer quality since consumers are
unlikely to reccommend the dealer to other consumers, or purchase the

manufacturer’s product from the dealer in the future, unless they receive

adequate service from the dealer.’

£ Most car sales by decalers are probably concentrated in the
immediate local area. Therefore, "word of mouth® communication concerning
the quality of the service may be an importaot determinant of sales.

4



WEFA irgua that dealers’ rights are not adequately protected in spite
of ecxisting dealer-licensing laws and the dealer’s right to suc the
manufacturer. For example, it is argued that use of the court system is so
costly to dealers that is does not adequately protect their rights. But there
would scem to be nothing distinctive about automobile dealerships that makes
the protection of their rights under existing laws less adequate than those of
any other franchisee. Consequently, it is difficult to sece why automobile
dealers in particular require special treatment under the law. In addition,
the establishment of an alternative to the court system that imposes low
costs on existing dealers can create incentives for those dealers to raise
spurigus protests. This is particularly true if unsuccessful protests can delay
the 'opcning of new dealership by several m_onths.°

WEFA claims that existing data do not support the claim that RMA
laws will lead to higher prices by stopping the opening of new dealerships.
The data WEFA cites are from a National Automobile Dealers Association
s;.xrvcy which shows that only 6 percent of incumbent dealer protests
rcsditcd in ncw dealerships being denied. However, the 6 percent figure
represents only the “tip of the iceberg® in terms of the impact of RMA laws
on the number of dealerships. First, RMA laws provide existing dealers with

‘the opportunity to delay the opening of new dealerships by filing spurious
protests. Such delays will reduce the number ::f dealerships at any point in
time. Second, the 6% figure does not reflect dealerships that the

manufacturer decided not to establish because of the expected costs and

® WEFA cites 2 survey by the NADA which shows that only 6% of
protests arc decided in favor of the protesting dealer. This 1s consistent
with the notion that many of the protests zare unfounded and are made
simply to delay the opening of new dealerships. See discussion infra.
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delays associated with defending themselves against the protests of cxisting

7 To correctly ascertain the effect of the RMA laws on the number

dealers.
of new decalerships, one needs to know the number of decalers that would
have been established in the absence of RMA laws. The percentage of
protests decided in favor of the mapufacturer gives the minimum number of
=dealerships not established because of RMA laws. The actual deterrence
effect on entry may exceed this minimum by a substantial amount.
In summary, the theoretical arguments that RMA laws are desirable are
' .
unfounded. RMA laws do not scem necessary for the proper functioning of
the automobile decaler market. Manufacturers do not have incentives to
over-saturatc a market with dealerships or to provide inferior quality.
Mon;ovcr, RMA laws appcar unnccessary for the protection of dealers’
rights. Their rights are protected by existing laws and the right to suc in
the same f'-ashion as those franchisees in any other industry. Finally, rather
than providing evidence on the total number of dealerships that have not
been established because of RMA laws, WEFA has provided evidence
conc'crning the minimum number of dealerships that have not been
. established.
Although the theoretical arguments on which WEFA relies are flawed,

the actual effect of RMA laws is still an empirical issue. It is to this more

important issue that we now turn our attention.

7 In other words, the effect of the RMA laws cannot be judged by the
percentage of protests that are decided in favor of the manufacturer. Those
mapufacturers that attempt to establish new dezalers in spite of the RMA law
arc those manufacturcers who are relatively conficznt they will win the
protest. Those manufacturers who feel that the RMA laws put them at too
much of a disadvantage may not even try to establish a dealership even il
that would be in their (and the consumer’'s) best interest. Therefore, it is
not surprising that only 6 percent of the protests are decided in favor of
the protesting dealer. '



II. The Staff Report Mode!

To examine the effects of RMA laws on the retail price of automobiles,
the Staff Report developed a2 model of supply and demand for new
automobiles, using 1978 cross section data.®! Unlike models developed by
others, the Staff Report model takes account of the possibility that
variations across areas of the country in the laws regulating auto dealers
may be in part duec to diffecrent conditions in local auto retail markets.

.
Previous authors have assumed that the laws are established independently of
any influence by auto dealers.

In addition, the Staff Report model allows for different effects of RMA
laws depending on whether or not the region is ¢xpericncing an increasc in
population. This latter consideration is extremely important. Laws that
restrict ﬁntry of  dealers into areas where there is zero or negative
population growth are likely to have no effect, because in those arcas it is
uAnlikcly that manufacturers would find it in their interest to start a new
dcaléréhip anyway. Therefore, an econometric analysis that does not
_ distinguish between areas with negative and positive growth is likely to mask
some of the effect of RMA laws.

’ Fhe effect of RMA laws on the price of automobiles is estimated {rom
the price (supply) equation, within.a multivariate framcwork that accounts

for the effects of various factors on price. While taking account of

8 This model is similar to the models of Smith and Eckard. Sece
Eckard, E.W, Jr. "The Effects of State Automobile Decaler Entry Regulzation
on New Car Prices®, Economic Inguiry, Yol XXIV, No. 2, (April 1985}, pp.
223-42, and Smith, R.L, °Franchise Regulation: An Economic Analysis of
State Restrictions on Avutomobile Distribution®, Journal of Law and
Economics, Yol XXV, (April 1982), pp. 125-57.
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population growth, the prices of sutomobiles in areas with RMA laws, are
compared to those in arcas where there is no law. The Staff Report
concludes that in arcas experiencing population growth, RMA laws have s
large and statistically significant positive effect on the price of automobiles.
This is the conclusion that WEFA claims is invalid, because according to

WEFA, the conclusion results from a misspecification of the supply model.

III. WEFA Comments on the Econometric Analysis

We address first WEFA's assertion that the Staff Report's cconomc‘tric
analysis has specification errors. This is a relatively easy claim to make
with‘rcspcct to any econometric analysis. It is more difficult to ecvaluate
the effect of any asserted specification error on the results of the analysis.
After carefully considering the misspecifications ass.cncd by WEFA we are
unable to find anmy indication that the Staff Report omitted any variables
that would be ecxpected to be correlated with RMA laws? Absent a
r.clationship with RMA laws, the omission of such variables clearly does not
affc;ct the wvalidity of the analysis In a.ddition, WEFA asserts that
relationships among included wvariables can lcad to misleading or biased
.rcsults. We explain below why this is untrue. Finally, WEFA mistakenly
“equates the total explanatory power of an econometric model with the
significance of an individual variable.

WEFA asserts (at p. 4) that "Viewed from the perspective of its ability
to explain regional variations in the dealer margin, the FTC model is a

failure. The model introduces 108 factors of which 75% have an incorrect

® By correlation we mean the regression coefficient of the RMA law
in the regression of the excluded varizble on all included variables.
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(using FTC crlitcrion) directional or a statistically insignificant effect on the
margin®. We believe this statement is misleading because it fails to
consider that if the factors in the model were not explaining variation in
dealer margins, using common statistical tests, 95% of the factors would be
insignificant. In fact, a very simple statistic exists to determine whether
“the cntire set of factors in a model, taken together, arec statistically
mecaningful.l® Each of the 9 equations in the Staff Report passes this test
at more than the conventional level of significance.!!

WEFA also claims (at p. 14) that the Staff Report demand model “leads
to clearly incorrect estimated relationships® because "it introduces all the
scparate reclevant explanatory factors individually, [where] the various
cxpl:;natory factors are interrelated”. "Ifhis is not true.!> Interrclated
explanatory variables do not cause incorrect estimation (bias). In fact, if

the estimation yields significant coefficients they are perfectly valid and

10 This statistic is called an F-statistic. The F-statistic is based on
how much variation in the variable of interest is explained by the factors in
the model. For the two-stage least squares model (the model used in the
Staff Report) the relevant statistic 1s actually a chi-square statistic.

11 We present these statistics in Appendix C, where the results of the
dea2ier margin cquation are presented.

13 In fact, if a model has interrelated explanatory variables, the
omission of any of thesec variables from the analysis will bizs the results.
To zvoid misspecification, it is essential that all variables that affect the
dependent variable and are interrelated with other explanatory variables be
included. Sece Pindyck, R, and Rubinfeld, D., Econometric Models & Economic
Forecasts, McGraw-Hill, 1981 (pp. 128-130).



correct.’® An interrclationship among varizbles is an explanation only for
why individual coef(icients may appear to be insignificant.

According to WEFA if a relevant variable!* is excluded from the
analysis, the results concerning the included factors are not valid. This is
not always true. The exclusion of relevant variables biases the estimates of

. the included factors only if the included factors are correlated with the
excluded relevant factor.’® WEFA's criticism of the Staff Report is
unfounded because they provide no evidence of corrclation between the
excluded and included factors. For example, WEFA suggests that specific
regional costs of owning and operating an automobile dealership should be
included in the analysis. The issue is not whether these regional costs
afftc't price (they probably do), but rather whether they differ for dealers
that operate under RMA laws and thosc;. ‘that do not. If regional costs do
not differ in this way, then the estimates obtained without including the
regional cost variables are unbiased.

WEFA suggests that if a2 model does not explain most of the variation
in iiuc variable being studied, ie, have a high R3, then the model has not

performed well!® For example, WEFA states (at p. 21) "the objective of the

) 13 See Kmenta, J., Elements of Econometrics, Macmillan Publishing
,Co,, New York, New York, 1971. Kmenta states (p. 388) "Let us now
cxamine the connection between the degree of multicollinearity and the
properties of the least squares estimators of the regression coefficients.
Under the basic assumptions of the classical nQrmal linear regression model,
the least squares estimators of the regression coefficients have all the
desirable propertics.®

4 By relevant, we mean that the varizble is important in explaining
the dealer price or margin.

18 See Pindyck, R., and Rubinleld, D, pp. 128-130.

16 R? indicates the percentage of variation in the dependent variable
explained by the model.
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FTC supply ;Ixodcl was to explain regional variations in the dealer margin
and to determine whether introducing RMA laws increased this margin. If
cssentially all the explanatory power in the average unit retail price equation
comes from the unit dealer cost variable, the FTC model is not doing a good
job at explaining variation in the dealer margin®. If the question is whether
RMA laws increase the rctail price of automobiles, a statistically significant
positive rclationship between retail price and RMA laws is entirely sufficient
to conclude that they do.!” The percentage of the variation in retail price
explained by the Staff Report model is not a relevant consideration.® ‘

The WEFA analysis next turns to more substantial matters of

misspecification. The major misspecification cited by WEFA can be analyzed

by s'implc respecifications of the model. This is Hiscussed below.

1V, Empir‘ical Investigation of WEFA Comments

The WEFA report claims that, rather than finding that RMA laws result
iﬁ higher prices in areas that are experiencing large percentage increases in
poph’lation, the Staff Report has really found that either: 1) mafkct areas
, with large absolute population increases have higher retail motor vehicle
prices, or 2) markét arecas with old RMA laws and large absolute population

increasss have higher retail motor vehicle prices. In particular WEFA notes

17 This conclusion assumes thzt there are no omitted factors that are
correlated with the laws. There are many examples of empirical models
where there is a low R? and very reliable effects on & specific factor. For
example, in examining earnings across individuals, those who have more
experience carn more than those with less experience. The typical R? in
such models is approximately .2 yet the factor “experience® is statistically
significant.

18 The measure of goodness-of-fit used in the Staff Report model is
actually the square of the correlation coeffizient between the actual and
predicted value of the dependent variable,

11
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(at p. 4) that *since only large rapidly growing cities have large absolute
population increases, the FTC may merecly have documented that wage and
other decaler costs are higher in major mctrod;olitan arcas than in smaller
urban arecas and rural areas.*

The Staff Report included the percentage change in population (whether
positive or negative) as a {actor to explain retail prices. WEFA asserts that
the absolute change in population for areas with growing population shouid
have been used as a factor, since a large growing city can have a small
percentage increase in population but a large absolute increase. To account
for this we have re-estimated the identical price (supply) equation, except
that this time we have included a variable that captures whether an areca has
positive absolute popu_lation growth and.'if so, how large an absolute growth.
Our results confirm the conclusion drawn from the original equation, namely
that RMA laws in areas with growing populations (whether absolute or
percentage) have a positive effect on motor vehicle prices.}®

| We have also re-estimated the identical specification, except that this
tim; we use the percentage increase in population only if positive, and zero
otherwise. This will allow us to compare prices in arcas with population
growth and RMA laws to prices in areas with population growth but without
».RMA laws. The results using this variable confirm the conclusion that in
growing arcas, RMA laws have a positive and significant effect on the price

of automobiles.®

¥ The new and original regression results are presented in Appendix

A, along with a brief summary of the findings regarding the law variables.
3 The regression results for the original and necw specifications are

given in Appendix B along with a brief summary of findings regarding the
law varijables.

12



The WEFA study suggests that it is more appropriate to explain dealer
margins than to explain retail prices. WEFA claims that by including dealer
cost as an explanatory variable, the R? of the ‘equation is higher and offers
a mislcading indicator of performance of the model. While we do not agree
with WEFA's claim?!, in the interest of completeness we have re-estimated
the ecquation with dealer margin as the dependent variable to be explained.
The results confirm our conclusion that in growing arcas RMA laws have a

positive effect on automobile prices.??

Y. WEFA Comments that Require Additional Data

We agree with WEFA that it is preferable to include dealer cost
variables that are associated with the spcrc'ific market areca (SMSA or county
level) than to use statewide averages. For example, WEFA suggests that
wages should be collected for each market area, but, as WEFA notes, such
data may not exist. In licu of cpecific wage data, WEFA suggests using
Qholcsalc-rctail trade and service-sector wage rates, which can be calculated
for.zall the market areas. It is not clear whether these variables would be

_ supcrior to statewide averages of wages specific to the auto dealer sector.

This would depend on how similar auto-dealer wages are to the entire retail-

2

21 We have already dismissed the role of R? in evaluating the impact
of RMA laws on the price of motor vehicles. In addition, the econometric
model was originally specified as &8 demand and supply equation for
automobiles. Consumers do not care about margins, they care about price.
It is appropriate to estimate the mode! with price as the dependent variable
and include dcterminants of price as explanatory variables. In fact, by
including the cost of the automobile to the decaler as an explanatory
variable, the Staff Report is being less restrictive since is not restricting
the coefficient on this factor to be equal to I, as is the case if dealer
margin is used as the dependent variable.

33 The results of these regressions are given in Appendix C along with
a brief summary of the findings regarding the law variables.

15



wholesale tr;dc wages versus how similar local auto dcaler wages are to
statewide auto daaler wages.

WEFA also suggests that it would be useful to obtain data for
dealerships over time and compare the prices of automobiles before the RMA
laws were passed to the prices afterwards. They claim that because many of
the potential omitted variables would not change over time, by comparing
pre- and post-law prices we would avoid many problems. While we agree
that this would be a useful additional exercise, the lack of such a
comparison does not imply that the cross-sectional analysis in the Staff
Report is invalid In fact, in the time-series, cross-sectional analysis
suggested by WEFA, the number of cross section observations (different
dealers) will far exceed the number of tixpc periods (the number of years of
data for cach dealer). Consequently, the bulk of the cconometric analysis
would still compare prices across dealers, rather than prices across time.

In summary, WEFA suggests that to "fix* the Staff Report model,
r.cgional differences in dealer ownership and operating cost must be properly
andi completely incorporated into the model. Additionally, WEFA suggests
that regional differences in dealership size, sales mix within makes, dealer
supplicd options, and regional differences in legislation must be included. As
+discussed above, because WEFA provides no evidence that these variables are
systematically related to ;hc existence of RMA laws, it cannot be concluded
that their omission from the Staff Report model will affect the validity of

the conclusions about the effects of RMA lawse.

14



V1. Concln‘lon

Although WEFA has claimed that the Staff Report may be subject to
specification error, WEFA provided no examples of misspecification that are
likely to affect the report’s conclusion. WEFA cited a few variables that
are not included in the analysis but WEFA providzs no evidence that these
variables differ systematically between regions that are subject to RMA laws
and rcgions that are not, a necessary condition for obtaining biased results.

WEFA's speculation that the Staff Report has demonstrated only that
rapidly growing arcas have higher automobile prices has been shown to be
unfounded. When controlling for the absolute growth of an area, we still
find that RMA laws in arcas with growing populations have a positive effect
on’ z;xotor vehicle prices. Other specifications of the growth variable also
confirm the effects of RMA laws. Finally, cxamix;ation of dealer margins

instead of prices does not change the report’s conclusion. ™~
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Appendix A

In this appendix we report the original and new estimates of the supply
equation. The following change was made in the cquation. The growth rate
variable (GR) was originally defined as the logarithm of the ratio of the
observation year population to that in 1970 (percentage change in population
since 1970). The new growth variable is defined as the absolute change in
population between 1970 and 1978, if positive, and zero otherwise.3?  All of
the other variables are defined as they were in the original report.
Obviously, this change will affect the coefficient on the growth variable.
Table 1 reports the old and new coefficient estimates for the supply
equation. A Comparison of the old and new results reveals that, while the
cocﬁ;icicnts involving the RMA law variables (ROLD, IAGRO, 1AGR]I, and
IAGRI1SQ) have changed slightly, the new;' estimate ;)f the coefficient on the
interaction of the law variable and absolute population-growth, TAGRI, is
1a1rgcr~ and more significant for every car model. In Table 1, coefficients
with t-values (which appear in parentheses under the coefficient) greater
that% or cqual (in absolute value) to 1.96 are significant at the 95% level

Table 2 presents the old and new estimates of the impact of RMA laws
on the price of each model type.®® It is clear from Table 2 that for both
.thc old and new equations, RMA laws in areas of growing populations have a
positive impact on price. In addition, for 7 of the 9 model types, the new

equation yields larger positive price ¢ffects than did the old.

33 To be consistent with the original specification we have
transformed the absolute growth variable. The transformation is identical to
the transformation of the AGR variable in the Staff Report (p. 62).

*3 This estimated effect involves a combination of some of the
coefficient estimates of the supply equation.

16
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Appendix A - Table |

The Estimated Regression Coefficients for the Retail Supply Equation
for the Nine Chevy Auto Body-Types for 1978

(Dependent Variable = Log of Retail Price)

Variable
cgol
Qld New
C 7875 .6810
RNEW -.0028 -.0027

(-.94) (-0.83)

ROLD -.1013 -.1253
(-1.68) (-2.10)

IAGRO .0103 .0124
: (1.49) (1.79)

IAGR1  2.0865  3.1406
(4.72) (5.70)

IAGR1SQ -5.348 ., -9.5244
(-1.91) (-5.14)

PW 9077 9162
(69.83)  (67.25)

WAGE 0121 0158
‘ (132)  (1.76)

" ADV -.0043 -.0055
(-3.61) (-5.00)

;DENS -.0039% -.0028
(-5.46) (-4.18)

GR -.0031 -.1755
(-.40) (-2.02)

FORCE -0135 -01€2
(-2.53) (-2.70)

CANCEL .0174 0226
(3.34) (3.81)

LD -.0131 -.0107
(-2.47) (-1.90)

Body Tvpe

1l
old New
5426 4512
0032 -0028
(-1.16)  (-0.50)
0941 -.1317
170)  (-2.32)
0095 0130
(1.50)  (1.97)
16992 2.7910
(4.17)  (5.46)
4530 -1.5770
L75)  (-4.36)
9306 9381
(71.80)  (70.06)
0208 0235
(243)  (2.73)
.0038  -0054
(-3.43)  (-5.04)
0022 -.0015
(-338)  (-2.26)
0053 -.1993
(73) 2.41)
0121 -0170
1239)  (-2.90)
0172 0241
(3.52)  (4.19)
0160 -.0146
(304)  (-2.65)

17

Camaro
Qid

2236

.0032
(1.10)

0395
(.66)

-.0067
(-.97)

28680
(6.65)

T -9.169

(-3.52)

9926
(99.74)

-0118
(-1.28)

-.0014
(-1.14)

0014
(1.95)

0150
(1.56)

New
1447

.0037
(1.07)

-.0218
(-0.34)

-.0004
(-0.57)

4.0269
7.08)

-13.401
(-7.10)

.9949
(£8.82)

-.0048
(-0.51)

-.0035
(-3.01)

0622
(3.05)

-.1741
(-1.97)

-0106
(1.7

7)

01357
(2.29}

-.009¢C
(-1.54)



Appendix A - Table | (Continued)

The Estimated Regression Coefficients for the Retail Supply Equation
for the Nine Chevy Auto Body-Types for 1978
{Dcpendent Variable = Log of Retail Price)

Yariable Bodv Tvpe
Nova n r] Monza
Qid New old New oid New
C 7723 6915 4099 3389 6682 .5300
RNEW  -.0006 -.0006 -.0023 -.0022 -.0045 -.0041
(-.20) (-.21) (-.82) (-.72) (1.28) (-1.12)
ROLD 0155 -.0260 -.0990 -.1184 -.0231 -.0951
(0.30) (-0.51) (-1.79) (-2.21) (-.32) (-1.42)
IAGRO -.0024 .0021 .0100 0120 .0008 .0086
. (-.40) (0.35) (1.58) (1.91) (.09) (1.10)
IAGR]1  1.5946  2.1550 1.7007 - - 2.3502 - 15734 2.6807
(4.06) (4.60) (4.02) (4.59) (2.70) (4.64)
IAGRISQ -5.024 = | -7.4424 -4.621 -7.7015 T7.9754 -8.0685
(-2.03) (-4.67) (-1.73) (-4.52 (-31) (-4.14)
PW .9067 9112 .9495 9540 9235 9275
(90.34) (87.77) (81.92)  (79.95) (104.7) (104.34)
WAGE  .015] 0207 - 0172 0213 0103 0243
' (1.72) (2.57) (1.96) (2.57) (.95) (2.50)
" ADV -.0021 -.0035 -.0027 -.0037 -0015 -.0044
(-1.96) (-3.47) (-2.44) (-3.63) (-1.04) (-3.58)
DENS -.0007 -.0003 -.0021 -0014 = ..0016 -.0003
(-1.10) (-0.56) (-3.05) (-2.25) (-1.84) (-0.41)
GR .0108 -.0768 0017 -.0908 .0201 -.1485
(1.54) (-1.02) (.23) (-1.13) (222 (-1.64)
FORCE .0031 .0013 -0162 -0172 -.0062 -.0075
(0.63) (0.24) (-3.22) (-3.14) (-1.00) (-1.17)
CANCEL .0036 0071 0179 0206 0128 0183
(.76) (1.35) (3.68) (3.83) (2.09) (2.88)
LD -.0087 -.0076 -0121 -.0103 -.0168 -0118
(-1.82) (-1.54) (-2.37) (-1.96) (-2.77) (-2.02)

1§



Appcndix A - Table | (Continued)

The Estimated Regression Coefficients for the Retail Supply Equation
for the Nine Chevy Auto Body-Types for 1978
(Dependent Variable=Log of Retail Price)

Variable Bodv Tvpe
Qld New Old New Qld New
c 5561 4336 2245 1123 4131 2340
RNEW  -0025  -0027 -0077  -.0080 0033 0053
-81) (-0.77) -1.61)  (-1.58) (36) (0.57)
ROLD  -0672  -.1037 .0280  -.0831 3033 3303
(-1.03)  (-1.61) (-24) (-0.79) (1.69) (1.97)
IAGRO  .0053 0089 0012 0077 -.0402 -.0447
(.70) (1.18) (.09) (0.62) -1.95)  (-2.30)
IAGR1 19861  3.2553 1.7323 - 2.1992 . 31587  6.4510
(4.33) (5.65) (3.45) (3.59) (2.36) (4.24)
IAGRISQ -4.4453  -9.9334 36972 -7.4675 ©C.17200 -15.84
(-1.54)  (-5.21) -131)  (-3.69) -21) (-3.08)
PW 9289 9368 9649 9688 5743 9806
(95.60)  (88.95) (89.67)  (89.24) (39.72)  (39.62)
WAGE  .0198 0268 0222 0336 0044 0186
' (1.99) 2.81) (1.39) (233 (0.15) (0.73)
- ADV -0038  -0057 -0056  -.0070 0002 - 10035
(-2.99)  (-4.81) (-2.76)  (-3.96) (0.06) (-1.07)
DENS  -0005  .0008 -.0018 -.0006 -.0087 -.0046
(-.66) (1.09) -1.72)  (-0.61) (-3.82)  (-2.33)
GR -0022  -.1941 .0060  -.0602 0169 -.5242
(-27) (-2.13) (-.46) (-0.68) (-.70) -2.21)
FORCE -.0096  -0121 -0120 -.0097 -0031 -.0041
-1.71)  (-1.93) (-1.60)  (-1.28) (-.19) (-0.25)
CANCEL 0186 0246 0222 0234 0124 0217
(3.38) (3.92) (3.25) (3.34) (79) (1.32)
LD .0212  -0174 -.0050 -.0030 0222 0344
(-3.93)  (-3.10) (-.67) (-0.40) (1.37 (2.18)



Appendix A - Table 2

The Impact of the RMA Laws on the Price of Chevrolet Cars in 1978

Body Tvype ver Percen Price Ch

For Arcas with Positive Population Growth

olid New
Regular 5.90°" 7.68°°
Malibu! 5.02°" 8.35°"
Camaro 8.43°° 11.80°°
Nova 4.18" 5.09°
Monte Carlo 530" 6.037"
Monza 8.817" . 7.087"
Chevette  ser 7.58""
"Sportvan 3.68 To3.28
Corvette 16.82°" 18.75"

1 The estimate of the price effect for the Malibu in the Staff Report should
.have been reported as 5.02 rather than 14.31.

b

* significantly above zero at the 95% level.

** significantly above zero at the 99% level.



Appendix B

In this appendix we report the original and new estimates of another
specification of the supply equation. The following change was made in the
specification. The growth rate variable, GR, was changed from the
percentage growth rate to the growth rate if positive, otherwise zero. All
of the other variables are defined as they were in the original report. Table
1 reports the old and new cocefflicient estimates for the supply equation. It
1s clecar from the results below that the cqua‘tion 1S not sensitive to this
change in the growth rate variable. Like the original equation, the
interaction of the law variable and areas with population growth, IAGRI, is
posiri\;c and significant in all 9 equations. In the following tables,
coefficients with t-values of greater thanvci).r ecqual (ix'x absolute value) to 1.96
are significant it, the 959% level. The t-values are reported under the
cocfficients and appear in parentheses.

Table 2 presents the old and nzw estimates of the impact of RMA laws
on t};c price of cach model type.?* It is clear from Table 2 that for both

the old and new cquations, RMA laws in arcas of growing populations have a

positive impact ot price.

3¢ This estimated cffect involves 2 combination of some of the
cocfficient estimates of the supply equation.

21
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Appendix B - Table |

The Estimated Regression Coefflicients for the Retail Supply Equation
for the Nine Chevy Auto Body-Types for 1978

Variable

Cc

RNEW
ROLD
IAGRO
rAdﬁx
IAGRISQ
P

WAGE

. ADY

JDENS
GR
FORCE
CANCEL

LD

(Dependent Variable = Log of Retail Price)

Regular
Qld New
.7875 .7803
-.0028 -.0029
(-.94) (-.98)
-.1013 -.1091
(-1.68) (-1.84)
.0103 0112
(1.49) (1.65)
2.0869 2.073
(4.72) (4.69)
-5.348 -5.39
(-1.91) (-1.93)
9077 908
(69.£83) (659.78)
0121 012
(1.32) (1.33)
-.0043 -.0043
(-3.61) (-3.66)
-.003% .0039
(-5.46) (-5.41)
-.0031 -.0024
(-.40) (-.30)
-.0135 -.0138
(-2.53)  (-2.58)
0174 0177
(3.34) (3.39)
-.0131 -0132
(-2.47) (-2.48)

v v
Maliby
Old New
5426 5327
-.0032 -.0032
(-1.16) (-1.21)
-.0941 -.1060
(-1.70) (-1.93)
.0095 0109
(1.50) (1.73)
1.6552 1.6939
(4.17) (4.14)
-4.530 -4.619
(-1.75) (-1,78)
.9306 9314
(77.80) (77.43)
0208 0213
(2.43) (2.49)
-.0038 -.0389
(-3.43) (-3.54)
-.0022 -.0022
(-3.38) (-3.34)
0053 .0050
(.73) (.66)
-0121 -0125
(-2.39) (-2.45)
0172 0177
(3.52) (3.59)
-.0160 -0161
(-3.14) (-3.15)

2226

.0032
(1.10)

0395
(.66)

-.0067
(-97)

2.8680
(6.65)

-9.169
(-3.42)

9926
(99.74)

-0118
(-1.28)

-.0014
(-1.14)

0014
(1.95)

.0150
(1.96)

-.0071
(-1.41)

0074
(1.48)

-0116

(_‘s -n

e -

2119

.0032
(1.08)

0196
(.33)

-.0044
(-.64)

2.888
(6.69)

-9.315
(-3.47)

.9524
(99.54)

-0102
(-1.11)

-.0017
(-1.42)

.0013
(1.86)

.0095
(1.19)

-.0075
(-1.49)

.0080
(1.60)

-0116

- -~

(=225



Appendix B - Table 1 (Continued)

The Estimated Regression Coefficients for the Retail Supply Equatiocn
for the Nine Chevy Auto Body-Types for 1978
(Dependent VariablesLog of Retail Price)

Nova n rl ionz
Qid New Qld New Oid New
“c 7723 7672 4099 4073 6682 6641
RNEW -.0006 -.0007 -.0023 -.002 -.0045 -.0046
(-.20) (-.26) (-.82) (-.84) (1.28) (-1.30)
ROLD .0155 .0095 -.0990 -.1036 -0231 -.0309
(0.30) (.19) (-1.79) (-1.91) (-.32) (-.43)
IAGRO  -.0024 -.0017 .0100 0106 .0008 0017
(-.40) (-.28) (1.58) (1.69) (.09) (.20)
IAGR] 1.5946 1.5921 1.7007 . 1.6952 . 1.3734 1.3833
(4.06) (4.05) (4.02) (4.00) (2.70) (2.73)
IAGR1SQ -5.024 -5.14 -4.621 -4.6641 v = = 9754 -1.109
(-2.03) * (-2.08) (-1.73) (-1.74) (-31) (-.35)
PW .9067 9071 .5495 5497 9235 9234
: (90.34) (90.32) (81.92) (81.91) (104.7) (105.04)
WAGE .0151 .0154 0172 0173 0103 0109
B (1.72) (1.76) (1.96) (1.99) (.95) (1.02)
. ADYV -.002} -.0022 -.0027 -.0027 -.0015 -.0016
(-1.96) (-2.00) (-2.44) (-2.48) (-1.04) (-1.13)
DENS -.0007 -.0007 -.0021 -.0020 -0016 -.0015
’ (-1.10) (-1.01) (-3.05) (-3.00) (-1.84) (-1.77)
GR 010§ 0121 .0017 0021 .0201 0193
(1.54) (1.65) (.23) (27) (2.22) (2.05)
FORCE .003l .0031 -.0162 -0163 -.0062 -.0062
(.63) (.63) (-3.22) (-3.23) (-1.00) (-.99)
CANCEL .0036 .0037 0179 0180 0128 0128
(.76) (.78) (5.68) (3.70) (2.09) (2.10)
LD -.0087 -.0088 -0121 -0122 -0168 -0168
(-1.82) (-1.83) (-2.37) (-2.37) (-2.77) (-2.78)



Appendix B - Table | (Continued)

The Estimated Regression Coefficients for the Retail Supply Equation
for the Nine Chevy Auto Body-Types for 1978
(Dependent VariablesLog of Retail Price)

Varjable Bodv Type
Chevette Sportvan Corvette
Q14 New old New oid New
C 5561 5474 2245 2191 4131 4097
RNEW  -0025  .0026 -0077  -.0077 0033 0037
(-81) (-.82) (-161)  (-1.60) (.36) (.41)
ROLD  -0672  -.0813 -0280  -.0353 3033 3059
(-1.03)  (-1.26) (-.24) (-.31) (1.69) (1.72)
IAGRO  .0053 .0069 0012 0020 0402  -.0405
(.70) (.93) (.09) (.16) (-1.95)  (-1.99)
IAGR1 19861  1.9853 1.7323 © 1.7278 3.1587  3.1541
(4.33) (4.31) (3.45) (3.44) (2.36) (2.35)
IAGR1SQ -4.4453  -4.4903 -3.6972  -3.7050 "7 -1.7200 -1.508
(-1.54) (-1.55) (-1.31) (-1.31) (-21) (-.18)
PW 9289 9292 9649 9652 9743 5741
' (95.60)  (95.16) (89.67)  (289.68) (39.72)  (39.51)
WAGE 0198 0207 0222 0226 0044 0051
' (1.99) (2.08) (1.39) (1.43) (.15) (.18)
. ADV -.0038  -.0040 -0056  -.0057 .0002 .00005
(-2.99)  (-3.16) (-2.76)  (-2.83) (.06) (01)
DENS ~ -0005  -.0006 -0019  -.0019 -0087  -.0088
(-.66) (-.73) (-1.72)  (-1.73) (-3.82)  (-3.82)
GR 0022 -.0053 -0060  -.0071 -0169 -.0234
(-.27) (-.62) (-.46) (-.53) (-70) . (-93)
FORCE -0096  -0102 -0120  -0122 -.0031 -.0035
-1.71)  (-1.80) (-1.60)  (-1.62) (-.19) .22
CANCEL 0186 0192 0222 0224 0124 0126
(3.38) (3.48) (3.25) (3.28) (.79) (.80)
LD 0212 -0212 -0050  -.0050 0222 0222

(-3.93) (-3.92) (-.67) (-.68) (1.37) (1.37)



Appendix B - Table 2

The Impact of the RMA Laws on the Price of Chevrolet Cars in 1978

Bodvy Tvpe v rcen ri

Eor Arcas with Positive Population Growth

Old New
Regular 5.90"° 579"
Malibu!? 5.02°" 469"
Camaro 8.43"" 8.44°°
Nova 4.18" 4.06
Monte Carlo 530" 528"
Monza 8.81"" 264"
Chevette . 587" 581"
Sportvan 3.68 3.89
| Corvette 16.82°" ‘ 17.28"

1 The estimate of the price effect for the Malibu in the Staff Report should
have been reported as 5.02 rather than 14.31.

* significantly above zero at the 95% level.

** significantly above zero at the 99% level.



Appendix C

In this appendix we report the estimates of the dealer margin equation.
As opposed to the originﬂ specifications, the following table uses the dealer
margin as the dependent variable. Since the dealer's unit cost (cost of the
car to the decaler) is part of the dependent variable, it is no longer used as
cither a regressor or as an instrumental variable. The growth rate variable
as specified in appendix B (rather than the absolute growth variable or the
original growth variable) was used in the analysis. All of the other
cxplanatory variables are defined as they were in the original report. The
dependent variable is simply defined as the difference of the log of retail
pri_cé and the log of decaler’s cost. This represents the percent markup to
the dealer. Obviously, the estimated coci‘ficicnt vector will change since we
arc now cxplaining dealer margins. The rcsults'in Table-1 show that in 8 of
the 9 model types the interaction of the law and population growth variable,
IAGR], 1s still positive and significant. In the tables, cocfficients with t-
valﬁcs of greater than or equal (in absolute valuc) to 1.96 are significant at
the 95% level. The t-values are given under the cocfficient and appear in
parentheses.

In response to WEFA’s claim that the Staff Report model is a failure in
explaining dealer margins, we present the chi-square statistic, which is a

test for whether 2all the factors, when taken together, are statistically

significant. The critical chi-square value for the 99% significance lcvel in a



model with 12 factors is 26.22. Thbe results in Table 1 show that all the
models far exceed this critical value.?®

Table 2 reports the total impact of RMA laws in arcas of growing
population on the dealer margin for ecach model type.?® Wc obtain a
statistically significant positive impact on dealer margins for 7 of the 9

model types.

% In this appendix we use the chi-square statistic to test the

significance of the model. The measure of goodness-of-fit used in the Staff
,Report was the square of the correlation between the actual 2nd predicted
value of the dependent variable. However, even for a well specified model,
we would not always expect a high correlation between the actuazl dealer
margin and the predicted dealer margin especially when the prediction comes
only from the supply equation and ignores the demand side of the model
For example, in the dealer margin equation presented in this appendix, the
correlation between predicted and actual dealer margin for the 9 models are
small (they range from .05 to .17 -- the square of these numbers will be
close to zero) while the chi-square statistics reveal that the factors in the
model are significant at more that the 99% level of signilicance.

6 This estimated effect involves the combination of soms of the
estimated cocflicients of the supply eguation.
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The Estimated Regression Coefficients for the Retail Supply Equation

C

RNEW
ROLD
IAGRO
IAGRI
IACRmQ
WAGE
ADYV
DENS
GR

;FORCE
CANCEL
LD

Chi
Square

Appendix C - Table |

for the Nine Chevy Auto Body-Types for 1978

Regular
-.0450

-.0053
(-1.75)

-.1795
(-3.01)

.0195
(2.85)

1.7217
(3.73)

-5.7698
(-1.98)

0192 -
(2.04)

-.0042
(-3.42)

-.0033
(-4.47)

-.0041
(-0.4%5)

-0177
(=3.22

.0207
(3.87)

-.0197
(-3.65)

106.64

(Dependent Variable=Dealer Margin)

Monte

Carlo
-.0401

-.0025
(-0.88)

-1311
(-2.40)

0139
(2.21)

1.5557
(3.59)

-4.9421
(-1.82)

.0204
(2.31)

-.0027
(-2.42)

-.0016
(-2.34)

.0013
(0.17)

-0188
(-3.71)

0188
(3.82)

-.0161
(-3.15)

105.65

Body Tvpe

Maljbuy Camarog Nova

-.0854

-.0050
(-1.73)

-17158
(-3.05)

.0183
(2.84)

1.4993
(3.43)

-4.7864
(-1.73)

.0281
(3.11)

-.0041
(-3.55)

-.0020
(-2.88)

.0034
(0.42)

-.0186
(-3.57)

0230
(4.53)

-.0238

(-4.64)

138.83

1379

.0028
(0.96)

.0133
(0.22

-.0037
(-0.54)

29117
(6.69)

-9.6570
(-3.59)

-.0087
(-0.96)

-.0018
(-1.55)

.0014
(2.04)

.0058

(1.22

-.0081
(-1.61)

.0090
(1.82)

-.0127
(-2.49)

205.09

-.1003

-.0035
(-125)

-.0955
(-1.85)

.0106
(1.78)

1.1881
(2.87)

-4.8222

(-1.85)

.0317
(3.59)

-.0030
(-2.70)

-.0001
(-0.18)

0114
(1.48)

-.0064
(-128)

.0118
(2.44)

-0184
(-3.78)

123.85



Appendix C - Table | (Continued)

The Estimated Regression Coeflicients for the Retail Supply Equation
for the Nine Chevy Auto Body-Types for 1978
(Dependent VariablemDealer Margin)

Variable Bodv Tvpe
Monza Chevette Sportvan Corvette
C -.0422 -.1281 -.1444 1645
RNEW -.0080 -.0062 -.0086 0032
(-2.18) (-1.95) (-1.80) (036)
ROLD -.1443 -.1596 -.1096 2982
(-1.95) (-2.44) (-1.02) (1.71)
IAGRO 01497 0162 0109 -.0395
. (1.76) (2.16) (0.87) (-1.97)
IAGR1 8204 1.7638 16019 - 3.1715
(1.54) (3.67) (3.20) (2.38)
IAGRI1SQ .7973 -4.1036 -3.9513 - -1.9699
(0.24) (-1.36) (-1.40) (0.24)
WAGE .0027 0360 0321 0066
(2.05) (3.61) (2.05) (024)
ADV -.0027 -.0054 -.0067 .0001
(-1.81) (-4.25) (-3.41) (0.03)
" DENS -.0014 -.0004 -.0014 -0083
(-1.50) (-0.54) (-1.28) (-3.71)
,GR 0181 -.0055 -.0080 -0228
(1.83) (-0.63) (-0.60) (<0.52)
FORCE -.0145 -.0145 -.0146 -.0029
(-2.24) (-2.50) (-1.98) (-0.18)
CANCEL .0206 0243 £243 019
(3.31) (4.33) (3.61) (0.76)
LD -.0237 -.0244 -0103 0224
(-3.80) (-4.35) (-1.45) (156)
Chi
Square 115.85 191.24 77.99 46.73



Appendix C - Table 2

The Impact of the RMA Laws on Dealer Margins for Chevrolet Cars in 1978

Body Tvoe Avcrage Percentage Markup (Dealer
in r reas w v
lats oW

Regular 3.69°

Malibu 3.41°°

Camaro 8.17""

Nova 2.23

Monte Carlo 407"

Monza 7.67°"

Chevette 5157

Sportvan | | 3.42

Corvette 16.49°"

. " significantly above zero at the 95% level.

" significantly above zero at the 99% level.

’
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