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INCINTIVES FOR MOBILITY
Using Market Mechanisms to Rebiild Amerfca’s
Transportation Infrastructure
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1. AMERICA'S INFRASTRIICTURE PRCBLEM

America in Ruins was the title of a book by TEW's Washington
analyst Pat Cheoate several years ago.{1) It first raised the is-
sue of decaying and inadeguate infrastyucture to national aware-
ness. Many other studiez have followed suit, generating estlmates
of the magnitude of the problem.

For example, in 19284 Congress’s Joint Economic Committes
ectimated that inmfrastructure construﬁtion and maintenance needs
over the next 1% years totaled over 31 trillion.{2) Most of that
total was for transportation——$720 billion for highways and
bridges and $178% billion for mass transit. These sums were far
less than would he available from current funding sources.

In 1934 Congress created the Wational Council on Public Worka

Irprovement (HCEWI; to assess the problem. After three years of

work, the Council published Fragile Foundations, a 1958 report
which documented the declining share of Gross National Product
being invested in punlie works =ince 1981 and recommended doubling
the present level of capital spending on infrastructure. (3]

The magnituds of recent estimates of imfrastructure-spending
shortfalls way well be ewxacgerated. TFor example, the Federal
Highway Administration teld Congresg in 1986 that it would coat
361 billion te repair and replace the naticn’s 240,000 deficient
bridges. (4} But a 1588 analysis of this report by the General Ac-
counting Office (5} concluded that FEWA': estimate was
guesticnanle, kecause it included bridges that are not deficisnt,
bridges which states have no intention of rehabilitating, and
other bridges which can be "fixed" without mador rehabilitation.

Similarly, a 19882 Congressilconal Budget Officve study (6] takes

iseue with the NCOPWI’s uncritical acceptance of the hesociation of
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General Contractors’ estimate of $118 billion per year in needed
infrastructure investment. Interest groups, whether private or
governmental, which ztand to benefit from increaced spending have
an understandable incentive to exaggerate the need for such spend-
ing.

Naverthelessa, it is undenishle that this country faces serieus

infraszstructure problems:

o Despite the scaring growth of air travel, only one major new
atrport {in Genwver) is under develepnant, while
Preesent traffic lewvels lead to zerious delays at many
conhgested hubs, The U.5. Department of Transportation puts
the annual oozt of airline delays at 5 billion.

& Trban freeways are choked with traffie dering ever-
langthening rush—hour periods, with predictions of far worsa
gridlock by the year 2200. A study by the Texas
Iransportatieon Institute estimates the 1987 cost of traffic
congestion in 39 urkan areas at 541 billien. (7)

o The cendition of major highways and bridges is deteriorating
over time; these assets are wearing cut faster than they are
being replaced. "Deferred maintenance® is taking a majer
toll.

¢ Despite major federal grants since 1272, thousands of
communities still hawve inadegquate wastewater treatment
tacilities. Morecwer, many existing facilities are not
generating enough revenues to provide for proper maintenance
and replacement.

Infrastructure became a major issue during the electicn year

1%38. EBoth conservative economist dary Becker and liberal

economist Alan Blinder dewvoted Busihess Week columns to the short-
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changing of infrastructure needs. Eecker, using public-choice
analysis, explained why numerous other claims on public-sector
resources tend to get more funding than infrastructure
maintenance. (&) And Blinder pointed to a provocative study by
aconeomist David Aschauer of the Federal Resarwve Bank of Chicage
demcnstrating a strong correlation between productivity gains and
spanding an airperts, highways, water, sewer, and other core in-
frastructure. (9] L

% lobbying coalition called Rebulld America was set up in
Washington in 1987 to work in support of the recommendations of
the NCPWI. Its founding members includs the Associated Genaral
Contractors, American Public Warks Association, and other large
public works intersst groups. Several Dukakis campaign advisers,
ircluding Rokert Reich, spoke wery favorably of Rekuild Amefica,
and The New Republic’s Rokert Kuttner called for massive new pub-—
lic workse prugrams, as a way of dealing with both infrastructure
nesds and employment for workfare participants,

Sen. Daniel Moynihan introduced legislation in 15238 to set up
a revelving lean fund, capitalized by federal infrastructure
grants. In the Houge, than-5peaker Jim Wright sroposed creation
¢f a new infrastructure trust fumd, =imilar to those now in axis-
tepce for highways and airport=. And the pubklic works cormittsess
¢f both houses authorized the office of Technology Aesessmant to
conduct a study of new public works technologies and "major
changes in the federal role to encourage move efficlisnt and pro-
ductive public werks systenms.

21l of theze activities represent what night be called the
conventicnal wisdom in infrastructurs. Their advecates assume

that the problem i= basically a lack of sufficient funding, rather



than an institutional =etting that ie poorly squipped sither to
select cost-effective infrastructure projects or to properly
manage and maintain them once they exist. They also assume that
existing infrastrucsture is being used as efficiently and in-
tensively as possible.

The premisge of this paper is that the conventional wisdom is
wrong. We can do a far better Jjob of identifying and meeting this
country’s infrastructurse needs by making use of market mechanisms

(such as pricing and return-on-investment criteria).

2. A CAEE OF GOVERMNMENT FAILURE

In several fundamental ways, the conventional public-sector
approach to infrastructure is deficient. To be sure, the public-
sector approach does produce highwayes, alrports, waterways, ato.
But the incentives 1t provides for decision-making do not ensure
that the most impertant needs are met, that the maximum benefits
are derived from each project, or that projects are properly
maintained over their lifetimes.

o Jpending on Less—Important Needs

The Congresgional Budget ©ffice peints out that, "Since the
benefites of using facilities are not tled to the costs of provii-
ing them, federal programs lead to inflatcd parceptiens af the
demand for infrastructure."{10} With federal capital grants
providing B0 percent uf the capital costs of new transit systens,
for example, it is hardly surprising that many local officials
choose to bulld capital-intensive rail transit systems which pro-
vide far less mobility per dellar than expanded bus or paratransit
systemns.

Moreover, because federal grant programs must alliocate funding



to most or all congressional districts, numercus projects of rela-
tively low priority end up getting funded--yhich makes fewer dol-
lars available for mere urgent projects. For example, although
genaral aviation (small private plane=s) generates only 4 parcent
af the fuhds im the Ahirport & Alrways Trust Fund, grants to the
non-connercial ajirports used by this cateqgory of aviation accouant
for 30 percent of all airport grants,

o Mot Getfing the Most out of Exiéiing Infrastructure

The public sector historically has exhibited a strong hias
against market gpricing of infrastructure uss. Below-market pric-
ing leads to over-use (congestion), which leads to demands for
building more capacity--somz of which would not be needed, if
more-rational pricing were embloyed to get the mest use from the
existing capacity.

Thus, we see major congestion problems at busy hub airporte
and on urban freeways--in both cases during peak-demand hours,
while those same facilities are Iightly used at many other times
wf day. The telephens system solves fhis proklem with differen-
tial pricing, but publicly cwned alrports and freeways ignore this
efficient mechanism. Federally supported imland waterways charge
only token user fees, which currently cover oply 9 percent of
Corps of Enginsers costs for inland navigation; this subsidizatiom
diverts traffic from rail svstens {which must pay 100 peroznt of
the cost of their infrastructure).

Economigts are wirtually unanimous in advecating the use of
market pricing for infrastructure use. The Congressional Budget
tffice esays that mamagers of infrastructure should “"price [their
facilities] in a way that will optimize their use." C¢BO maintains

that present pricing policies op federally supported infra-



structure "fall to provide either infrastructure users or state
and local managers with incentives to make afficient choices.®
And besides leading to over-use and cong=stion, "below-cost prie-
ing lzads users to request nore infrastructure services than they
are willing te pay for, while planners get an exaggerated percep—
tion of investment needs from these micleading siguals abeur in-
frastructurse Jdemand.'" (11}

o Failing to Maintain Infrastructure Properly

There is a direct link between the lack of a dedicated revenue
source for a khridge or highway and ita ultimate state of
maintenance. By funding much infrastructure cperaticon and
maintenance ocut of ¢general rewvenues, the public secter has in-
stitutionalized irresponsibility in ongoing maintepance, The rea-
son is not hard to understand. New York State Comptroller Edward
V. Regan wrote the following to NOPWI In 1985:

When highways and bridges are regularly maintained

there is= no press coverage. When they are rebuilt it

is an "event." There is a ribbon-cutting and plenty

of press coverage. The incentiwves, therefore, are for

rublic officizls to purpesefully starve the maintenzance

budget. . . . Until this aotivation . . . is acted wpon,

we will ke treated to recarrent infrastruchture orizes,

In fagt, proposals for infrastructure bonds, banks, etc.
only abet this whole prhocess. (12) [emphasis added]

It is not enough zinply to irmpose =ome form of user feas on

infrastructure. NCPWI's report points out that while nearly 75
percent of curremnt capital spepding on infrastructure comes from
users, ocnly about 50 percent of operations and maintenance spend-

ing comes from this source. The political processs has demonstrab-



ly falled to dedicate the needed revenues to our infrastrocture.

The result iz a chronic problem of daferred maintenance.

3. & MARKET-QRIENTED AFPPROACH

The problens discussed above are institutional; they are in-
herent in the way that infrastructure i= funded and cperated in
the public sector. Massive increases in government spending are
not the answer, even if they were 1ikély--which they are not, due
to the gontinuing fiscal problems at all levels of government.
What we need is to rethink the jinstitutions and incentives in-
volved in infrastructure. TFour basic principles form the basis of
a market-criented approach:

o Uger fundineg: The general rule should be that infrastruo—
ture projects he paid for by those who use them and benefit from
them. Making projects meet a market test of this sort will ip-
craage the likelihood that only those projects which are econom-
ically justified will get built.

o Dedisated revenues: The organization which owng and coera-
tes the preject must be able to keep and uge the reverues to Prop-

erly maintain and rebuild the project. We must instituticnaiize

the responsibillty for proper long-term maintenance of these

facilities,
o Market pricips: Mere user charges are not sufficient, ginse

covering the average costs of a project dees not ensure that users
will be given the proper incentives tu economize an its use. To
resolve congestion problens, user fees must become narket prices
which provide incentives for concentrating cnly high-valued uses
at peak-demand times and shifting other demands te off-peak heours,

© Privatg capital: Eecohomically wiable transportation infra-



structure projects can and will be financed by private capital--if
they are operated ln accordance with the first thres prineciples.
Hurercus examples from overseas dencnstrate this point: the pri-
vate tellways in Italy, France, and Spain; the privately fundsd
subway in high-density Hong Kong; and mest recently the 513 bil-
lien privately funded and g¢perated Channel Tunnel proiszet. Thus,
the lack of obvious funding sources for new Infrastructure in the
public sector need not mean that majuf new prejscts cannot be
Eailt,

These principles can be applied in several different can-
figurations, including (a) managenent contracts with private [irmps
to operate existing infrastructure, (b} the Hbuild-oparate-
transfer" {B-0-T) system in which a private consortiun gains a
long-term franchlse from goverrment to finance, build, and operate
a new project for a tine period long enough to recover its invest-
mwent {after which title reverts to the govermment), and [e) full
privatizatiem, in which the project is owned by investors and
financed by a conbinatien of debt and equity (as in the case of
the proposed Illinois Tell Road Utility Act and recent development
of "merchant" waste-to-energy plants).

America’s infrastructure needs can be me:r by applying these
market-oriented principles te zirports, intercity highways, urban
freeways, mass transit systens, ports, waterways, water supply,

wastewater treatment plants, and solid-waste disposal facllities.

4. APPLYING MARKET PRINCIPLES
Alrports
Airline deraqulation has led to the growth of major hub air-

ports, with a huge increase in air traffic. Delays at these air-



ports, already very significant, are projected to grow much worse
over the coming decade, esperially since only one major new air-
pert project iz under development {(the replacement of Denver’s
airport with a larger facility). An industry cocalitiecn called the
Partnership for Improved Air Trawvel is lobbying for higher levels
of federal spending to increase airport and airway capacity.

A market-oriented assessment of the problem finds that air-
purts do not charge market prices, wh}ch leads to demand greatly
eXveading supply at peak hours but much excess capacity at other
hours. In addition, airports do not have control aver the princi-
pal variakles which determine their ultimate capacity. The con-
trol tower and its staff and the high-tech landing aids are all
owned and gperated by the Federal aviation Bdministration. The
revenues which pay for new runways and taxiways come, in part,
from a federal grants program which carries numercus controls and
econonic regulatlens. Rmong these regulations are substantial
restricticens on airports’ pricing fresedom.

Airports are generally self-supporting enterprises, despite
these constraints. Were airporte Free to operate 1like real
businesges, they could be gignificantly profitable enterprises--
which suggests that capital would be attracted inte this business.
In short, to the extent that we have a shortage of alrpert capac-
ity in this country, we should be able to allevlate it by permit=
ting airports to operate as private enterprises.

Alrpoert privatization already exists in varying degrees. &
small number of (J,8. airports--both air-carrier and general-
aviation--are operated under long-term lease or contract marage-
ment by private firms. fThe Ihatcher government privatized British

Airports Authority inm 1987; it is now a stockholder-owned for—
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profit firm. MNew airperts in Japan and €hina, and new terminals
in Canada and Turkey, are heing developed under the BE-0-T sys—
tem by private consortia. and a number of governments both
abread--New Zeazland, Demnark, Belgium--and at home--Albany, at—
lanta, Los Angeles, Pesria, and FPhiladelphia——have hegun to oon-
sider =selling their existing airports to private investers. In
addition, investment banks and other firms in Europe and the
United Statee are researching the potﬁntial of creating new hub
girparts (often referred to as Wayports) as business enterprizes.

& number of current federal pelicies serve as deterrante to
airport privatization, however, The Federal Awviation Administra—
tion has opposed Albany’s efforts to privatize, despite the endor-
sement of private ownership and apsration of transportation
facilities in the Departament of Transportaticn’s Natlenal Trans-
pertatisn Folicy, released in March 19%0.

Interstate Highway

The present $14 Billicn federal highway program expires Sap—
tember 30, 1591. There is much current discusesion over what the
Tederal role should be, now that the Interstate Highway systea is
virtualily coapleted, The Highway Users Federation has held Trana-
portation 2020 foruws around the country, to generate support [or
a continued federal program, higher levels of spending, and the
continued dedication of gasoline tax revenues to highway purposes.
This approach reflects the business-as-usual conventional wisdor,
ignoring such issues as the reason for massive deferred
maintenance. It also conflicts szharply with yrowing prezsures to
impose further gasocline tax increases to help reduca the federal
deficit.

The Congressicnal Budget Office and many transportaticn

11



economists have pointed cut that the end of the Interstate program
provides a good opperktunity to rethink the federal role, possibly
even withdrawing federal aid.{¢13} CBD and others have noted the
potential of tolls as an alternative or supplement to gascline
taxes. Although tolls have histerically been strongly dizcouraged
by federal regulations, the 1987 highway bill auntherized tell
denonsgtration projects in nine states; and there has been intense
competition among the =tates to qualify for thesse projects.

The strong success of the B-9-T model in Italy, France, and
Spain, and its more recent spread to the Pacific Rim (Australia,
China, Indonesia, Malaysia) suggeste that the private sector could
play a majoer role in both fimnancing and cperating toll highways in
this coumtry. ©During the last few years, priwvate toll-road
projects have been propesed {n California, Goleradeo, Florida, Il-
linois, Missouri, Puerts Ricc, and Texas, Laws creating private
toll read programs have been enacted in California and Virginia
(and are being considsered in Arizoma, Flarida, Illincis, Min-
negota, and Texas|. America's first private toll read in modern
times was approved in July 1990 in Virginia--the Dulles Toll moad
Extension. Aand four private tollway projects, worth $2.5 billiien,
were selected in {alifornia n September 1980,

The Eush adoinistration’s proposed surface transportation
reathorization bill reverses the federal government’s historic op-
pesitlon to tell roeads. It providess for the use of federal aid to
improve existing toll rcads and build new ones and to reconstruct
free bridges and tunnels as toll facilities, It alse provides in-
centives for private financing, development, and operation f(but
not ownership) of toll facilities.

Urban Freeways

an



A September 19388 Time magazine cover gtory headlined "grid-
Tock!l" typified growing media attention to the increasing conges-
tioh on our major urban expressways. Unfortunately, despite more
thar & decade of work by transportation economists, not one word
was included in the article about peak-hour pricing as the remedy.
Fortunately, this communications blackout is beginning to 1ift,
outside the popular media.

Two Key ideas need to be understo;d in this context. ©One is
that new technelogy permits tolls to be charged electronically, se
that cars need not stop at congestion-inducing tell booths. At
least a dezen cumpanies are praducing Electronic Toll Collection
{ETC} systems, using electronic technology to read a wehicle’s ac-
count number as it drives past, Electronic tell collection is now
fully operational on the Dallas North Tollway, the Crescent City
Comnection hridge in Wew Orleans, and the entire Gklahoma Turnpike
systen.

These ETC systeme facilitate peak-hour pricing, because they
maks it very eacy to change price levele. A recent paper from the
Federal Reserve Bank of San Francisce advocates peak-hour telling
via ETC as the key to resolving gridlock on Califeornia freewayvs,
{l4; Its recomrendations were endorsed by the Bay aArea Eccnomic
Forum in its propesgal for a market-oriented transportation policy
for the San Francisco Bay area. [15] And this spring the Enviren-
mental Defense Fund released a najor study advecating the use of
congestion pricing te help resolve gridleck and reduce emissions
on the Los Angeles freeway systam. [16]

The other imnovation is private financing, ewnership, and
operation-—principally on ths European B-0-T madel. Historizally,

the B-0-T model hasz been used for intercity highways and for major
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tunnels and bridges. But private firms have recently proposed
sevaral major urban tollway projects in Europe: a tunnel aleny the
langth of the Thames River heneath Landon, a second deck on the M-
25 around London, amd a system of tunnels beneath Paris. A 19BB
Feazon Foundatienm preliminary study suggested that private
tollways be built as second decks akove congested Los Angeles
freeways. {17) The =study inspired california‘s 1939 private
tollway law, AR GE0, under which sevefal urban-area tollways are
now being developed.

Many of the same barriers that inhibit private-sector provi-
eion of inter-city highways also apply to urban expressways. For
example, since many gridlocked urban expressways are segments of
the Interstate system, the federal ban on tolls prevents tha in-
troduction of congestion pricing on those sxpressways. Federal
repayment redquirements also inhibit the 2ale or lease of an exist-
ing expressway to private snterprise {e.g., for conversion to a
privately operated and maintained tollway). The Bush adainistra-
tion surface transportation proposal would permit congestion pric-
ing on Intersgtate segments within major cities with air poliutien
problems,

Mass Transit

"Hew federally assisted transit systems have not added to rass
transit; instead, they have replaced flexible bus routes with
costly fiXed-route services to a few downtown ayreas, while the
groewth im jobs and pepulation has heen in the suburhs and in
smaller cities."{18) This conclusien by the Congressional Budget
Office illustrates how federal Funding has often been spent on the
Wrong nesds. Other unfortunate conseguences of federal transit

spending have heen to foster the use of larger Buses, when smaller
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vehicles would provide more-frequent (hence, more user-friendly)
service, and to promote prewature replacement of buses. These and
other incenhtive problems have led CBO and many transit economists
to sugyest the termination of federal subsidies for urban transit
syatems.

Transit clearly has a role to play in urban mobility, but an
environment in which federal transit suksidies are reduced or
eliminated would reguire considerable‘rethinking. What’s needed
is a new model for urban transit, based on encouraging a variety
of competing transit providere. In order to attract drivers out
ef their cars, new types of transit are reguired, offering at
least =ome of the amsnities [little or no waiting time, comfert,
privacy, safety, etc,) of the private automokile. Examplas of
some such systems exist ln this country (e.g., the SuperShuttle
and cther door-to-door van services), and some majer cities over-
geas {Buence Aires, Hong Keng) offer examples of competitive (as
opposed to monopoly) transit systems.

The reauthorization of the federal mass transit program in
199: offers an opportunity to rethink the government’s rels, along
narket-oriented lines., The administration’s proposal would
eliminate wperating subsidies for large cities [over 1 millian)]
but weuld contimie other capital and eoperating subsidies. on the
positive sida, it would contimde to urge the competitive contract-
ing of bus routes.

Ports and Waterwave

The federal government maintains 21,000 miles of shallow-draft
inland waterways and subsidizes 270 deep-draft porte and harkbors.
User charges in the form of & fuel tax pay for about 10 percent of

federal waterway costs, and local governments have keen required

1E



tc pay a epall portion of harbor dredging costs since 1%8&. In
additicn, there is how a federal harbor maintenance tax which is
intended to cover 40 percent of the Corps of Engineers’ operations
and maintenance expenditures at ports. Owerall, users pay anly 21
percent of the ¢osts of these facilities, resulting in a net fed-
eral subsidy of about 51 hillion per year. (18]

Thie water transportation infrastructure is subject to the
same problems a= other publicly subsiaized Infrastructure. Many
of the projects built by the system are economically unjustified;
lack of markKet pricing causes over—use and cotwjestion of certaln
facilities; and facilities are not always properly maintained.

Subsidization of water tranapsrtatien infrastructure has been
gusstioned by economists, envircrmentalists, and the Congressicnal
Budget Office. The recent CBE® report considered two options fer
future federal policy: increasze user fees to cover all cests o
withdraw all federal participatimn. CBOfs calewlations shewsd
that in the majority of cvases, modest and afferdable user fees
would recover all costs, except for gertain ports and waterways
with comparatively low demand. This ascessment suggests that pri-
vate ownership could be considered for most of these facilitlss.

Privatization could take the Form of sither a straight commer-
cial buyout, with the port being run as a for-profit enmterprise,
or the creation of a user co-op. Several ports have been
privatized in the past five years, including associated British
Portsz, the Port of Gothenberg (Sweden), and the Port of Buffals,
New ¥York (how owned by Gateway Metroport & Trade Center). A num-
ber of other countries are considering privatizing their major
ports, including Argentina, Panama, Uraguay, venszusla, Malaysia,

and Singapore. [20]



5. CONCLUSION

Uur national and state transportation policies must cope crea-
tively with the mismatch between today’s infrastructurs needs and
limited public-sector resources, The private sector is willing
and akle t& play a major role in financing, building, rehabilitat-
ing, and operating transportation infrastructure. Wise government
pelicy should sncourage and facilitat; this participation.

It must also provide 1lncentives for wise use of ewisting in—
frastructure. Market pricing, user funding, and dedicated
revenues will provide those incentives. But major changes in ex—
isting policy and regulations will be needed to take full ad-

vantage of these market principles.
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