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Summary

This paper portrays the debate about European policy on transport pricing - especially
as contained in the EC White Paper ‘ European transport policy for 2010’ - in terms of
two different agendas. The first relates to providing efficient conditions of
competition between companies operating in different Member States, as determined
by their patterns of private revenue, costs, profit and loss. The second relates to
reducing the problems of environmenta damage, congestion, accidents, ill hedth and
inefficient land use which are due (in part) to the absence of charges for such costs.
Transport has been made cheaper by success in the first agenda, which hasresulted in
greater waste of resources due to mounting externa costs, and makes the second
agenda increasingly urgent.

Both depend on the well-established theoretical axiom that prices should equal
margina costs. But ‘costs are defined differently by a company or consumer on one
hand, and a region or whole economy on the other. The two approaches can be made
completely consistent with each other - but it may not seem that way to stakeholders,
which can explain their different degrees of enthusiasm.

Key areas of controversy - some overt and some latent - are identified as

e should fuel taxes be harmonised upwards, at alevd, or downwards?

e will there be anincreased tax-take overdl, or a neutral effect on tax?

e what is the implication of this for funding of complementary improvements in
environmentally-friendly transport means?

e what principle should govern sequence of implementation?

The treatment of these questions in the White Paper itself is examined, with a view to
identifying future controversies which may arise from the current ones. Reference is
made to the SACTRA report on Transport and the Economy; also an ECMT study of
urban ‘sprawl’; also a commentary on the work of the previous Transport
Commissioner’s ‘High Level Group’ on infrastructure charging. Broadly, these show
an important evolution in professonal discussion, with wide support (in principle) for
the idea of using transport prices asavital arm of developing sustainable and efficient
economic growth, and efficient patterns of consumption whose benefits are not
outweighed by direct and indirect costs.

But if (for convenience of phasing) thisis put in second place to further development
of commercial price and tax reductions, economic and environmental damage may be
done that will be difficult later to correct later. This is likely to be the greatest
controversy affecting practica implementation.



1. Introduction
The objectives of this paper are:

e To portray the debate which exists regarding the potential impacts of more
efficient transport prices on the economy, land-use patterns and the environment;

e To assess the debate and to identify the probable nature and scale of impacts at the
urban, regiond, national and European level

e To set out what these potential and probable impacts mean for the implementation
of more efficient transport prices,

e To stimulate discussion amongst the seminar participants.

Of course, these objectives overlap with almost every other paper to be presented at
the seminar, and it is not necessary to repeat the large volume of quantitative evidence
and policy prescription in each paper. Therefore the focus here will be on the themes
of ‘debate’ and ‘discussion’ - these being driven, as always, by areas where agreement
is not yet fully achieved. Inevitably, therefore, the paper leans in the direction of
dissension rather than consensus.

For this reason it may be helpful to say at the start that the author is entirely in
agreement with the fundamental IMPRINT aim, that is

developing recommendations for how to implement transport pricing reform
based on the principle of marginal cost pricing.

This principle has a very long history in economic theory and practice, representing
one of the few (dlmost) universal principles taught to students of economics.

The essence of the objective is that if thisis done, individuas, companies, regions,
nations, Europe as a whole and indeed the World will enjoy more efficient economies,
less congestion, a more pleasant environment, less waste of resources, and higher
welfare. But thiswill be at the expense of some vested interests who genuinely benefit
more from the current situation, whose opposition is assisted by many others who,
although they would benefit, do not yet believe thisto be true.



2. Basic Principles. Controversesfrom the Textbooks

The (nearly) universal theoretical principlethat prices should equal margind costs has
always been subject to discussion and difficulty, and many of the controversies which
are now current may be seen as restatements of these old problems.

We now briefly summarise the underlying rationde for marginal cost pricing, and
two recurrent difficulties, which tend to recur in every theoretical and practical study,
namely (a) what to do when the margind cost is different from average cost
(especidly, when it is lower), and (b) how to ensure that indirect or external costs
(which, by definition, will be imposed on someone else, and will often be more
distant) are treated as serioudy as the more tangible immediate costs.

Traditional Rationale: if a company charges less for its goods than the marginal cost
of producing them, every additional unit it provides and sdls will bring in a revenue
less than it adds to cost, and therefore make a loss. Consumers, faced with prices
below marginal cost, are encouraged to buy goods which provide a benefit, to them,
less than the cost of resources to the economy. So the company loses profit and the
economy as a whole loses welfare. If a company on the other hand charges prices
which are greater than the marginal cost, consumers are deprived of the opportunity
of buying goods which will give them a benefit greater than the cost of producing
them. (And, in the case of a perfectly competitive economy where the firm cannot
influence price, it will be sacrificing profit as well). So the economy as a whole loses
welfare. Prices less than marginal cost sacrifice benefit, and prices greater than
margind cost sacrifice benefit. Prices equal to marginal cost will maximise economic
efficiency and consumer welfare, so represent optimum overall use of resources.

Difficulty 1: what if marginal cost islessor greater than average cost?

Where marginal cost isless than average cost (for example when there are economies
of scale, when raising production will reduce unit costs) the rule would mean that the
total revenue raised by the company will be lessthan the total cost and sooner or later
it will go out of business. Where margina cost is greater than average cost (for
example when there are increasing constraints on production or shortages of materias
or skills, acting as mounting barriers to greater output) the rule resultsin the company
making excessively large profits, exploiting a form of monopoly power, and sooner or
later thiswill cause other unacceptable stresses.

How to resolve this difficulty?

Classical economic theory cleverly resolved the problem by demonstrating that - in a
perfectly competitive economy - it would solve itself. Companies would expand,
contract, leave or join industries in such a way that over time, prices would equal
margina cost as desired, but also margina costs would equa average cost (including
a decent allowance for a modest profit).

Few people now believe that rea economies naturally and spontaneoudly find such an
ideal state, perfection being a useful textbook construct but imperfection the natural
state of experience. This is the reason why the European Union (and market
economies in generd) are usually in favour of encouraging competition and reducing



distortions or imperfections such as monopoly, state subsidy, etc, which are seen as
distortions of competition. Currently the phrase ‘Regulated Competition’ is used to
express a target of a practically achievable economy with a least some of the
advantages of the theoretica ‘ Perfect Competition’.

But in the absence of perfect competition (or, during the long, long wait for it), the
problem gtill remains. Coping strategiesto dea with it include systems of ‘lump-sum’
charges, taxes etc which are intended, as far as possble, to solve the financial
problem of companies without distorting the resulting pattern of demand and output -
ie the objective is to achieve the same pattern of demand and output and resource
allocation as would apply if al prices are equal to marginal cost. This gets complex,
especialy due to a rather damning piece of economic theory called the ‘second best*
principle’.

But in practicd terms, if we have an economy or a sector where some prices are
above marginal costs, and some beow, active intervention by an enlightened
Government can ‘square the circle’. The prescription is to tax some companies and
use the money to subsidise other companies. In principle this form of tax and subsidy
regimeis not an economic distortion - quite the reverse - but it goes against the grain
of smplified decision rules, and is often feared because it seems to provide an
infinitely flexible excuse for huge flows of state funds.

Therefore it isnot uncommon for the argument to fall at the fina fence: yes, marginal
cost pricing would be right, but its implications for intervention and expenditure are
too difficult, and not worth the effort. At this point in an argument, there will usually
be a tortuous (and unconvincing) explanation why average cost pricing is the best
after all, seeking to provide some theoretical legitimacy for a course of action which
actually only has, or needs, pragmatic resignation.

Difficulty 2: howto allow for social costs?

All the traditional textbook discussion treated ‘costs as being those elements which
accountants would recognise, which entered into a company’ s profit-and-loss account,
and which therefore provided a set of decison rules of obvious commercial
application. From the 1950s (in relation to congestion) and then especidly in the
1990s (in relation to pollution) it became recognised that there were rea costs - using
economic resources - which did not enter into company accounts in the same way, but
nevertheess were important generally and crucial for the economics of transport.
When firms or individuas make transport decisions, they impose costs on other firms
and individual s which somebody has to pay, but not the decision-makers themselves.
In some cases such costs would be quite apparent, but necessarily ignored because of
the private constraints of balance-sheets and shareholder value. In other cases they
were |ess apparent, being distant, diffuse and invisible. And equally ignored.

! This shows that if prices do not equa margina cost in some sector of the economy, it may not be
helpful to implement them in another sector. Inthe limit, thistheorem makes it almost impossbleto be
certain about doing anything, and isarecipe for end ess studies and littleimprovement. To avoid
confusion, thistheoreticd difficulty does not carry the same message asthe common search for good
“second beg’ courses of action which, in the real dynamically-changing world, are often very hd pful -
and indeed, under the axiom ‘the bes isthe enemy of the good', often more useful than aming at a
theoretica but unobtai nable optimum as defined by some sort of modelled equilibrium.



As it happens, the algebra proving that marginal costs should equal price are identical
in the case of social costs as in the case of private costs. The only thing that is
necessary isto broaden the language from ‘ profit’ to ‘wider economic benefit’.

There has been progressive interest in extending the argument in this way, in turn to
congestion, safety, environmenta impacts, health, and land-use. (See paper by Nash
and others, and Annex 1 and 3).

But although the algebra and the logic isidenticd, it feds different. Psychologically,
any one individual or company tendsto think that these costs are not ‘real’ in quite the
same sense as flows of tangible money; and scientifically, detecting and measuring
those wider costs requires different methods than the (sometimes illusory) exactness
favoured by accountants’.

How to resolve this difficulty?

The central resolution must depend on winning wide enough recognition that the
externd costs are real, genuine costs which affect economic efficiency whether or not
they are included in company accounts. This is probably more widey accepted now
than it has been, though not universaly.

Scientific research will, and should, continue to inform this discussion, but the
prescription that it needs to be certain, and universally agreed, before it can be
implemented would represent a barrier to improvement that is substantial, and
perhaps unbreachabl e.

2 |t isintriguing to note that companies and their shareholdersare generally ready to accept detailed
prescriptions of how to account for depreciation (for example) that are at least as diffuse, difficult to
understand and dependent on conventions and assumptions as any environmenta impacts.



3. The 2001 White Paper and the ‘two agendas of European Transport Policy.

In September 2001 the European Commission published its White Paper European
transport policy for 2010: decision time!® Its overdl line of argument followed quite
closely what has become the ‘new realism’ in transport policy, discussing the need to
reduce traffic growth and its negative consequences especially pollution and
congestion - which act as a barrier to economic efficiency and social progress - and
recognising that this can only be done with a package of many different sorts of
measures aimed at ‘rebalancing’ the distorted competition between modes of transport
which has, in part, led to the problem. Many of its specific proposal s reflect important
current thinking about transport palicy, especially in relation to urban traffic.

However, where the White Paper adds a distinctive flavour of its own - for which the
ground had been prepared in an earlier White Paper on Pricing, and over several years
in the work of the current and previous Transport Commissioners and their advisors -
isthe centrality of the concept of ‘regulated competition’ and in particular the role of
prices.

The diagnosis offered by the White Paper (p6-7) may be summarised in the following
agonising - aimost intolerable - problem:

The first priority of the common transport policy was the ‘opening of the
transport market’, perceived as essentidly being about the commercia
competitiveness and efficiency (judged in terms of their private costs) of
transport companies, and the reduction of unwarranted state subsidy. Much of
this has now been successfully completed.

Thisresulted ina significant drop in consumer prices. In turn, thisresulted in a
rapid growth in travel.

But the changes in industrial supply and consumer choices contributed to
‘unequal’ (ie unbalanced) growth in the different modes of transport,
congestion on the main roads and rail routes, in towns, and at airports, as well
as harmful effects on the environment and public health.

In other words, the first priority was to strengthen competition between companies
measured in terms of the private market, and now it is time to solve the wider
problems this has caused for the economy as a whole.

But it isfair to point out that the unba anced growth would not have happened - or not

have happened to such a great extent - if the commercial definition of efficiency had
been |ess dominant in the early days of the common transport policy.

Here we should note the conclusion of SACTRA (see Annex 1) that

% This may bethe only example of a White Paper with an exdamation mark in itstitle - expressing,
perhaps, something of theimpatience of the Commissionin therather slow progress. Theinside pages
however revert to the rather softer tone of ‘time to decide (without the exclamation).



“...if transport prices are currently too low due to uncharged congestion or
environmental effects, then a transport improvement could lead to additional
costs for the economy”.

The implication of thisisthat action to reduce transport prices, when the first phase of
the Common Transport Policy started to be successful, may have imposed additional
burdens of external cost on European economies, resulting in apparent improvements
in efficient use of resources at the company leve (and red increased profits), but
worsening efficient use of resources at the regiond, national and international level
(and real increased pollution and congestion).

One way of interpreting this isto split the apparently single principle, ‘prices should
equal marginal cost’ into two separate agendas, which had a substantial influence on
the work of the previous Transport Commissioner’s ‘High Level Group’ of advisers
on infrastructure charging, as summarised in the author’s commentary (as a member
of this Group) in Annex 2. The first agenda was concerned mainly with costs as they
are seen in company accounts, affecting therefore the conditions of competition
between companies based in different Member States. The second agenda is
concerned with costs as they are imposed on economies as a whole (above all when
these are different from those perceived by companies) and therefore affecting
overall economic prosperity.

These two themes are both expressed in the White Paper, as may be seen by
considering two of its most important proposas, namely (p16)

“The White Paper deve ops the following guidelines:

- harmonisation of fuel taxation for commercial users, particularly in
road transport.

- alignment of the principles for charging for infrastructure use; the
integration of external costs...”

Thereis aconsistency between these two, but it is potential, not inevitable, as may be
seen by the varying enthusiasm which many commentators express for one or the
other, but less frequently for both. The balance of atention put on one or the other -
and especidly differences in views about which should come first - may be seen as
the primary fault-line underlying the current debate, aswill be argued below.

4. Practical Paliciesand Underlying Controversies

Here we start by interpreting the debate on the *Old Agenda’ policy, harmonisation of
fuel taxation for commercid users, intended to encourage fair competition between
companies, and then the implications for the ‘New Agenda policy, especially
charging road users for the congestion and environmental damage that their travel
causes.



The White Paper recommends (p110)

“Make the tax system more consistent by proposing uniform taxation for
commercial road transport fuel by 2003 to round-off the internal market” .

Naturally, such a sharply defined suggestion will have a sharply defined response. In
British newspapers a story was run for a while that the European Commission planned
to instruct the British Government to reduce its fuel taxation - in some versions for
lorries, in other versions for all transport - to the European average. Since the UK has
fuel tax much higher than the average, this would constitute a large price reduction,
with great significance for Government revenue, and for transport operators, and for
traffic growth. From a media point of view it was a ‘good story’, resonating into many
different controversies including UK attitudes to membership of the common
currency, and the campaigns, exactly one year earlier, on fuel price”.

The media treatment swiftly died away, partly because of denids of its truth, and
partly because of other more urgent media preoccupations. But the basic issue is, in
fact, dill there. If there is ever to be unified fuel taxation, then the real political
guestion isnot ‘should it be unified? but ‘at what level ?”

The choices might be

a) ‘unify at the current highest level’. Thiswould mean tax increasesin every member
state except one, and would be difficult to achieve consensus.

b) ‘unify a the current average leve’. This has a superficial appearance of preserving
a sort of average status quo, but would not seem that way as there would be
substantial changes, some up and some down.

¢) ‘unify at some other level’ - justified by an economic or scientific argument.

In the White Paper, the proposal is that the unified level would be somewhat higher
than the current average level (box, p80) but there is no hint that it would be at the
current maximum, and perhaps one might imagine a level which would mean - say -
two thirds of member statesincreasing, and one-third (including, of course, the UK as
the leading example) reducing, their current tax. Assuming that this was only applied
to diesel fud used for freight vehicles (and not, or not yet, for petrol used for private
vehicles, left at its current level), then one might expect a ‘ self-interested’ political
argument in each country broadly as suggested in Table 1.

* The fuel price demonstrations in September 2000, whiletaking place smultaneoudy in severa
European countries, took on arather different character in each of them. Inthe UK - for complex
reasons outside the scope of this paper - it became mixed up with agriculturd problems, rurd policy,
and controversies about fox hunting, which fed into arather general discontent about failed ddivery of
political promises, as well as continuing controversies about the EU.



Table 1. Initial responsesto proposal to unify diesel fuel tax

Countries which have to
increase tax level

Countries which have to
reduce tax level

Stakeholdersin favour

Ministry of finance
Ministry of environment
Environmental activists
Private motorists

Freight companies
Ministry of trade
Political parties
Road builders

Railways Buses (unless exempt)

Stakeholder s against Freight companies Ministry of finance
Ministry of trade Ministry of environment
Political parties Environmental activists
Road builders Private motorists

Buses (unless exempt)

Railways

Nb Ministries of Transport are not included here they are likdy to be internally split, depending on
their own progresstowards similar strategic aims as defined in the White Paper.

On first sight, this does not seem to be a very favourable balance for swift successful
implementation, but (as the White Paper itsef recognises) such a policy has its own
dynamic and would have to be accompanied by other measures which themselves
would reorient the palitical balance. In particular, the harmonisation of tax on diesel
could take place at the same time as the introduction of a kilometre charge for
commercia vehicles (ie a profound revison of the vignette directive) — but that
kilometre charge would naturally vary by country, type of road, possibly region and
even city, in accordance with the local conditions there. In that case, the principle of
harmoni sation would not be entirely apparent to the freight operator, who would face
very different cost levels. Further issues are:

a) A distinction between diesd and petrol is not exactly the same as a distinction
between lorries and cars, which in turn is also not identical to a distinction between
freight and passenger transport. So such a policy would have to be associated with
action on petrol prices which (depending on the action) could modify or reverse some
of the reactions above. The White Paper says (box, p79)

‘Uncoupling the taxation arrangements for fuel for commercial uses from the
tax arrangements for fuel for private use would enable Member States to
reduce the differences in tax on cars using petrol and cars using diesel’®.

b) There are very many other proposals in the White Paper’s strategy which could
alter the conditions of operation as much - or more - than the prices, and these will
offset, or in some cases reinforce, the reactions suggested. For example, restrictions
on use of private cars in city centres (gently supported among the ‘best practice’

® Itisnot a all clear what thiswould mean in practice, sincethe suggestion seems to requirethat diesel
cars would pay adifferent price for diesd fuel than lorries do — perhaps by introducing some variant of
‘specid’ diesel such asis used for agricultura vehices? But the logic also implies tha cars using diesel
for commercial purposes — eg company cars — would qudify for the harmonised price, which, being
harmonised, would be higher than the unharmonised price for cars using diesd for private purposes.
This is confusng, and | may have misinterpreted this as it seems to run counter to the genera
preference of commercial traffic over private traffic. It would not make sense for diesal cars using fuel
for private purposes to pay less than diesd cars using fuel for commercid purposes. However, in any
case it does underline the need for action on diesel, petrol, commercid and private fuel to be
consistent).



guidance in chapter 1VV) could make it easier to arrange reduced congestion for goods
deliveriesthere, which could offset price increases on fuel.

But possibly more important than either of these examplesis arecurrent thread in the
White Paper representing different views, not yet fully reconciled. This relates to the
use of revenues produced when taxes are harmonised upwards.

There are three viewpoints which capture, between them, the large majority of
opinion on this matter. These are

Viewpoint 1. ‘Separate Revenue and Spending (the pure economists view,
sometimes al so supported by Ministries of Finance).

Set the optima level of each tax in accordance with minimum distortion and
maximum efficiency of collection. This produces a single ‘pot’ of revenue.
Once collected, spend it on whatever produces the greatest benefit,
independently of its source. Don't link spending to origin of the funds,

It is easy to prove that - in theory - this will produce maximum sociad welfare,
provided that the population of a country are prepared to trust and accept the logic.
However, it does not appear in the EU White Paper, and perhaps is seen as a
rearguard defence of a failing philosophy in at least some countries. Electors want to
make a direct connection between what they pay and what society receives, however
much they are advised that they should nat think in thisway.

Viewpoint 2: Tax Neutrality (often the viewpoint of business, and especially
stakehol ders who reluctantly have to accept the logic of *polluter pays but do not like
the implications of thisfor their own business).

Economic and environmenta efficiency require increasesin some charges, but
the additional tax revenue collected should be used to offset other taxes and
charges, the overall tax take staying the same.

There are some hints of this view in the White Paper, although muted, notably in the
cautious and contingent appearance of approval to a suggestion in a report to the
European Parliament (p75)

‘It is not so much the overall level of taxes that needs to change
sgnificantly, but rather their structure, which needs to be altered
radically to integrate external and infrastructure costs into the price of
transport. If some Member States wanted to raise the overdl level of
trangport taxes, this policy could, as Mr Costa underlined, be “designed in
such a way as to avoid a net increase in taxation (including charges) in the
economy as a whole”, for instance by offsetting any increase in infrastructure
charges by lowering existing taxes, such as taxes on labour, or by allocating
revenue to the financing of infrastructure.’
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A further dimension to ‘tax neutrality’ relates to the classification of groups of
interest. It may be taken as axiomatic that there could never be exact tax neutrality at
the level of every individual. Any change in tax structure that keeps the overall tax
revenue constant, while changing relative prices, must make some indiviuas better
off and some worse. One could, for example, keep revenue from ‘motorists as a
group congtant, but there would still — unavoidably — be differences between richer
and poorer motorists, or motorists driving high or lower annaul distances, or motorists
living or driving morein cities or in rura areas, or owners of bigger and smaller cars.
This is quite inevitable, and indeed such structurd shiftsin prices is precisdy what
provides a significant proportion of the benefit of changing the prices.

This implies that ‘tax neutrality’ is a dogan comfortably used by those who defend
the broad interests of an entire group in society — ‘motorists, or ‘rura residents, or
‘employed workers', or ‘the poor’ —but individuals rarely see themsdves defined in
thisway. For the individual, tax neutrality would be an accidenta and rare occurrence
due to their precise situation happening to coincide with the average, and many times
more people would — even in a fiscally neutral overall strategy — be faced with
increases or reductions in the prices facing them in their personal life. So every
defender of neutrality for a group, still must accept non-neutrdity for many, perhaps
most, of the individua s within their group.

Viewpoint 3: Use (‘ hypothecation’) of revenues to improve transport (increasingly the
view of transport advisers (including the author), and those national or local
government agencies who actively want to implement road pricing).

Charging for congestion and/or environmenta costs will in general resultin a
net increase in revenue. This should be used for complementary policies to
reduce public resistance and reinforce behaviourd responses, especialy in
improving dternative modes of transport and correcting environmental
damage.
There are several emphatic statements in the White Paper in support of this principle,
notably p78

“In a good many cases, taking external costs into account will produce more
revenue than is needed to cover the costs of the infrastructure used. To
produce the maximum benefit for the transport sector, it is essential that
available revenue be channelled into specific national or regional fundsin
order to finance measures to lessen or offset external costs (double
dividend). Priority would be given to the building of infrastructure that
encourages intermodality and offers a more environmentaly friendly
alternative.”

The same point is made on pl16 (with the addition of the specification ‘especially
raillway lines’), and on p90 thisis principle is extended firmly to the case of urban
road pricing:

“...urban road-charging schemes are well received by the local population only
if competitive dternatives are on offer in terms of public transport services
and infrastructure. Thisiswhy it isessential to use the revenue to help finance
new infrastructure for all-round improvement of urban transport services.”

11



Three unresolved arguments

The argument above illustrates that many of the underlying problems of philosophy
and practice have been reasonably well rehearsed in European discussion in the last
few years. But not every loose end has been tied up, and we might identify three
lacunae in the story which must surely offer themsdves for controversy in the next
stage of the debate. These are not exactly ‘missing links - they are dl apparent in the
debateif one looks carefully - but have not yet been directly addressed and resol ved.

a) What to do when prices should go down?

The discussion above has generally been on the basis that prices will go up, which on
average seems correct, as the argument is for incorporating the costs of congestion
and pollution which are currently not charged for. But there will be some cases when
the opposite is true, either for a specific context or even for a whole country. In that
case, in principle the arguments above are al symmetrica - if the correct use of extra
revenue is to enhance alternative modes, then it is likely that the correct way of
balancing reduced revenue would be to reduce expenditure on alternative modes. But
this principle seems to have no resonance in the debate at dl, except for what is (now)
a rarely expressed viewpoint which sees support to public transport to be a waste of
money which would be better spent on road building. The logic of the debate (and
considerations of a ‘political pendulum’ likely to result if the preferred EU strategy
does not itself produce tangible improvements reasonably quickly) is that we could
expect a re-emergence of this view - it cannot be written off solely as a vestige of
earlier, now abandoned, ideas of * predict-and-provide’.

The White Paper does deal with areated point (p78-9)

“There might be insufficient surplus revenue in some cases where, for
example, trangport policy considerations call for maor infrastructure to
encourage intermodaity, such as railway tunnes. The framework directive
will therefore have to authorise exceptions allowing an element to be
added to the amount needed to offset the external costs. This element
would be for the financing of alter native, more environmentally friendly
infrastructure. This option would be reserved for infrastructure essential
for crossing natural environmentally fragile barriers, and would have to
be examined in advance and car efully monitored by the Commission.”

It is clear that there is already a sengtivity about the potentid vulnerability and
misuse of this provision, and a determination to keep it under control. But the result is
to reduce the incidence of cases where prices might go down in the new structure,
rather than to provide rules for what should happen when they do.

The conclusion is that the more common case, resulting from application of marginal
social cogt pricing, will be an increase in revenue and the expenditure of greater
amounts on improvements to rail, other public transport, and smilar environmentally
friendly transport projects. But there will dso be occasions when prices, and tax
revenue, will need to go down, and these will not necessarily be in the same country
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or context, so in those cases there will be a funding gap. Both the proper use of extra
revenue, and the proper cuts resulting from reduced revenue, will be contentious.

b) ‘Tax neutrality’ and ‘hypothecation for improvements: consistent or
contradictory?

The phrase ‘fisca neutrality’ is sometimes seen as a necessary condition of further
changes in transport prices, on the expectation that an increase in overdl tax take will
either be economicdly damaging, or politically unacceptable, or both. This
presumption should sound warning bells every time it is heard, as may be seen by
considering that it means giving any revenue from one, new or increased, charge back
by reduction of another charge. So, by definition, there is no net revenue.

By contrast, probably the most important condition in the recent UK enabling
legidation, providing discretionary powers for loca authorities to implement road
pricing, was the agreement between Deputy Prime Minister John Prescott, and
Chancellor of the Exchequer Gordon Brown, that revenue from road pricing would be
kept by any local authority choosing to implement it, and used for such purposes as
public transport improvements etc. The argument was that only by this concession
would local authorities actualy have any incentive to implement what would certainly
be a politically controversial policy.

It will be seen that the basic aim hereisidentical to that of the White Paper. The new
charges (themsdves being justified by considerations of economic efficiency, not
revenue raising) produce revenue, which is allocated to pay for other improvements.
This is seen both as a way of increasing the political support for introducing the
charges, and adso asaway of magnifying their effectiveness.

But while it is possible to argue ether for fisca neutrdity, or for use of revenues for
public transport improvements, this is a choice. One or the other, not both. It is not
possible to spend the same money twice. In the debate, some stakeholders - being
hostile to the principle of road pricing - make fiscal neutrality a condition of their
support, but if thisis accepted, the result would be no net extra revenue, and therefore
no hypothecation of it, and therefore no complementary improvements. The ‘stick’
without the ‘carrot’, would be politically unpopular, and it is difficult to see how the
new price strategy could win wider political support.

The author’s own view is that this would change the new charging principles from a
controversd, but justified, policy that can have some chance of winning public
support, to a controversid, less well-justified, policy which would have no chance of
being implemented, because there would be nobody with an incentive to do so.

From this point of view, the ‘fisca neutrality’ view can be reconciled with the ‘ spend
on improved alternatives strategy only if expenditure on non-transport parts of the
economy were to be reduced (health? education? defence? agricultural support?).

It is manifestly obvious that the Commission has no intention whatsoever to link

implementation of its transport pricing strategy to such other reductions in social
expenditure - and, it might be added, quite correctly so.
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Therefore it follows that there will be an intensifying argument, asyet only defined in
vague outline, about whether the proposed new price structure isindeed only a change
in relativities, or isthat plus a net source of extra revenue to spend on improvements.
The most likely outcome would seem to be a form of compromise allowing certain
reductions in other taxes (especially those which are very distant from marginal
costs), but not going as far as fiscal neutrality: there will have to be some net extra
revenue to fund the necessary improvements and environmental mitigation.

c) Order of Implementation
There would surely be no disagreement with the proposition that:

an instantaneous implementation setting all transport prices equa to social
margina costs, on the same day, is quite outside the administrative, scientific,
legal and economic capacity of Member States and the European Union as a
whole.

This rather obvious statement has difficult implications, which go to the heart of the
‘two agendas of European transport strategy: in other words, what is the relation
between the ‘old’ agenda of regulated competition, and the ‘new’ agenda of reducing
externd costs, environmental damage and congestion.

If not everything can be done at once, it is necessary to develop a staged
implementation strategy. This means that some changes will be implemented, in one
part of the transport sector, while not in other parts. Enormous sensitivity and care
will be necessary to ensure that during the transitiona period, partial implementation
does not make things worse rather than better.

Thisis not a theoretical point, but a very practica one. The twin agendas still exis,
and their relative speed of implementation in the next phase is the main underlying
argument between those who support the White Paper from an environmental, or
commercid, point of view.

This may be seen in the more detailed attention given to phasing in the earlier
Transport Pricing White Paper (para 4, Executive Summary). This envisaged a first
phase in which rail and airports would join the broadly commercial system of pricing
used by road haulage, in which external costs would only be charged withina‘cap’ of
average infrastructure costs. The second phase would allow discrimination by vehicle
and geographica characteristics, and for ports, where charges should not exceed
social marginal costs (but could be less). Only in a more distant third phase, after
careful review and assessment, would there be a further move towards full charging
for externd costs.

Thus the sequence gave priority first to extension of (mainly) commercial principles
throughout the transport sector, and only subsequently to inclusion of external costs.
On the face of it, this inevitably would have produced an interim period - during
which railways in particular would be under pressure to act more commercially, but
road transport would not yet be charged its full external costs. It is quite possible that
the market conditions of competition between road and rail would for that period be
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less favourable to rail, not more®. The problem of unbaanced growth would build up,
and entry into the second or third phase would be presented with a bigger problem to
solve, not asmaler one.

This dilemma is reflected in current differences of opinion between two views about
which is the bigger priority: (a) urban and motorway road pricing to include the
effects of congestion and pollution, or (b) further progress on commercial markets and
competition among transport companies.

In my experience, the principle is now commonly accepted in discussions at European
level that the former is more crucid. It will be interesting to see whether this is
reflected in discussions at the IMPRINT seminar. But the practice might be that the
latter seems eadier, and has a deeper administrative base within the Commission due
to its greater age, and therefore might make swifter progress. It is noticeable that the
proposal for diesel tax harmonisation has a date attached to it.

® A variant of thisis seen in current problems experienced by Railtrack, the privatised track company in
the UK. Pressure to ensurethat it fully invedtsinraising standards of safety, to alevel very much
higher than exigs for road, increases its cods re ative to road and therefore tends to encourage road use
in preferenceto rail use (even though higher accidert rates on road mean that this could paradoxically
result in an overall reduction in safety). Interndisng safety costs on rail before doing so on road could
increase accident cogs rather than reducing them. However thisis not the main reason for Railtrack
facing bankruptcy.
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5. Conclusions
Key areas of controversy - some overt and some latent - wereidentified as

e should fuel taxes be harmonised upwards, at alevd, or downwards?

e will there be anincreased tax-take overdl, or a neutral effect on tax?

e what is the implication of this for funding of complementary improvements in
environmentally-friendly transport means?

e what principle should govern sequence of implementation?

It is the author’s view that these issues will continue to be controversid, with little
possibility that a sufficiently powerful presentation or research effort can resolve them
sufficiently to create an overwhelming consensus. This is because they derive only in
minor part from disagreements on evidence - though often discussed in that way - and
in major part from genuine, continuing and inevitable interests. Most important of
these is the observation that individuds and companies who, currently, are
‘subsidised’ by the rest of the community by not having to pay the full costs of their
activities, are likely to be worse off if they are charged.

That is not a reason to abandon the policy objective. Even if an overwheming
consensus is unlikely, a sufficient consensus is possible. This is because the people
who gain, in this situation, will be more numerous, and make larger gains, than the
people who lose, so thereis always some method that can be designed to distribute the
overall gains in away that can buy palitica support. But to do this means that the
basic pricing nettle has to be grasped, or there will not be the gains to distribute. The
greatest chance of success will depend on an average rise in transport prices, leaving
a net increased revenue which can be used for selective price reductions and, mainly,
the provison of very substantid and visible other benefits in terms of reduced
congestion, cleaner air, more favourable living and working conditions, and better
health. The movement of goods and people will continue, of course, to be a major
element of modern life, but with patterns which encourage less damaging modes,
locations, and differential growth rates.

The basic theory says that economies choosing this course will be stronger, and more
efficient, than those declining to do so - ie they will benefit from a competitive
advantage, not disadvantage, compared with those who fail to charge efficiently for
the waste of resources involved in transport which covers less than its costs. The big
difficulty is that towns, and countries, do not yet believe this in relation to their
neighbours.
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Annex 1
SACTRA’sReport on Transport and the Economy:
Relevant Conclusionsfor Pricing

The Committee's conclusions were as follows, dightly edited for convenience.

1) Do transport improvements lead to increased, or more efficient, economic
activity?

Theoreticad considerations suggest that the main mechanism by which changes in
trangport could have an effect on the economy is by a change in the costs of
movement. They therefore defined a transport improvement as any intervention -
whether by infrastructure investment, more efficient transport management, or
otherwise - which successfully produces sustained reductions in transport costs, or
equivalent improvement in service delivered.

Theory suggests that there are a number of important mechanisms by which such
transport improvements could, in principle, improve economic performance. These
include:

- reorganisation or rationalisation of production, distribution and land use;
- effects on labour market catchment areas and hence on labour costs;

- increasesin output resulting from lower costs of production;

- stimulation of inward investment;

- ‘unlocking’ inaccessible sites for devel opment;

- triggering growth which in turn stimulates further growth.

Thus measures which reduce transport costs could encourage economic performance
in various ways. Businesses can pass on the benefit of lower production costs to
consumers in the form of lower prices, or they can implement further efficiency
improvements by reorganising production and distribution. The economy can aso
benefit if lower transport costs help stimulate easier transfer between jobs, or greater
competition among firms.

These theories, which deal with the linkages between transport improvements and
economic activity, are internally consistent, and provide insght into a complex
pattern of effects leading in different directions, not all of which are intuitively
obvious - notably, for example, the ‘two-way road’ argument: this reminds us that
improved access bility between two countries (and, smilarly, between cities, areas or
regions) may sometimes benefit one of them to the disbenefit of the other.

Direct statistical and case-study evidence on the size and nature of the effects of
transport cost changes is limited. Some authors have claimed that national
programmes of public investment, including road construction, lead to high rates of
social return measured in terms of economic growth and productivity improvement.
Other authors suggest that such effects do occur but on a smaller scde than has been
claimed, and that, in generd, any contribution to the sustainable rate of economic
growth of a mature economy, with well-developed transport systems, is likely to be
modest. SACTRA support the latter assessment. They also reviewed available
evidence from specific loca studies seeking to detect economic impacts from
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completed transport investment projects in the recent past. The state of the art of this
important field is poorly developed and the results do not offer convincing general
evidence of the size, nature or direction of local economic impacts.

Thusthere isa strong theoretica expectation that all or part of a successfully achieved
transport cost reduction may subsequently be converted into arange of different wider
economic impacts. This, in principle, provides for the possbility of improved
economic performance. Empirical evidence of the scale and significance of such
linkages is, however, weak and disputed. SACTRA concluded that the theoretical
effects listed can exist in reality, but that none of them is guaranteed. Generdisations
about the effects of transport on the economy are subject to strong dependence on
gpecific locd circumstances and conditions.

2 Can economic growth be 'decoupled’ from traffic growth?

Many commentators have found a strong correlation between economic growth and
road traffic growth, though there is not a consensus on the causes of this correlation.
Recent discussion has observed that they have not been growing at the same pace, but
traffic has been growing faster than the economy as a whole. The result is that the
‘transport intensity' of the economy has been increasing, ie each unit of output is
associated with a greater amount of movement of people or goods. This raises the
guestion of whether it is possible and desirable to separate the two trends, in order to
obtain the benefits of economic growth while reducing the costsimposed by traffic.

This question was separated into two parts. First, is the volume of traffic subject to
influence by available policy instruments? Secondly, if it is, would doing so have a
favourable or unfavourable economic effect?

Consideration of the evidence led them to conclude that income growth does have a
strong effect on traffic growth, but that the amount of traffic is also influenced by the
price, speed and quality of transport. An extensive literature of empirical studies
suggests that this sengitivity is sufficient to result in a significant degree of variation
in how much traffic will arise from any given level of national income. So policies
intended to change the volume of traffic that will arise from any particular level of
economic activity are, in principle, feasble.

Will doing so have a postive or negative effect on economic performance?
Answering this question raises an apparent paradox: reducing transport costs should
assist economic performance, so how could it be that raising transport prices could be
good for the economy?

In part, this paradox is resolved by noting that ‘improvements', as defined above, and
‘traffic reductions are not necessarily mutually exclusive. Most authorities will
combine a package of measures which interact with each other and are intended to
produce a better overall outcome than each measure taken separately.

However, the more fundamental resolution requires recognition that ‘transport costs
are not identical with ‘transport prices - the real resource costs that transport imposes
on the economy include the hidden or ‘externd’ costs of congestion, accidents,
pollution and other environmenta impacts. When these are included, the overall
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margina cost of atrip to society may be quite different from the direct money cost of
car use, or public transport fares, paid by each individual traveller. The circumstances
where reducing traffic levels could contribute usefully to economic performance are,
in general, those where transport prices are currently below marginal socia costs,
primarily because of the existence of external costs of congestion and environmental
damage.

In these circumstances, traffic reduction policies which result in a better alignment of
prices and costs not only reduce the incidence of such external costs, but dso, in
doing so, can increase economic welfare. Conversdy, where transport prices aready
fully include, or exceed, all internal and external marginal costs, measures to reduce
traffic are likely to entaill some sacrifice of economic welfare. Accepting that the full
money vauation of all external environmenta costs is not in prospect, it is still
unavoidably necessary to make a case-by-case judgement about whether these costs
are likely to be large enough to make the marginal socia cost greater than the price,
sncethisiscritical to the whole andytical framework.

Questions of the geographical incidence of such benefits then have to be addressed. In
the case where traffic reduction is achieved by increasing prices, the geographical
incidence and nature of any additiona benefits will depend, in large part, on the use
of net revenues collected, since this would be the mechanism for determining whether
the benefits 'stay in the local economy' or are passed esewhere. It follows that the
necessary conditions for increased transport prices to have a positive economic impact
in a particular target area are likely to include well-judged recycling of the revenue in
the area for purposes which are themselves good value for money.

In practice, it is often the case that traffic reducing measures are implemented using
non-price methods, such as reallocation of road capacity, some forms of parking
control, pedestrian zones, sdlective bans on certain categories of vehicle or certain
times, etc, since these can have significant operational advantages, aswell as having a
history of tried and tested experience. The economic analysis of these methods is
more complex, asin such cases direct net revenues will not be generated, so that this
mechanism for influencing the incidence of benefits is not available. The economic
effect will therefore tend to be determined by the precision with which the policies
can be targeted on appropriate classes of traffic, in specific parts of the network: for
example, scarce road capacity may be more effectively utilised if space is reserved
for specific categories of vehicles (eg buses, lorries, high occupancy cars, emergency
services) and some cities make special arrangements for delivery lorry access at
convenient times to areas where vehicles are otherwise excluded. Empirical evidence
exists of many cases where some non-price measures, especially pedestrianisation of
town centres, have had successful local economic effects, but provides no information
on whether there are any net effects at a national level.

In summary SACTRA identified a strong theoretical bass for identifying conditions
where measures may increase some direct prices, reduce traffic, reduce resource costs,
and also have a favourable local or national economic impact. There is extensive
empirical evidence on two aspects (the sendtivity of traffic levels to some cost
changes, and the local economic effects of pedestrianisation) but not on effects on
economic performance at a national level. The degree of traffic reduction to am for,
and the selection of specific measures, will vary according to the circumstances, and
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should therefore be the subject of cost benefit appraisd, as in the case of
infrastructure investment.

3) Are economic impacts captured in current procedur es?

The underlying assumption in the appraisal of most transport improvements is that
direct benefits and costs (such as reductions in travel time) may be converted into
wider economic effects (such as reduced wage costs or higher property values) by the
operation of the market. Crucidly, these fina effects are assumed to have the same
total value asthe initid impacts, and not to be additional to them: thisimpliesthat in
general, the value of direct transport benefits must decline if indirect economic
benefits are to grow. The identity of initial and final benefits is a theoretical
proposition arising logically from the assumption of 'perfect competition' in the
economy as awhole - that is, an economy where all prices are correctly aigned to the
costs of production by (among other conditions) active competition among enough
firmsto ensure that none can dominate the market.

If these conditions hold, the value of the estimated costs and benefits to transport
users (notably time savings, operating costs and accident reduction), and to non-users
(notably environmental impacts - provided that they have all been identified and a
money value attributed to them) would give a full and unbiased estimate of the value
of the overall economic impact. Thisis equivalent to the statement that no "additiond’
economic value exists. However, the incidence may change, as the initial transport
benefits may accrue to different people from those who receive the final economic
benefits.

In such cases, a high-quality assessment of the transport and environmental costs and
benefits will be the best practical approach to assessing the vaue of the overall
economic effects. If the estimated transport costs and benefits are complete, and
conditionsin the economy are of all-round perfect competition, it will not be possible
to demongtrate credible proof that there are additional benefits from wider economic
effects.

The major part of the work was the identification and analysis of three important
general cases where the caculation of transport costs and benefits will not give the
full economic impact. These relate to the completeness of the transport appraisal
itself, the existence of imperfections in the economy, and the spatial incidence of
impacts.

a) Completeness of the transport appr aisal

First, the logical identity of the value of transport and economic impacts will not
apply if the transport assessment is itsdf gsignificantly incomplete, either in its
calculation of the transport effects or in its conversion of those effects into money
values.

The calculation of the transport effects needs to take account of al sources of
transport costs, and al the important direct and indirect behavioura responses of
individuas and firms, in the short and long run, to changes in those costs. Thisis
necessary in order to make an accurate assessment of the resulting pattern and
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conditions of travel and environmenta effects. These conditions are not usually
fulfilled: in practice, smplified assumptions are used which leave out some important
responses.

Even if the transport effects are fully estimated, the identity of their value with the
final economic value can then only apply if all those transport impacts are correctly
expressed in terms of their money vaues. This condition is also not usually met, and
is not in prospect. Money values are attributed only to some of the known transport
impacts. In particular, conventional transport appraisa will usually describe the
physical impacts of environmenta effects, but not their economic costs. Similarly, the
effects of transport changes on land-use - when they are systematically estimated at
al, whichisrare - are not expressed as user benefitsin money terms.

Environmental costs represent real economic resources even when their money values
are not calculated: from this point of view, the description of physical impactsin a
conventional environmenta appraisal carries the implication of economic impacts.
Therefore the conventionally calculated transport net present value alone, because it
does not include environmenta costs, can only provide an unbiased measure of the
value of the final economic impact in the case where there are no environmental
impacts, either positive or negative.

b) Imperfectionsin the economy

Secondly, real economies may not be perfectly competitive. There are two main
classes of imperfection, both of which are marked by a difference between the prices
charged, and the real economic value of the resources used. These imperfections are:

(i) price levels for goods and services which differ from efficient resource
costsif there are distortions caused by imperfectly competitive product, labour
or other markets, subsidies and taxes,; and

(i) externd costs, such as congestion and environmenta damage, both in the
transport sector and from economic activities in general, which have not been
included in the price charged.

If these imperfections exist, analysis demonstrates that the value of initial *transport’
impacts will not be the same as the value of final ‘economic’ impacts. In that case,
even the most complete conventiona appraisad method that could, theoretically, be
devised would «ill leave out some wider economic impacts. These are the
circumstances where claims for additional economic impacts, with a value which is
not captured in the calculation of direct transport benefits and costs, may be valid.
Thus even if the uncharged cost of congestion, say, is included in the conventional
assessment of trangport benefits, it will still be necessary to make further allowance
for the effects such imperfections have on the operation of the economy as awhole.

A key conclusion is that these additional economic impacts, over and above the value
of direct transport impacts, may be ether positive or negative, depending on whether
prices are higher or lower than marginal social costs, which in turn depends on the
combined effect of divergences between price and marginal cost of output, taxes and
subsidies, and uncharged external costs. Therefore there will be some conditions
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where including wider economic impacts would lead to an increase in the vaue for
money of atransport improvement, compared with aconventional appraisa, and other
conditions where including these wider impacts will lead to a reduction in the value
for money.

For example, if local prices are in general too high due to monopoly power, then a
transport improvement, if it successfully opened the area to external competition,
could lead to additiond benefits for the economy. Conversely, if transport prices are
currently too low due to uncharged congestion or environmental effects, then a
transport improvement could lead to additiona costs for the economy.

These two examples illustrate a potential effect of prices which are too high in the
transport-using sector, or too low in the transport sector, but these are not the only
conditionswhich could apply. SACTRA identified at |east eight different hypothetical
conditions, which are defined by different combinations of price imperfectionsin the
transport-using and transport-providing sectors. None of these cases could be ruled
out on grounds of logic or inherent implausibility.

Evidence does exist that it is quite common for prices to be higher than marginal
private costs of production in many sectors of the economy, but lower in a few
subsidised sectors. There is adso much evidence about the existence of external costs
of transport, and some other industries, and in some cases of their values. This
establishes that such departures from perfectly competitive conditions are red. But
some of these effects lead to prices which are lower than marginal socid costs, and
otherslead to prices which are higher. At present there isno basis for judging whether
the positive cases (ie where inclusion of wider economic effects would increase the
net benefits) are more or less frequent than the negative cases (ie where inclusion
would reduce the net benefits).

For this reason, assessment of the economic impacts would have to be calculated for
each case, based on the specific conditions in sectors (or economic activities) in areas
affected. The calculation would depend on assessment of the incidence and magnitude
of imperfect competition and uncharged external codsts, in both transport-using and
transport-providing sectors.

This assessment will determine whether the usua perfect competition assumptions
are, in each case, vaid, or whether allowance for wider economic impacts needs to be
made, and - if so - whether these impacts will increase, or reduce, the vaue for money
of atransport improvement.

c) Spatial distribution effects

Thirdly, the direct transport effects are often assessed, for practical reasons, only for a
defined areain the neighbourhood of the transport improvement. Studies in economic
geography confirm that there is no guarantee that transport improvements will benefit
the local or regional economy at only one end of the route - roads operate in two
directions, and in some circumstances the benefits will accrue to other, competing,
regions. Thus in the important case discussed above where monopoly prices in a
sector may be reduced by competition from outside, some benefits, such as increased
employment, may accrue to the distant competitors rather than the local producers.
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Assessment of whether economic impacts will actually benefit the intended target
area will need to consider impacts outside the immediate neighbourhood. Thisis the
case whether or not imperfect competition applies. Therefore greater attention should
be paid to the question of where the impactswill occur, and on whom they will fall.

This analysis highlights the importance of considering the ‘winners and the losers
separatdy, in addition to the usual procedure of adding them all together into an
overall impact. This is particularly important if it is indeed the case that the initial
transport impacts will be converted into different effects on the economy, since the
initial and final beneficiaries of the intervention may be quite different: the initial
winners may end up losers. It follows that where transport interventions are expected,
or intended, to have economic impacts in any particular area, there should also be
consideration of the impacts on other competing areas as an integral part of the
appraisal.

23



Annex 2
TheWork of the EC High Level Group on Transport Infrastructure Char ging:
An Overview

Transport pricing and the two Eur opean transport agendas

The transport sector, and especially private travel by road, shows many of the features
of the supermarket fantasy. Charges are made - sometimes very high - but with little
direct correspondence to the actual cost of particular journeys. Queues are endemic.
Whole ways of life are built around the price structure. Taxation is high, and
confusing. Provision of infrastructure to cope with the queues seems a never-ending
failure.

Hence preoccupation with the need for efficient pricing has been a high priority for
European policy since the early days of the European Economic Community. Broadly
speaking, one can see athread providing continuity ever since, whichis- with
caveats, caution, acceptance of political constraints - an underlying preference for a
transport sector which would work according to market principles, prices reflecting
costs.

However, within this general approach, one hasto distinguish two redly quite
different agendas.

Marginal cost pricing asthe sign of fair competition in the transport sector

Thefirst, and older, agenda essentially relates to the conditions of trade competition
within and between member states, treating transport as an industrial sector asfar as
possible to be treated in the same way as any other. The emphasisistherefore on
companies rather than individua s and on commercial transport services (whether for
goods or passengers), with little consideration given to private movement undertaken
by people without involvement of transport companies. The objective wasto try to
ensure that member states did not try to compete unfairly against each other,
especidly by overt or hidden subsidies to public or private transport companies, but
also avoiding distorting taxes above all where they might discriminate between
operators from different countries.

The ideal model would then be of private companies, or publicly-owned companies
operating on commercial principles, where both subsidies and taxes where kept to the
minimum practical level. Provided that monopoly power was dso kept dso to a
minimum, the generd price structure and specific prices for individual segments
would all tend towards text-book market outcomes - prices would be equal to the
margina costs to the companies providing the services, and the industry as awhole
would expand or contract in order to bring marginal costs close enough to average
coststo allow an acceptabl e rate of profit to be made.

Thus prices equa to margina costs would be a sign that the strategy was working, but
it would be a natura outcome of the operation of the market itself, the only
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intervention required being the control needed to keep subsidy, tax, internationa
discrimination, and monopoly all at a sufficiently low level.

In general, European Commission interventions were underpinned by this sort of
argument, while accepting that there might be all sorts of specific exceptions and
complicationsin any particular circumstances.

It isfair to say that progress was not extremely rapid. But in any case, asthe policy
evolved, a shift of emphasis started to emerge. Initidly, the main focus might be on,
for example, ‘1ong-distance road haulage’ or ‘rail operations' or ‘long distance buses,
treated more or less as self-contai ned sectors. The problem more and more became
evident that competition between road and rail was constrained by such a great
difference in the treatment of cost recovery, especially for infrastructure investment,
that anything which one did within each sector might have perverse effects. Thiswas
exaggerated, not reduced, as railways moved increasingly to adopt commercial
principles themsaves. The problem was how to ensure fair competition between road
and rail when a company - which might not care at all in principle whether its goods
were shipped by road or rail - would be faced with completely different principles of
how infrastructure costs would be reflected in the price charged.

In the limit, one might have a privately owned rail infrastructure providing public
transport services operating on commercial principles, competing with a publicly
owned road infrastructure providing private transport services on non-commercial
principles. Thiswas bizarre. In different countries there were different hybrids, butin
none could one be confident that the prices charged in the competition between road
and rail were such asto ensure the most efficient balance of the market between them.

So a key problem was how to construct prices, for both road and rail, which would be
sufficiently comparable to each other to achieve even an approach towards fair
competition. This meant an item-by-item listing of comparable costs - investment,
maintenance, repairs, etc - intended to check off one by one to ensure that, asfar as
possible, what was included on one mode would be included in a similar way for the
other - and both in accordance with margina costs, ie each user would be charged an
appropriate contribution based on what his or her own market choices had imposed -
and therefore, influencing those choices next time round.

Marginal cost pricing asthe instrument to reduce congestion and envir onmental
damage

A shift in direction and emphasis concerning how ‘the problem of transport prices
was perceived devel oped from the increasing concern with environmental impacts of
traffic in the 1980s (though in some ways this was a re-run of concerns about energy
conservation following the fuel crises of the 1970s, and the analytical framework
owed much to the analysis of congestion in the 1950s and 1960s).

The problem wasthat it became apparent that - even if the commercia principles of
fair competitive pricing were completely secured - that would not be enough, andin
some circumstancesit might not even be desirable. The reason for thisisthat
economic efficiency cannaot only be measured by the money costs which pass
through the accounts of commercia companies. Other costs, not being subject to
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conventional financial audit, nevertheless are real costs to the economy as awhole,
involving use (or waste) of real resources, and having substantial impacts on
economic welfare and indeed social well-being.

The work of the High Level Group, in thisrespect, was partly to provide a convenient
exercise to gather together what is known about these other costs (a useful exercise,
though by no means the only one of itskind, since such reviews have been fairly
widespread in recent years, each dightly updating those which have come before).
More important, however, the evidence was revisited in the context of an objectiveto
synthesise the commercia and environmental agendas with a direct pathway to policy
development of the European Union.

The Group’s priorities may be summarised in four propositions.

First, consider a publicly owned road, which is used freely by cars, lorries and other
vehicles. Each vehicle causes some amount of damage, depending on size, weight,
axle-load, torque and other technicd characteristics. There isareevant authority
(nationd or local) whose responsibility it isto find the funds for maintenance,
typicaly from some form or other of taxation. But whatever the authority, it is certain
that some proportion of the road’ s users will not be owned or used by taxpayers
accessi ble to the authority - they will come from some distant area, or aforeign
country.

Therefore principle 1: all vehicles ought to pay for the cost of maintaining the roads
they use, in proportion to the damage they cause, but independently of which country
they come from. This principle itself necessarily involves amove away from
traditional taxation systems, towards some form of more direct charging.

Second, in conditions of congestion, each vehicle suffers greater costs than when
traffic flow isfree. Thisisafundamenta scientific relationship. Whether to endure
that extra cost is, of course, a choiceto be made by each road user on the basis of their
own costs and potential benefits. However, it also follows that in making such a
decision on the basis of one’ s own costs, one al so imposes extracostson all other
road users, and the nature of the technical relationshipsisthat the worse the
congestion, the greater the discrepancy between the extra costs endured by the
decision-maker, and the extra costs imposed on everybody else. A smal additionto
traffic flow, in congested conditions, imposes a disproportionately large extra cost on
other road users.

Therefore principle 2: each transport user, travelling in conditions of congestion,
should be faced with the costs of delays which his own choices impose on others, and
therefore on the economy as a whole.

Objectionsto this quickly became apparent. One view isthat such costs are not
‘externd’ since road users, as agroup, are meeting all of them. Thismay be
theoretica ly formulated using theideathat they form a‘club’, implicitly agreeing to
accept the effects of each other’ s decisions. The High Level Group itself did not
accept this approach (though some of its members thought that the distinction wasin
any case more theological than practical, since road pricing can be justified as easily
in the case of such aclub asin the traditional formulation).
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The more substantia objection concerned the palitical arithmetic: to apply the
approach would result in a new revenue surplus, extracted from road users as a charge
for the costs they impose, and the twin questions that had to be faced were - what
would happen to this money? And what would happen to the current taxation and
other charges made under the present regime? Thisis discussed further below.

Third, while the idea of congestion as an external cost has been well explored for
decades, it was becoming matched (sometimes exceeded) in importance by mounting
scientific evidence of awide and diverse set of environmental impacts: noise; water
run-off; emissions and particles with damaging effects on hedth; effects on crops,
forests and wild-life; effects on global environmental conditions. These effects range
from the very locd - distances of afew metres away from the source - to effectson
distant countries and the world as awhole. They all cause costs to someone - firms
may haveto pay to clean up the water they use; taxes have to be raised for hospitals,
and so on.

So principle 3: thetransport user should be charged for the cost of environmental
damage, imposed on both near and distant individuals or agencies, in proportion to
the cost of that damage.

In this case the *club of willing payers objection was not used: it would be possible to
suggest that the world as a whole somehow *‘agrees’ to accept these costs, but
implausible and unhelpful. The problem was different. With such a wide range of
quite different effects, grouped for convenience under the single heading of
‘environment’ but actualy subject to quite different laws, relationships and
knowledge, how could one actually calculate what the costs were? Thisisalso
discussed further below.

Finally, there was a fourth area of concern: accidents. These al so cause damage to
life, health and property. That these are real is not disputed. There is a separate debate
about the underlying ethical issuesin putting a ‘value on humanlife’, and amore
complex one about the practical and potentialy perverse effects of putting a higher
value on the loss of lifein rail systemsthan road systems, which isimplied when
higher standards of safety are required in one mode than the other. The High Level
Group did not feel itself the appropriate body to comment sharply on these questions.
Rather, it considered a somewhat different question: the role of insurance.

So principle 4: charging transport usersfor the costs of the accidents they cause
should, asfar as possible, be implemented through extension and refinement of the
existing insurance system.

Thiswould involve progressively incorporating distance-based and exposure-based
elementsin insurance premiums. The great advantage - especially by comparison with
some of the other pricing innovations - isthe existence of areadily available
mechanisms and institutions for implementation. The disadvantage - discussed by the
Group, but without fina resolution - derives from the fundamental function of
insurance itself, whichisto cushion anindividual or institution from the direct costs
of itsactions by spreading the risk among many insurers. Thisis, in some respects, an
application of pricing principles but in others the precise opposite.
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Thus while insurance systems which more closaly related to costs caused would
clearly be superior to those which do not, there isalimit to how far this can go before
undermining the principle of insurance itself. It isnot yet clear where that point is.

The Missions of the High L evel Group, and the Successin Meeting Them

Although it was not expressed in thisway by the members, in retrospect one can
interpret the work of the group as being directed towards two objectives.

First, to try to devise a set of principles which would meet the needs of both agendas.
In the event, it isnot surprising that some members found themsel ves speciaising
more in the first agenda, and othersin the second, for reasons of personal or sectoral
or nationd interest and experience, which would lead to a judgement of the relative
priority of the two. But it was clear that an approach which did one and failed to
deliver the other would ssmply not be effective.

The second mission, in effect, wasto use the Group as an experimenta test-bed to see
whether the principle derived were capable of commanding a consensus across the
modes and interest groups. For this reason, membership of the Group consisted (and
had to consist) not only of academics and specialists, but also individua s who were
close to different, and competing, modes and sectors.

It istoo early to judge the extent of red successin these endeavours, sincethisis
entirely dependent on whether the three reports get taken up in policy decisions. But it
ispossible to draw some preiminary conclusions.

First, the reports were unanimously agreed, which isitsef significant though not
decisive.

Secondly, itisfair to say that the search for common principles which would apply
equally across the modes made significant advance, but did not entirely resolve al
difficulties. One recurrent theme was the different nature of ‘the customer’ treated by
aroad infrastructure owner and arail infrastructure owner. The road customerswill
largely consist of very many fina users - individuals or firms. The rail customers,
following separation of track and operations, will be a small number of operating
companies, so that the relationship with the final customer (ie the passengers) is more
distant. Thisinevitably meansthat on rail there will be small numbers of negotiated
contracts, while on road - provided user prices are used at all - there will be a market
response to atariff of set prices. Thisexplains the somewhat different caveats which
had to be made for the two systems.

The terms of reference of the Group were not ided for taking thisissue further (snce
they focused explicitly oninfrastructure charging, rather than charging for al
infrastructure and operations). The result is that the guidance on what should be
changed on the road sideis clearer, and | ess subject to complicated objections, than
the recommendations on the rail side.
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Thirdly, The whole pattern of recommendations supported by the Group does have an
implication, well established in classicd welfare theory, which is not always entirely
cons stent with the policy agendas currently adopted by al countries. In particular, the
logic leads fairly clearly to an outcomethat - in some circumstances - it will be
judtifiable to make a financia surplusin some markets (ie those where marginal social
cost is greater than average private cost) and a financial deficit in other markets (ie
those where marginal social cost islessthan average private cost). Thisis,
unambiguoudy, afirst best solution.

But it is politically a difficult one. The Group made recommendations about what to
do in both circumstances. Where the excess surplusisjustified, it isimportant that it
should not be treated either as general tax revenue or as an unearned extra profit for
the company concerned. Rather, it should be used as arevenue stream directly applied
to the reasons why it arose in the first place, ie typically charging from external costs
such as delay or environmental damage. Thereforeit should be used to reduce the
incidence of these costs, or compensating those who suffer from them.

In the case of revenue shortfall, the ided solution would be to cover thiswitha
subsidy (in this case economically justified) raised in such away as not to distort
other economic decisions. But it was recognised that such a counsel smply might not
be followed, and therefore a (good) second best solutionisrequired. Thisisadso a
text-book case. Where prices are necessary which are higher than marginal social cost
in order to meet the financial costs of the enterprise (eg where Government will not,
or cannot, pay the subsidy required), they should be raised more on the low e agticity
markets than the high elasticity markets, or by systems of lump sum and variable
charges. All users should pay (at least) marginal costs, with charges higher than this
met in the way which causes |east distortion to the pattern of demand.

Thisisall operable, and would dmost certainly be more efficient than the current
situation. But itisfair to accept that it doesfall short of a perfect system, and it leaves
an inconsistency, for the sake of political reality, which could be a continuing
controversy.

Fourth, especidly in relation to environmenta costs, the sharp question arising is -
what should be done when there is uncertainty or inadequate information about the
exact leve of these costs? Because manifestly there is some uncertainty, and to some
extent there alwayswill be. Scientific research may meet its own criteria for great
success in narrowing down the range of an particular environmenta cost, for example,
from aninitid estimate of 5-10 euros per kilometre to a more precise estimate of 6-
7.5 euros. But a price hasto be an exact quantity, not a range.

Here the Group’ s approach essentia ly was robustly to reject the proposition that ‘if
costs are uncertain, we will assumethat they are zero’. The judgement was that we
shall never have absolute certainty, but the evidence reviewed in the reports
established that enough was known about the costs to enable policy-makers and their
advisors to use their judgement about a precise charge falling within the range of the
estimated costs. Thisis- inevitably - to some degree arbitrary. The presumptionis
that it is better to make a best estimate a an appropriate charge than to charge
nothing, with al the costs that thiswould involve. As SACTRA (1999) argued
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“We stress that environmental costs represent real economic resources even when
their money val ues are not calcul ated” .

The fifth interesting implication of the Groups rather pragmatic approach to how to
make progressisthat it raises a very important issue about the order in which the wide
range of different recommendations are implemented. Thisis because the
recommendations, taken as a whole, make sense, but each one individualy may not
make sense if it isimplemented on its own. Therefore if they are implemented in the
wrong order, there is a danger that they will make things worse before they get better,
and thisis not easily tolerable in an area which is complex and which will require
wide consensus. For example, to make faster progress on the commercia efficiency of
rail than on the charging of external costs on road could mean, for a period, that rail
costsincrease while road costs are faling, and that would not have desirable results.

Conclusion

The work of the High Level Group in Infrastructure charging symbolised the
intersection of the interests of a number of different stakeholders. the Transport
Commissioner, Neil Kinnock; officials of the European Commission especidly in
DGVII responsible for transport; some national governmentsinterested to seetheir
national preoccupations reflected at European leve; sections of the European
transport industries concerned to advance their own interests, as they see them,
planners and professiondsin the transport field working on congestion and
environmental damage; researchers engaged in discovering fundamentd scientific
relationships and motivated to use these for sociad improvement.

It isclear that these diverse groups do not totally agree, anong themselves or with
each other, on everything. That would be as unlikely in transport asin any other
important area of public policy and private interest. But recognition of inefficiency
and damage arising from the way transport is currently priced emerged as a powerful
common standpoint anong all these groups. Further, the direction of change that
should be implemented, ie closer correspondence between prices and the direct and
indirect costs, is closeto unanimous.
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Annex 3
Sprawl and Land Use
Summary of themesin ECMT expert group discussion

Introduction

In recent years there has been increasing interest in urban policies which encourage
high quality but relatively compact development, a re-emphasis on city centre
commercial success, the use of traffic-calming, traffic reductions, public transport
improvements, better facilities for pedestrians and cyclists, and the creation of
environmentally attractive cities. The matives for this movement are a combination of
economic, transport and environmental factors, and it has become apparent that the
possibilities of overall success of such a strategy may be closely related to what
happens to the generd structure of urban areas.

Urban sprawl is not new, though in recent years it has been occurring at a speed
which is much greater than in previous periods and therefore presenting new problems
of scale and pace of adjustment. It is marked by a reduction in dendities, especidly in
centra and inner urban areas, a more diffuse patterns of origins and destinations, and
an expansion of built up areas into the countryside (especially in low density housing
devel opments and out-of-town shopping centres)”.

Transport Ministers and others in many countries have been concerned about the
possible effects of further urban sprawl, and a workshop of specidists was convened
in Paris to consider the available evidence and discuss the problems. A number of
expert papers were provided to the workshop, and these are published separately.

The conclusions of the workshop are summarised under five main headings, namely

a) |s urban sprawl good or bad?

b) What areitsdriving forces, and how well are they understood?

c) Isitaninevitable process, or can it be influenced by policy intervention?

d) What is the role of forma methods of appraisal, especidly those applied to
transport infrastructure investments?

e) What issuesarise for palitica institutions and processes?

1. Is urban sprawl good or bad?

The workshop was concerned that it would be wrong to take an entirely black and
white view of this question. Clearly, it would be possible to imagine a city which was
much too dense for comfort, or which was much too spread-out for efficiency.
Somewhere between these limits there is a proper balance (though accepting that that
balance will itself change over time). Therefore the gquestion should be rephrased:

" Another process associated with the expansion of citiesis caused by population growth and,
especidly, large-scal e shifts of the population from rurd to urban areas typical of many deve oping
countries. This process hasrather different features, not usually seen in advanced economies where
‘from town to suburb’ ismore extensve than ‘ from country totown’. But it still may beimportant in
certan regions.
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starting from the current position, as inherited from history, what are the implications
of afurther continuation of current trends towards sprawl?

There was a considerable concern about some potential real problems that this can
cause, especially:

e Sprawl can increase the geographical patterns of social division and inequity;

e If journey distances get longer, energy consumption and environmenta damageis
likely to increase;

e A more diffuse pattern of activities and land-use can reduce the economic
efficiency of the city as a whole, and to increase the cost of provision of public
services (transport, drainage, waste disposal, health, education etc);

e The effects of sprawl have a tendency to reduce the intended benefits from
previous transport infrastructure investments, by generating greater growth of
traffic on the roads, and alocation pattern which is difficult for public transport to
Serve;

e |t has atendency to undermine the advantages sought be individuals, of a more
pleasant living environment, which cannot be delivered if too many other
individuds are seeking the same thing.

Not all these effects will be validin dl circumstances, but they provide a checklist of
potentially serious problems that should be considered in each case. None of them
may be dismissed as unimportant or irrelevant.

In summary, the workshop considered it right to alert policy-makersto these potential
problems, and advise great care before adopting policies which may acceerate the
tendency to sprawl.

2. What are the driving forces of urban sprawl, and how well are they
understood?

The workshop considered a series of technical papers, using theoretical, analytical,
empirical and modelling methods to investigate and evaluate sprawl.

It isclear that this has been a fruitful area of research, and one which does contribute
to a better understanding of the process, though it is certain that there remain big
unsolved problems.

The work has suggested that there are four main groups of factors which may be
considered asdriving forces. These are:

1. Thebasiclaws of geometry. It isinthe nature of circlesthat there should be more
space available, the greater the distance from a centre.

2. Consumer - and producer - preferences, expressed through markets, which lead
individua's and companies to trade-off between the extra space available (due to
(1) above) and the extra distance.

3. Transport conditions, within which we should include the provision of
infrastructure, the speed of travel, the price of travel, the connectivity (in time and
space) of the network, availability and price of parking, and the differencein
overall attractiveness of individual and collective trangport. Developmentsin
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information technology applied to transport may aso substantially change the real
or perceived cost and attractiveness of travel.

4. Theregulatory and palicy framework, including land-use planning, devel opment
control, competition law, and the policies followed by various nationd or local
ministries on location of their services (such as housing, heath and education).
These affect the location of origins and destinations and the activities which take
place there.

We must report that, at present, there is not a complete professona consensus on the
relative size and importance of these factors. Some specialists, for theoretical or
empirical reasons, give a particularly strong weight to just one or a small number of
factors. In particular, there is a strong argument that the speed of travel isthe most
important underlying force, because of the observed tendency for the total amount of
time spent travelling to remain rather stable. The time savings from extra speed are
then converted into longer journeys. Another point of view isthat the most important
factor is consumer preference for space, which in turn emphasises either the key role
of income growth or, alternatively, the key role of transport prices and especidly the
extent to which they truly reflect the underlying costs.

While respecting the analytical arguments, most members of the workshop did not
feel it was helpful to focus on a single factor as the most important, but to recognise
that al of these factors have someimportance, and therefore to consider the complex
interactions among them. The problem then isthat there is an imperfect understanding
of how these interactions work, and what the dynamic processes are which bring them
into balance. Because the understanding of the processisimperfect so, inevitably,
must be the leve of confidence in what the eventua equilibrium outcome will be,
though it is certain that —if such an equilibrium can be achieved at dl — it will not be
speedy, but take decades or longer.

It is encouraging that a number of anaytical and modelling methods, discussed at the
Workshop, already exist which seek to measure the strength of these various effects,
and make calcul ations of future trends and the effects of different assumptions. While
none of these is so well-supported that its results may be considered as definite and
proved, it doesindicate that the processes which lead to sprawl are capable of
scientific analys's, and understanding isimproving.

In summary, the balance of opinion isthat sprawl results froma complex interaction
of individual and social factors, including speeds, incomes, tastes, travelling
conditions and prices - understood to some degree, though imperfectly as yet, but
capable of scientific analysis.

3. Issprawl an inevitable process, or can it be influenced by policy intervention?
The most helpful way of addressing this question is to consider the four groups of
driving forces summarised above, since each of them has a different relationship to
policy.

1. Geometry: the basic laws of geometry are outside policy control, and public

bodies who imagine they can rewrite, for example, the value of Pi, are doomed to
failure. However, it should be remembered that cities are never simple circles or
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sguares: their space is complex and discontinuous, so that for any two points the
relationship between the straight line distance, and the red journey distance, and
the perceived journey distance, isrardy smple. In specific cities there may often
be opportunities to use or manipulate these differences, for example to unlock
unused inner city land, or make use of natural barriers and boundaries, or to
change the perception of space by new connections. Therefore although the
underlying geometry is not subject to policy intervention, there may be scope for
influencing the effect it has on choices.

2. Consumer preferences. the dominant assumption has been that underlying
consumer preferences, as expressed in markets, are driven mainly by income
growth and therefore (given that increased real income is an almost universal
objective of policy) inevitable and outside the scope of policy intervention. Those
theories which argue that consumer preferences are the main source of sprawl,
also often tend to imply that the continued tendency to sprawl isinevitable.

On the other hand, consumer preferences are only expressed from the options,
and their relative prices, which are actually offered. If the options or prices
change, the same theories would imply that the choices will also change. This
is supported by some examples of apparently autonomous changes in
preferences — new markets for high quality, expensive, inner-city housing, for
example, and recent observations of renewed interest in city-centre life by
young Americans who have grown up entirely in suburban conditions. While
neither of these examples can be described as such a powerful trend as to
reverse the tendency to sprawl, they do remind us that tastes and preferences
evolve and change. It was therefore not the general view of the workshop that
income-driven market preferences should be interpreted as a decisive barrier
to any policy impact.

3 & 4. Speeds, prices and characteristics of the transport network, and the regulatory
and planning framework: these factors are, by definition, policy instruments or
subject to influence by policy, within the bounds of statutory powers and political
realism. There is no argument about whether such factors can be influenced by policy
- the only question is what the exact effects of such interventions will be.

In summary, sprawl is a tendency that is not completely under policy control, but it is
subject to policy influence, whether by the unintended effects of policy decisions
whose main objective was aimed at other outcomes entirely, or by deliberate
intervention to change travel and living patterns. It is certainly possible to influence
the speed and size of the change, and it may be possible to influence its direction,
though that is not yet certain. With confidence, it is possible to judge that there will be
a greater effect if all the policy instruments are being used in such a way as to
reinforce each other, and less influence if some policies are pulling in one direction,
and other policies in the opposite direction.

4. What is the role of formal methods of appraisal, especially those applied to
trangport infrastructur e investments?

The workshop shared afeding of professiona concern on this question. It is accepted
that over the last 30 years or so there have been substantiad efforts put in to
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developing an intellectually coherent, logical procedure of economic evaluation which
assesses the costs and benefits of infrastructure investments as an aide to decision-
making. But that structure does not handle very comfortably a number of the
underlying causes of sprawl, and there is a potentially serious problem that the
methods used may not always lead to helpful advice on this question - may, in some
cases, even point in the wrong direction.

Particular concerns were expressed on the following aspects.

a) Time savings Socia cost-benefit analyses are often dominated by the money value
of some millions of hours of time savingswhich, it is calculated, should arise from an
infrastructure investment which increases speed. This assumption now needs careful
reconsideration. In some cases the intended speed increases are not actually delivered;
in other casesthey are ‘used up’ in longer distancestravelled. This may be interpreted
as increasing the choice of destinations (although some object that the more distant
destinations are increasingly becoming identical to the closer ones, due to processes
of globalisation of markets). The problem isthat if, as a result of the resulting travel
patterns, there is a reduction in the availability of local destinations, the end result
may be more travel but no increase in choice, or a reduction in choice for the less
mobile. In addition, speed reductions are often an objective of policy for other reasons
(eg safety or pleasantness of an urban environment). For these reasons, the workshop
felt that there was likely to be less emphasis placed on the * benefits of speed’ in future
appraisals.

b) Wider impacts In recent years there has been increasing attention to impacts which
have not, yet, found their way into most socia cost-benefit analyses, especially short
and long term health effects (due both to emissions and to life-styles), effects, whether
intended or unintended, on local and regional economies, and objectives of social
inclusion. Some type of forma multi-criteria assessment, or less formaised appraisal
frameworks, are becoming of increasing interest and practical use. It is important that
their less formal nature should not lead to a reduction of rigour and consistency,
which is always a danger.

c) Dynamic effects Because it is known that sprawl is an urban process where it must
take years, perhaps decades, for the full effects of any change to work their way
through, there are serious questions about the conventional CBA presumption that an
equilibrium is quickly established and used as the basis for calculations. In addition,
the use of discount rates which are more or less closely related to market interest rates
makes this problem worse, since discount rates in the range 5%-12%, which are
widely used, put great emphasis on effects in the first few years, and make it
impossible to take serioudy any effect which might take several decades. In extreme
cases, the combination of these two effects leads to the nonsensical result that the
equilibrium we want to evaluate is beyond the time-scale which the discount rate
allows usto consider.

d) Public and private sector appraisal There is concern that in some cases the
principles of social cost benefit analysis applied to public sector projects, and
commercia appraisal applied to private sector projects, may lead to inconsistent or
conflicting results. Thisis especially a danger when road investments aimed largely at
private transport are appraised by social methods, while public transport investments
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are appraised usng commercial criteria, which together is likely to lead to an
imbalance between the two.

In summary, the workshop did consider that there is a serious problem about the
suitability of some present technical methods, devel oped to meets the needs and policy
presumptions of a previous time, which no longer quite fit the current context. This
implies that on some occasions it will be necessary to use political and professional
judgement to support courses of action which - apparently - are not supported by the
formal appraisal. There will be a need for transparency and careful explanation when
thisisdone.

5. What issuesarise for political ingtitutionsand processes?

During the workshop discussions there was a sharp appreciation that urban sprawl
presents serious questions for politica processes and practice, and some suggestions
of useful directions.

The central problem arises from the idea that sprawl results from a complex
interaction of different pressures - but each of those may be the responsbility of a
different Ministry, level of government, or agency.

e Decisons by Minigtries of Education, Hedth and Industry will affect the density
and location of important centres of activity.

e Decisons by Ministries of Finance will affect tax rates and therefore relative
prices.

e The framework for development control may be handled at nationd, regional or
local levd.

e The regulatory and competitive framework differs in different countries, and for
many is also subject to internationa control or influence, for example by European
Union, and by agreements such as GATT.

e Bodies such as the World Bank and the European Bank for Reconstruction and
Development provide funds for infrastructure developments, using criteria which
may or may not be consistent with the policy objectives at national and local level.

e In al countries, informa or unofficial economic activity exists, and in some
countriesit is at a very large scale (so there may be a strictly-defined Green Belt,
for example, within which illega activities are extensve due to problems of
enforcement).

e Competition between cities may lead to each of them avoiding the action that all
of them need. This is especially the case if cities fear that restrictions on
development, or use of the price mechanism, will lead to a reduction in competitive
advantage. On the other hand, it is increasngly argued that this should only be a
short term problem, since the intended outcome of such restrictions is to make the
city more efficient and attractive, not less. There is not yet universal confidence

36



that this outcome will be achieved, so building up a body of evidence drawn from
real world experience may be even more important than development of analytical
procedures. (The same uncertainty can apply to competition between countries).

e Within this, the norma decisons of Ministries of Transport will clearly be
important, but may not always be decisive, especialy if they are pulling in a
different direction from the others.

Therefore in this area, perhaps more than any other, there is a need for coordination
and consstency of approach between Ministries, and between national and local
levels of government, and between public and private sectors. This puts a particularly
strong emphasis on the City authority, as the main agency able to carry out a leading
and coordinating role, but in most cases they will need supporting structures of
voluntary agreement among al the active stake-holders - considered as ‘action
partners’, not just ‘ discussion partners .

In some cases, the lever for creaing better understanding and consensus may be
policy-driven, leading to agreement which evolves in action as a result of actually
implementing a locally popular policy. In other cases, a considerable period of
discussion on assumptions, methods, and a common language of analysis may be
necessary before actionis agreed. A third useful entry point isto seek to agree general
objectives and targets as a first stage, as a prelude to converting them into specific
programs of action. The Workshop did not feel it appropriate to be too prescriptive
which of these methods are most effective, since this will depend on the
circumstances.

In summary, the key problem is seen as the creation of the maximum possible
consistency of approach among the different, sometimes competing, agencies whose
decisions influence the pace and scale of urban sprawl.

Overall Conclusion

An uninterrupted further tendency to urban sprawl is causing considerable concerns
about equity, economic efficiency, and the environment. It results from powerful
market processes, in which individual choices do not always lead to the desired effect,
because of digtortions in the market itself, and because of inconsistent policies being
carried out by different levels and parts of Government. There are many palicy
instruments which can be used: it isat present uncertain whether they will completely
solve the problems, but they can improve it. There is some serious professional
concern that some of the technical methods which have been developed for
infrastructure project appraisal may give a biased or mideading result in relation to
urban sprawl and its effects, especially in the longer term. Better technical
understanding and methodologies are possible, and should be a priority for
professional work, but policy decisions will not wait on this development. Action
partnerships of major stakeholders are necessary at city level. National and
internationa agencies also have an important role to play because their current
decisions areinconsistent, and may - in some cases - be making the problem worse.
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Annex 4
A Fantasy

Consider a country where shoppers pay a fixed annua ‘ shopping subscription’, to the
supermarket of their choice. The subscription is carefully set, for palitica reasons, at a
level which would be affordable by the majority of the popul ation. Having paid the
subscription, all goods are free: the shopper only hasto pay the cost of getting there
and back.

It isclear that the supermarkets are very popular. Unfortunately, they also make a
loss. Thislossis met by the government, out of taxation (levied, of course, onthe
shoppers, among others). The supermarkets also have a tendency to being crowded,
with long queues to collect the best quality goods as soon asthey arrive. The choice
about when and where to open a new supermarket isincredibly complicated. The
contracts between the supermarket buyers and their suppliers (who ssmply charge for
their goods what they cost to produce, plus whatever the market will bear as a mark-
up) are bizarre, fraught by fears and insecurity on both sides.

One would imagine that some economists, employed by the rather harassed
supermarket management, would not find it difficult to recommend a good solution.
Surely, they say, if each of the goods on the shel ves were priced separately, more or
lessin accordance with the cost of producing it, then people would choose those
goods they really wanted, not load up their trolleys with productsthat are very
expensive to produce and unrealistically popular when they are provided free. And the
supermarkets would make a profit. And the shelves could, for most of thetime, be
kept well-stocked. And there would be no need for a subsidy. And taxes would go
down. And contracts with suppliers or devel opers would be smple. And everybody
would be better off.

So a general meeting of the supermarket membersis called, and the management
proudly announces to the members how efficient and advantageous the new ‘ product
pricing’ schemeisgoingto be. The only real question is: how to persuade the existing
subscribersthat they will be better off so they will vote for the change?

Because when the meeting is called, some of them argue - we' ve already pad for
these goods, in taxes, so why should we pay again? And others say - it’s not my fault
that my family is now dependent on caviar: our whole way of life isbuilt around it.
And others say - it would be entirely inequitable to charge different prices, asthis
benefits the rich at the expense of the poor. And others say - how can you suggest
increasing the prices for such an awful service? The shelves are empty and the queues
are appdling. Improve the service first, and then we might listen to your crazy ideas.
And one bright shopper even argues that to employ al the extra staff who would then
be necessary - check-out assistants, security guards, accountants, auditors - would be
so costly that the result would be less efficient, not more.

Since all these objections are manifestly true and valid to all present, the idea gets
voted down.
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