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FOREWORD

The problem of public investment 1n transport is not solved when the
questions about economic efficiency and rational allocation of resources are
presumably enswered, An equally broad spectrum of questions is raised about
the public finance aspects of the problem, Transport charges can be used as
a means of redistributing income among transport users and between transport
users and all others,

This volume is concerned with the public finence implications of trans-
port investment and trensport pricing decisions., We were fortunate in inter-
esting Professor Alen R, Prest of the University of Menchester in undertaking
the study for Brookings. 'His previous volume, Public Finance in Deyeloping
Countries, provides a framework for locking at transport decisions in a public
{inance context.,

The author wishes to express a debt of gratitude to Dr, Norman Iee of
the University of Manchester, who assisted him throughout the project, Dr. Lee
spent a great deal of time working on the project in the U.K., and also visited
Kenya, Uganda, and Ethiopia collecting information. He also wishes to thank
a number of people in India and Turkey who supplied him with information while
visiting those countries, and to further record the valuable help received
from Mr. A, Adedeji in respect of Nigeria. Finally, many other people in both

the U.,K. and the U,S.A. gave help in a variety of ways,
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Baum, Richard Goode, and James R. Nelson, The Transpori Research Program
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Opinione expressed by the author do not purport to represent the
views of the Agency for Internationel Development, the reading committee
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CHAPTER 1
INTRODUCTION

When the history of the economic thought of the twenty years
or so after World War II comes to be written (or progremmed, or what-
ever the relevant technique is at the time), one of the outstanding
features for comment will surely be the growing importance, both ab-
solutely and relatively, of the economics of underdeveloped countries,
In fact, the cynic might say that the growth rate of the literature
was far greater than that of the countries themselves! At the same
time, despite this escalation of effort, there are a number of gaps
in the literature and one of the more obvious is the economics of pube-
'1ic enterprises in such countries. There have been innumerable books,
symposia and the like on the principles of investment in the public
sector -- sometimes in its own right, sometimes as part of national

Plans angd so on.-/ There is by now a sizeable volume of literature on

_/ See, e.g., Paul N, Rosenstein-Rodan, Capital Formation and
Economic MNvelompment (Lindon: Allen & Unwin, 1964); S. Chakravarty,
Ihe Logle o  1vestment Planning (Amsterdam: North-Holland, 1959);

Jan Tinbergen, Central Planning (Yale University Press, 1964).

the public finances of such countries.'/ The administrative aspects

./ See, e'.g., Richard Bird and Oliver Oldman, Readings on

l-1
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Iaxation in Developing Countrieg (Johns Hopkins Press, 1964); John F.
Due, Taxation and Econoemic Develoupment in Iropical Africa (MIT Press,
1963); A. R. Prest, Public Finance in Underdeveloped Countries (London:
Weidenfeld end Nicolson, 1962); Organization of American States Joint
Tax Program, Fiscal Poligy for Economic Growth in Latin America (Johns
Hopkins Press, 1965); Ursula K. Hicks, Development Finance (Oxford:
Clarendon Press, 1965).

of public corporations have also been aired from time to time .'/ But,

_/ See, e.g., A. H. Hanson, Natjionalisation (London: Allen &
Unwin, 1963).

despits this welter of advice, good, bad, or indifferent, on so many. of
these closely related topics there have been fewer attempts to exam@he
the pricing policies of public enterprises of different kinds and to
analyze the related issues of taxes, subsidies and loans in respect of
such organizations, Ttis seems to be a deficiency. On the one hand,
the puktic sceior in such countries (whether in the shape of a government
department or a rublic corporation) is frequently responsible for the
provision of services of a commercial character (electricity, water,
transport, commnications, etc.) and so the direct rclevance of public
enterprise economics is often greater than in Western countries. On

the other hand, there is by now a great body of literature in this field
concerned with both the theoretical aspects and also with the practical

experience of Western countries.
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| In these circuistances, it seemed worthwhile to investigate
some of the issues of transport economics in underdeveloped countries.
The qualifications in the preceedirlg sentence must be underlined. 1In
this monograph we are not pretending to explore more than one small
part of a very large area, We are concerned only with some aspects
of transport and only with some éountries.

More specifically, we intend to proceed as follows. Wwe shall
fifst. gketch in the generé.l' background of the principles of charging
consumers of public enterprise services. This will cover some of the
complications of pricing on the bacis of marginal costs, the linlages
with investment decisions, the desirability and undesirability of defi-
cits, and so on. Although & good deal of what we hare to say is of
fairly general application, we shall develop it specifically within
the context of transport, and mainly road and rail rather than water
or air transport. As we are treading some pretty well-w-rn paths we
shall not attempt to present more than a summary cf the important points.

We then move to the reasons why one may wish to temper the appli-
cation of these general principles. This enables us to ccver such
issues as externalities, income distribution, regional development vnd
more genera?L growth matters.

Chapter 3 .starts on entirely iifferent lines, setting out actual
transport pricing practices and the overall financial position of public
sector trensport in some selected countries. Conirasts are then drawn
between the actuai position in these countries and the general principles
adumbrated in Chapter 2. Finally, the plausibility of pos..ible reasons
for such differences 1is examined., Appendices supply further factual

,inform'i tion.
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In Chapter 4 we turn to various policy issues. After setting
out the broad objectives and the administrative framework within which
operations are likely to be conducted, we discuss direct charges on
users, the possibilities of charging non-user beneficiaries from trans-
port services, the various means of subsidy (grent, loen, ete.) from
government, the desirability of earmarking special funds for transport
purposes, etc. This chapter ends with general conclusions and some
appendices on points of detail.

Some of the limitations to our field of inquiry will bz obvious
from the above but nonetheless we must spell them out more explicitly.
We are not dealing ]n extengg with the whole transport sector but oniy
with that part into which government enters financially. This means
that we are not dirsctly concerned with the large primitive sector which
one often finds (e.g., canoe transport, head lcading, bicycle and animal
drawn transport -- except insofar as any of these modes of transport
impose costs on or pay duties to the government in one form or another).
On the other hand, we are not confined to those cases where transport
provision is combletely within the public sector (e.g., state railroads
or nationalized industries operating over piblic roads); we are very
much interested in those cases where transport is a combination of
public and private endeavor (e.g., private buses or trucks operating on
publicly provided highways).

Some furthexr points should be made, First, we shall assume
throughout most of the discussion that the particular divisious currently

found between public and private provision are essentially fixed. We
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do not attempt to discuss in any detail how the boundaries between
. public and private provision should be determined. Second, many dis-
_cussions of transport economics are couched in terms of overall social

costs and benefits (e.g., Winchr/élassifies road transport costs under

_/ David M. Winch, The Economics of Highwav Plannim (Toronto:
Toronto University Press, 1963).

the following headings:

1. Fixed highway costs (e.g., construction and maintenance).

2. Vehicle operating costs (e.g., maintenance and running costs,
but excluding taxes, such as those on fuel).

3. Users' personal costs (e.g., time taken on journeys).

4. Community costs (e.g., 1loss of amenity).
For an analysis of all economic aspects of road transport it is oniously
necessary to assess costs in some form such as this and to compare the
totality of these costs with the demand for road services. Our purpose
is different, however. We are primarily ccncerned with public sector
economics -- whether receipts of public agencies from private road (cr
rail, etc.) users cover costs or not, and what can or should be done
about the relationships between revenue and costs. We are further in-
volved tc the extent that the private transport sector is imperfectly
competitive or to the extent that private operators or users impose third
party costs or benefits which require government fiscal intervention.
But this is the 1limit of our involvement: we are more interested in

:he relationship betweer. cos’ and demand schedules from which privately



incurred costs have been netted out than between gross cpets and gross
demand. |

Another way in which our analysis and arguments are limited is
that we are not primarily concerned with the details of investment
planning. Many absorbing issues arise here but partly for reason of

space and partly because they are amply documented eisewhere ,-/ we shall

/ See, e.g., A. R, Prest and R. Turvey, "Cost Benefit Analysis:
A Survey," Economic Journal, Decumber 1965; also references mentioned

there.

not be much conerned with them, The financial background to and conse-
quences of particular investment decisions (e.g., the need for additional
government subsidies or for raising loans) are very mach our concern,
but not the detailed reasons for particular decisions (e.g., the princi-
ples on which one should value time savings accruing to users of a new
highway). | |

Another point is that we are explicitly not nnkiné a series of
case studies of particular countries. We shall draw on various countries
for specific illustrations of our themes but we do not pretend that we
are making an exhaustive study of the transport system or potentialities
in any particular country. Furthermore, partly for reasons of time and
partly because of accesgibility of source material, most of our illustra-
tions will be drawn from British Commonwealth countries. There are ob-

vious dangers here9 of narrowness of rahge’/ and shallowness of acquaintance.
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_/ E.g., with respect to user charges and highway financing,
British Commonwealth countries tend to be in the middle of the spec-
trum with Latin American countries at one end (low charges) and the

former French territories at the other (high charges).




CHAPTER 2

GENERAL PRINCIPLES

Lhe Baglc Propogition
As a preliminary to subsequent discussion, it is necessary

to set out the general principles of public enterprise pricing. It
is usual to start by taking a period of time of such length that no
question of replacement of capital equipment arises. It is also
convenient to assume initially that one is only concerned with minor
adjustments of output, and that such questions as that of closing
down altogether rather than continuing in production or that of
making major extensions to capacity do not arise.

In these circumstances, the conventional argument on public

enterprise pricing runs as follows (all references are to Figure 2-1).J

_/ Based on D.H. Robertson, Lectures on Economic Principles,
Vol. 1, Chapt. XII (London: Staples, 1957). Clear expositions of the
basic principles can be found in many other books on price theory (e.g.,
Milton Friedman, Price Theory (Cass: London, 1962) and Abba P. Lerner,

The Economics of Control (Mecmillan, 1947).

There are a number of ways in which one can relate costs and output,

but the first customary distinction is between variable costs and fixed
costs (i.e., between those costs whose total varies with changes in out-
put and those whose total does not. The latter are shown by AFC, a rec-

tangular hyperbola; the former by MVC and AVC, MVC showing marginal

2=1
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variable costs and AVC average variable costs. The precise shape of
AVC is a matter for some argument, but it is often maintained that it
will tend to ‘fall as output increases from a very low level (e.g.,
through more intensive usage of some factor indivisibility) and to rise
again once output expands to a high level (due to, e.g., excessive
strain on plant). But, whatever the precise shape of AVC and MVC, we
shall find that the latter falls and rises faster than the former. AGC
(average global costs) is derived by vertical summation of AVC and AFC,.
MVC will intersect AVC and AGC at their i1owest points.

Leaving aside for the moment LRMC and LRAC, the first proposition
is that any public enterprise should equate prices of products to MVC.
Only in this case will the mArginal value of output to consumers be
equal to the alternative use value of the resources engaged. If price
is set at a lower level, ocutput will be greater than optimal and too
many resources will be engaged in that activity; if price is set at a
higher level, the converse will hold. 1In applying this principle, it
i8 necessary to take account of (the present value) of any costs conse-
quentially incurred at later dates during the planning period.

Several more points should be noted about this proposition.
First, it only holds fully for any one industry on the assumption that
all other industrielists operate on similar principles, both in selling
goods and in hiring factors. Second, it is assumed at this stage that
various side effects such as third party effects ("externalities") or
consequences of calling on general government revenues to finance de=
ficit can be ignored. Third, strict adherence to the principle can

lead to great volatility in ﬁrices if demand suddenly changes or if
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there are mjor discontimities in variable costs. Even the strictest
devotees of the principle usually temper it by saying that averaging
is needed either for administrative reasons or because the time taken
by consumers to react may be longer than the intervals between price
changes which strict adherence to the rule would dictate.

A further point to note -- and this applies to other versions'
of marginal cost pricing as well as the very simple one we are dealing
with at the moment -- is the relationship to the benefit principle

familiar in the literature of public finance .‘/ Confusion is liable

-/ See, e.g., Alan T, Peacock and Richard A. Musgrave, Clagalcs

dn_the Theorv of Public Finance (London: Macmillan, 1958); Richard A.
Musgrave, Ihe Theory of Public Finance (McGraw Hill, 1959); James M.
Buchanan, Ihe Public Financesg, 2d ed. (Irwin, 1965),

to arise in this matter because public utility pricing systems based.on
the maximum which the traffic will bear are sometimes referred to as
"charging according to bemefits." The distinction here is simply that
between total and marginal benefits. Whereas a system of price discrimi-
nation approximates in the limit to one of charging according to total
benefit (in that total revenue is then equal to the whole area under

the demand curve and—/ consumers are deprived of all consumers' surpluses)

-/ Diagramatically, total benefit is given by the area OFBC

and consumers' surplus by the area AFB in Figure 2-2,
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a system of marginal cost pricing secures the equallty of benefits with
costs at the margin (in that if price, taken as equal to marginal bene-
fit, exceeds marginal cost there will be an incentive to expand output
until any difference is eliminated).

Finally, we have to ask about the shape of the apprcpriate de-

mand curve. Harrod has argued strongly‘/that most firms do and, on

_/ R. F. (Sir Roy) Harrod, Economic Essays (London: Macmillan,
1952), pp. 150 ff.

balance, should look at long-run rather than short-run demand curves =-
the former being more elastic at more points than the latter -- even in
takirg short-run pricing decisions. The same principle will surely apply
to public enterprises. They are usually subject to some kind of govern-
ment regulation on prices and as such procedures are usually lengthy one
cannot initiate them all that often. Furthermore, they must always be
conscious of a public image of respectability, conformity to established
norms and practices, permanence, and so on. If the relevance of a lag
run demand curve is accepted, then the need for observance of the standard
pricing rule is all the greater in that, with greater elasticity of
demend than in the case of short-run curves, the greater will be the im-

pairment to resource allocation in the case of departures from the rile,

ra A a
So much for very general principles. What do they entail in

the case of transport? The first and most general point is that they
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imply that prices should be fixed on the basis of marginal operating
costs and that no notice should be taken of fixed costs. So in railroad
pricing the relevant question is what incremental costs are incurred

by conveying (e.g., an extra ton of coal); the interest charges on
existing debt are irrelevant. Similarly, with roads, one has to ask
what additional maintenance costs result from their usage by an extra
truck or bus. At the same time, discontinuities are particularly ob-
vious -- the classic example is that of the extra railwéy passenger

who could be responsible for anything from zero additional cost, if he
could find an empty seat in a train which was running anyway, to the

~/

provision of an extra coach or even an extra train. This ties up

_/ Cf. the well-known discussion by Dessus of the example of
the passenger traveling from Paris-Nord to Calais; G. Dessus, "Rate

Fixing in Public Utilities," in James R. Nelson (ed.), Marginal Cogt
Bricing in Practice (Prentice-Hall, 1964).

with another point. We emphasized that the simple argument about mar-
ginal variable costs assumes a given stock of capital, When the capital
stock consists of a large number of items rather than a single one,

this notion becomes very complex in that if we only allow a very short
time to elapse none of the stock will be variable whereas a slightly
longer time will allow some to be variable but not the remainder. Even
the notion of length of time is not really the fundamental issue; the

really crucial point is that of expenditure commitments or contracts
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which have already been undertaken. The longer the time period one
looks ahead the smaller is likely to be the element of commitment and
the larger that of variability but there is clearly no simple relation-
ship between length of time and degree of commitment -- it may vary for
the same enterprise at different points in time or between different
enterprises at the same point in time.

There are many more complications. To illustrate, rather than
to treat exhaustively, one mist take into account any effects of deci-
sions about pricing of current outputs on both the costs of and demand
for future output within the given time horizon. In addition to these
issues of temporal linkages, there are also those of system linkeges,
For instance, it may be sensible to price the usage of a rail or road
feeder service below marginal cost if a higher figure would mean a re=-
duction in usage of a mmin line or main trunk route and hence a smaller
incremental return for the system as a whole. Similarly, it is not
necessary that prices should cover the marginal costs of transport from
A to B and those from B to A separately; insofar as the two journeys

/

can be regarded as~ a joint product, the only necessary requirement

_/For a classic discussion of this see A. C. Pigou, Economics

of Welfare, Uth ed. (Macmillan: London, 1932), Ch. XVIII.

is that the price for the two together should cover the marginal cost
of the joint operation.
The problem of cost definition is intensified by the difficulty

of defining a standard quality in a service industry like transport.
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Pinning down the marginal variable costs of providing road space for

an additional lorry depends on one's ability to say, jnter alja, when
the standard of a road's surface is kept constant; and the marginal
variable costs of carrying an extra passenger on the railway might
appear to be constant but would in effect be rising sharply if the dds-
comfort of travel rose sharply due to more passengers being crowded

together.
Despite these difficulties of interpretation of the general

principle, it has now been argued for a long time that, by and large,
transport pricing should be based on it. Wicksell, for instance, said:

The size of the resulting deficit is immaterial
in this connection, that is to say, it is irrelevant for
the economic justification of the price reduction . . ..
Any surplus of revemue over cost would be even less accepte
able. The existence of such a surplus as, for example, the
spectacular profits of the Prussian State Railways, may be
& shining testimony to the ef’iciency of the administration
and to the prosperity of the industrial and commercial life
of the country; but at the sume time the surplus also indi-
cates that the enterprise is far from its optimum degree of
utilization both in national and individual terms. The
passenger and freight traffic of i1he Prussian State Rail-
ways would probably increase very zonsiderably with an ap-
propriate reduction in rates. Everyone would gain thereby
and no one need lose, provided only that the ensuing deficit
be financed by taxes in a suitable nanner.—/

./ Knut Wicksell, "A New Principle of Just Taxation," in

Richard A. Musgrave and Alan T. Peacock (eds.), Clagsics in the Theory
of Public Finance (London: Mecmillan, 1958), p. 103.

It is easy to see why people have felt in this way. If we pre-
dicate a long run demand curve, the possible wastes of not conforming
to the marginal variable cost principle become especially high, as we

not only have the more obvious failure to use existing capacity to the
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best advantage-/but also the point that decision about the location

_/The standard example is Dupuit's bridge. J. Dupuit argued
as long ago as 1844 that it was irrational to charge people anything
for drossing a bridge when no incremental costs are involved in doing

so. Cf. J. Dupuit, "On the Measurement of Utility of Public Works,"

Interpetional Economic Papers, Vol. 2 (transleted from the French).

of plants and factories may be adversely affected. However, elasticity
of demand depends, as always, on the degree of substituitability between
products and so the chances of undesirable repercussions are less if

one is looking at pricing policy for the whole transport system rather
than at a single means of conveyance between two particular points.

They are also less if public transport charges are only a small part

of total costs.

Finally, one must be clear that the assumption of marginal var-
iable cost being equal to price throughout the rest of the economy is
most unlikely to be valid. There is no short cut prescription for
amending the formula in such cases, but we shall return to some of the

complications later,

Zhe Cloging Down Cage
Our analysis so far has been confined to marginal costs on their

own but now we must consider them in relation to other cost concepts.

First, what are the consequences when marginal variable costs are less
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than avereage variable costs, AVC, as in the case of low levels of oute
put in Figuré 2-1? It is often argued that if the demand situation is
such that pricing on a MVC basis would not cover AVC, the firm should

cease operations.-/‘All due allowance must, of course, be made for the

_/ To reduce total variable costs to zero, it may be necessary
to do more than simply cut output to zero (e.g., full savings on super-

visory staff or license fees might not be realized without further

action).

repercussions of such a move -- expected costs of re-starting if there

is any possibility of demand improving, loss of customers if supply is
intermittent, etc. Subject to such modifications, the portion of the
AVC curve to the left of V, the point of intersection with MVC, can be
thought of as being the appropriate marginal curve relevant to decisions
about whether to produce or not -- in the sense that it shows the sawings
which can be made by ceasing operations altogether.

Two major comments have to be made on this notion. First, if
there are non-marginal changes in the process of shutting down, the
fundamental criterion on which the decision to produce, or not to pro-
duce, should be taken is not the comparison between changes in total
revenue and in total costs, but rather that between changes in total
utility and in total costs. This is a well-known point going back (at

least) to Marshall's Principles and reiterated on a number of occasions.-/

_/ Cf. the celebrated paper by Harold Hotelling, "The General

Welfare in relation to problems of Taxation and of Railway and Utility
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Rates," Economeirica, 1933. A particularly clear exposition 1s to be
found in Leif Johansen, Pyblic Fconomicg (Amsterdam: North-Holland, 1965),
p. 171 ff.

If the position is as shown in Figure 2-2 where OFBC shows the total
utility of producing OC and 0iDC the total cost, then production is
preferable to closure (even though the demand curve lies below AVC
throughout) provided that AFB exceeds AEDB in size. The essential point
in a case of this sort is that if it were possible to discriminate per-
fectly between consumers, total revenue gcoyld then be greater than total

costs.'/ For the moment, we shall leave on one side the prattical im-

_/ Further complications arise in the appropriate definition
of costs (see Abba P, Lerner, gp,cit,, Chap. 16) and also the assumption
that one can ever measure total utility but we shall not go into them

here.

portance of this sort of case in the transport field and return to it
later.

The second major comment is that decisions about closing down
or opening up production may be related to those about capital investe
ment. In some cases, the decision whether to close down or continue
may have no implications for the state or condition of an undertaking's
capital equipment; but it is also possible to envisage a situation
where capital equipment is more or less worn out and where the deci-

gion whether or not to continue production is indissolubly linked with
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whether or not to replace capital equipment. This is 6ne facet of
the old tag that in the long run all costs ere prime costs. All
we want to do at this stage is to draw attention to this link between
variable cost price theory énd capital investment decisions -- we

shall return to it in more detail later.

e efic

Returning to Figure 2-1, we have now dealt with some of the
issues arising when MVC{ AVC. We now 1look at other points on the MVC
curve and start with V. If the demand curve intersects the cost curve
here, it is a point of both short and long run equilibrium: short run
in the sense that output at that level satisfies the MVC = Price condi-
tion and long run in *he sense that not only is the sum of &verage fixed
(AFC) and average variable (AVC) costs (=average global costs, AGC),

</

covered but so also are long run average and long run marginal costs.,

_/ The differences between long run average costs (LRAC) and
average global costs arise from the presumed greater malleability of
factors in the long run, making for greater elasticity of supply. The
same point applies to the relative slopes of MVC and LRMC (long run
marginal cost) -- the more time there is to change relative inputs of .
different factors the more likely it is that the marginal cost of

meeting an increment of cutput will be less.

If the demand curve does in fact pass through B there will in general

Le a case for renewing capital equipment of the same capacity, neither
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/
more nor less, whenever necessary .~

_/ We return shortly to.various complications which arise when
LEMC « MVC at the point where MVC = AGC; and when, e.g., changes in de-

mand and the general price level are taken into account.

" If the demand curve, however, cuts MVC at a point to the left
6f B, we then come to the géneral problem of public enterprise deficits --
in that if output is determined on the MC = Price principle, average
revenue mmst be less thap aver:c.c global costs, There is one point to
note before we face up to this issue, however: If the decision-making
period is so long that there are no fixed commitments, we then have a
state of affairs where all costs are variable., In that case we no longer
have a divergence between AVC and AC” (and aiso LRAC and LRMC become
superfluous). We are therefore left with only MVC and AVC (both drawn
on a new scale) and no problems of losses arisé (unless demend is so
small that price lies below AVC). In that case, we are back to the

same prescriptions as in the short term variable cost case.-/ Leaving

_/ 1l.e., if producing, fix price = MVC; and if deciding whether
to produce or close down, compare changes in total cost with changes in
total utility or in total revenue depending on whether there are indi-

vigibiljicies in closure or not.

that possibility on one side, it will be apparent that pricing on the
basis of mrginal variable cost wili lead to a deficit. Before con-

sidering the finance of this deficit, let us look at the implications
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' for replacement of the capital stock. Obviously, the normal expectation
would be that if losses have been incdrred, then at, the very least
there will be a contraction of the capital stock when the time comes
for a renewal, or, perhaps, even a complete éhutdown, depending on
expected future demand., But once we contemplate large changes in out-
put of this sort, we have to resort to the total benefit-total cost
principle., In other words, whilst a calculation in terms of averege
revenue and average cost might give one size of plant when investment
decisions are taken, a contemplation of average utility anﬁ average
cost might give us a larger one. In the latter case, the result will
be a persisting deficit which will have to'be met by one means or another,

The standard illustwation of this kind is when LRMC is dowrward
sloping; this is a highly important and relevant case in many trans-
port situations (e.g., the provision of mass transit). Figure 2-3 shows
the position.

Suppose we start from Pl’ the point of intersection between the
demand curve on the one hand and MVCl und LRMC on the other. Price
would be less than AGC, and so a deficit would be incurred. One would
then expect to see plant size and output contracted, szy, to Pp, the
point at which D intersects MVC,. This would now mean that average

/
global costs A002 are covered.~ But if we view the change as one which

_/ Assuming that financial obligations had fallen pari passu
with the contraction of plant size, e.g., by an appropriate financial

reconstruction,
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must be decided on a utility-cost basis rather than a revenue-cost
basis, it is then perfectly possible that the decision to contract

cannot be justified.-/ We have therefore a case in which a deficit

./ Depending on whether the reduction in area under the de=-
mand curve is greater than the net reduction in total costs. See

G.M. Neutze, "Investment Criteria and Road Pricing," The Mancheste

School, January 1966,

rersists even though it could be avoided. In other words, whal siarted
as a position of .navoidable loss ends as one of avoidnble loss. The
principles on whieh such a deficit should be met will be explored
shortly but in the meantime it should be noted that it is not the
presence of scale economies ag gych which makes the deficit persist,

but the application of utility rather thin revenue considerations.

inance of Defici
It would appear therefore that there are two distinct reasons
why a public enterprise operating on a MVC basis may be running at a
loss at any one time, First, therc may be an unintentional loss ==
the potential demand over-estimated, capital equipment too big, etc.
Second, there may be an intentional one -- in the sense that total
benefits or utility calculations predicate a larger capital equipment

than will allow a surplus, given the usual MVC pricing principle.‘/ In

_/ A particular case is where a larger capital equipment than

is needed immediately is installed in order to cope with larger demandr


http:principle.In
http:justified.We
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in future periods. Current losses are then deliberately incurred in

the expectation that they will be more than offset by future profits

-~ 8 very important category of transport investment in many countries.
It should be emphasized that calculations of benefits and

costs in situations where all the optimal conditions are not fulfilled

(because of, e.g., capital rationing) may become extremely complicated.

See Prest and Turvey, gp.cit,

practice, it may be extremely difficult to distinguish the two compon- -
ents (e.g., an intentional deficit may unintentionally increase in size)
but analytically it is most important to do so.

A deficit of the first type must be due to an unforeseen shift
of the demand curve or of the marginal variable cost curve, or both,
meking some capacity redundant. In these circumstances, the natural
thing would be to say that the penalty of the mistake should fall on
producers, by analogy with what would happen in a privately owned industry.
In that case it may be possible to draw on reserves for a limited period,
but sooner or later stockholders will feel the draught. But as public
utilities frequently do not have equity stock, there may be no equity
shareholders to take part or all of the strain. Nor does one expect to
find such categories as holders of preference stocks, who can be
squeezed if a mistake of this sort occurs in private industry. Indeed, it
is precisely the fact that public utility stocks are deemed tn be free
of that sort of risk which allows them to be issued at lower coupon rates
than large industrial issues of gimilar standing and maturity. The up-

shot is that one is forced back to government subsidies of one sort or
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another, until such time as the industry has contracted sufficiently

to obviate the need for them. iowever, there are at leasti three
reasons why such a financial solution may be undesirable. First, the
subsidy from public funds .. ) only come from more publie revenue, more
borrowing or less spending; it is all too easy to forget that the con-
sequences of any one of these courses of action for the supply of total
resources of their allocation between different ends may be substantially
worse than the loss of benefits to consumers through paying a price
higher than MVC for the consumption of transport services. Secondly,
it may be judged that on income distribution grounds there is a stronger
case for meeting the deficit out of the pucketis of transport consumers
rather than from those who would pay the higner taxes or receive less
benefits from government spending. This might be the case if, for in-
stance, the only possible immediate way of raising more government
revenue was excise taxes on articles of mass consumption. Thirdly,
there are various administrative reasons why one may not wish to go the
whole hog. There is the well-imown argument that, once started, gov=-
ernment subsidies breed expectations of furtner subcidiea anc so are
conducive to inefficiency in m:nagement. There is also the djanger that
organized labor pitches its demands for wage increases that much highér
if it thinks that the public purse cun be drawn on for this purpose.

For reasons of this kind, one may wish to saddlz the particular
consumers of & service with some of tie lusses due to unintentional over-
equipment. What about the case of intentional overequipment? Here
the answer would seem to depend on whether the excess of total utility
over total cost is derived solely from considering benefits to the cur-

rent generation of consumers or whether their successors' welfare is
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also being taken into account, Once again this disiinction my be
difficult to quantify in practice but at least we must discuss the
principle,

If we are only concerned with the present generation of con-
sumers, it would seem reasonable to argue that charges on them should,
by one means or another, be high enough to prevent a deficit emerging.
1f the deficit is due to selecting capucity size on the total utility>
total costs criterion, then by definition it is the consumers of that
gservice who are gaining from this decision and it is hard to see why

~/

" the burden of deficit finance should be borne by taxpayers at large.

_/ The population of taxpayers will differ from that of trans-
port consumers, not only because some residents »111 be i1n one group
but not the other; but also because foreigners are mich more likely to

be in the latter than in the former group.

There is endless scope for argument abcut the best way of covering such

costs. Discriminatory charges are one method -- and allegedlyJ a very

_/ "Allegedly" because data on costs are so scarce in many
countries that it is difficult to be certain that charges which appar-
ently discriminate between consumers (in the sense that price/marginal

cost ratios differ) do so in fact. We shall return to this point in

Chapter 3.

traditional one in railway rate ngking. However, there are both econ-

omic and political limits to this method. Even when discrimination is
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eagsy between different consumer groups and/or different units of con-
sumption it may be unwise to make it severe; and practices which border
on being inquisitorial (and this mey be the only means of making dis-
crimination work effectively in some cases) are liable to be resented
and to be attacked through political or other channels, Another method
is the two-part tariff type of arrangement, whereby each consumer pays
a fixed or quasi-fixed sum as well as according to the amount consumed.
The méjor snag about such a device is that "entry charges" of this sort
are likely to keep out some consumers and so reduce consumption below
what it would be purely on marginal cost considerations and so, in turn,
reduce the usage of capacity to less than the otpimum. A straight per
capita standing charge might also be attacked as being a regressive tax
but this difficulty can sometimes be avoided by relating the standing
charge to income. A third device is to say that consumers should be
charged on the basis of LRMC and not MVC." This will automatically
secure that some account is taken of capital charges as well as variable
costs. But deficits are not necessarily eliminated thereby; and this
principle is again subject to the attack that it may cut usage of ex=-
isting resources to an unwarranted extent.

fhese are the sorts of devices which can be used to make con-
sumers pay for an intentional deficit -- or for that matter, an uninten=-
tional one, if it is judged that the burden in such a case should lie
on consumers rather than taxpayers. All of them are practicable, pro-
vided one is willing to make approximations, sometimes pretty large ones.
All are capable of application to transport, e.g., a railway might dis-

criminate, or it might construct a fare structure on the basis of a
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station charge plus a mileage charge, or it may load short term mar-
ginal cost with a capital charges factor. But there are no unique
principles for choosing between them in that everyone will have dif=
ferent ideas about the relative merits of a sldghtly differing income
distribution and a slightly differing usage of existing capital equip-
ment. And all of them may be weak instruments when benefits are wide-
spread and diffused rather than conceﬁtrated on a small and discern-
ible body of consumers.

Finally, what if a larger capacity than can currently be oper-
ated without a deficit is installed in order to cater for the welfare

of a future generation as well as the present one?-/ This is a common

_/ If total benefits’total costs for the future generation,
but not for the current one, and if future benefits are independent of

current ones, there would be no case for undertaking the project now.

phenomenon, e.g., a road may be built to a certain specification not
Just on account of traffic at the moment but with an eye to what it

" will be a few years hence; or a breakwater may have to be built to
cover a whole port area even though the initial number of beprths and
amount of traffic are insufficient for profitable operation. We shall
come to these .points in more detail later; at this stage we are only
inquiring about the finance of deficits incurred for such reasons.

In this case, it does not seem reasonable to argue that the current
deficit should be met entirely by the present set of users. There is
surely a case for some finance from general government revenue. This
is an example of a collective decision which involves the sacrifice of

sume current consumption in order to build capital equipment which will
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augment future consumption and so should be financed in the same way
as other such decisions. In practice, there are inevitable difficulties
of separating one generation from another -- some people must always
straddle both -~ the principle is clear.

Trere is a further point about the provision of finance from
general funds for such purposes; if one accepts any of the arguments

~/

that the burden of debt rests on future generations, there would be

_/ cf. James M., Buchanan, Pyblic Princi
(Irwin, 1955), for the first major contribution in recent years; and
James M. Ferguson, ic Finance a e erati (University

of North Carolina Press, 1964), for a survey of the issues. We shall

return to this subject in Chapter Ui,

a case for saying that government funds should be raised by debt issue
rather than by taxation in that tne burden would then fall on the bene~
ficiaries from the project. We should then have thz following set-up:
the element of benefit to future generations should be financed by gov-
ernment debt-raising and the element of benefit to the present genera-
tion should be financed by user charges (unless there are strong argu-

ments to the contrary in the case of the latter).

ic e ige e
We now come to another possibility about the relationship of
the demand curve to the MVC curve on Figure 2-1, i.e., where it inter-
sects it at a point above and to the right of B. A surplus is now

earned as MVC exceeds not only AVC but also AGC and LRAC.
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The problems arising in this case are seen most easily if one
takes the limiting case where capieity is rigidly fixed. This is less
realistic in the transport world (wherc it is very difficult to say
when the last possible pussenger or the last pound of cargo has been
squeezed in) than it is in many types of mnufacturing industry. Never-
theless, this limiting case does show up the issues in sharp relief.

Figure 24~ sets out the essentials.

./ Based on Marcel Boiteux, "Peak-Load Pricing," in James R.
Nelson, gp,cit, The issues are further analyzed by R. Turvey, "Mar-
ginal Cost Pricing in Practice," Economica, November 1964. I am also
indebted to Mr. Turvey for showing me on unpublished paper in which

his ideas are further developed.

If the demand curve intersects MVCy on its vertical section,
price has to be fixed at Pq if rationing or some similar device is to
be avoided. This sort of case could arise éontinuously if demand were
always in excess of any given capacity; or it could arise intermittently
if there were marked peaks in consumption as with, say, electricity or
transport demands 2t particular times in particular weeks of the year,
To the extent that we ever find ourselves in thic situation the short
term pricing rule adumbrated so far needs slight emendation: i.e., in-
stead of saying that Price should be fixed at MVC, one must say Price
should be at MVC or at a higher level if this is necessary to restrain
consumption to the maximum output possible.

~/

It can be shown™ that, in both the case where one has peaks of

~/ Ibid.
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consumption, and in that where one has constant demand there is
complete harmony between pricing on a MVC basis, pricing on a LRMC basis
and making investment decisions on the usual criteria of comparing the
present value of incremental benefits and of incremental costs. This
can be seen in the constant demand curve case, by taking the contrast
between P; and P2 on Figure 2-4, The short term pricing rule tells us
that if we are operating on MVCj, price should be fixed at Pj. This
will restrict consumption to 0Q;, the maximum output possible with the
existing plant. But if price is fixed at Pl' it is in excess of LRMC,
the curve showing incremental costs when time is allowed to vary all
inputs as neéd be. The excess of pricz over IRMC is a signal to ex-
pand plant size. Equilibrium is reached at point P2 where price not
only equals MVCo (the marginal variable cost experienced with the larger
capacity plant) but also ILRMC. We can then say that equilibrium price
‘P2 and output OQ,2 are gither the result of applying the short period
pricing rule and the normel investment criteria gr, if one prefers,
the result of applying a pricing rule based on LRMC. The three criteria

are in the last resort indissolubly 1inked.'/

./ Cf. Marcel Doiteux, gp.cit., p. 71. "Provided there is an
optimm investment policy, short-term pricing is also long-term pricing,

and there is no longer any contradiction between the two,"

In the case of intermittent demand, the exposition is somewhat
more complicated, as one then has to allow for the pricing of off-peak

demand at MVC only and the loading of all the capacity costs on to peak
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consumers, but fundamentally the same conclusions I'ollow au -bove,
Insofar as the peaks of consumption ure themselves shifted b, differ-
ential pricing of this kind, it then becomes necessary to modify the
charging system further to take zccount of this.

"t should be noted thii the pr-:cise way in which charges are
fixed will differ from one public enterprise to anoth-r even if each
operates in '« situation where price exceeds marginul variable cost for
some, if not 111, consumers. Where one has a system like an electricity
grid, the only thing that matters is whether thers is peakiness in de=~
mand for the system as a whole; insofar as peaks in consumption of single
individuals or single geographical nreas occur at different times of
the day they tend to be unimportant., With transport, it is a different
mtter, Although peak demands on a given railroad 2t different times
of the day cause no difficulty if they all relate to one kind of trans-
port, the same does not hold in other cases. It is no good having spare
passerger rolling stock at night if the mhiin demand is for f{reight trans-
port. It is no good having a line free from traffic in one geographical
area if the main demand is for facilities in another. From this angle
of limited substitutability of rescurces, one would therefors expect
peakiness in transport demands to be greater than in a more closely knit
sypply system. But clearly this is not the only consideration in an
overall assessment. One has to weight up the relative effects of seasonal
variations in consumption, for instance, and these will obviously depend
on such matters as climatic conditions {cold winterc and/or hot summers

- providing peaks in electricity demand) or the production structure of



the economy (bunching of demands for .freight cbnvey:mce if agriculture
is. important and if iifting time coincides for different crops). There
are also problems on the production siie, E'.,;en after allowing for
peakiness of hydro-electric output, the likelihoo:d is that seusonal
variations in capucity are relativel, gre:uter -r transport' when uccount
is taken of such factors -1s roads becoming impastable during the rainy

season in tropical countries. -

Demend Characteristics
How are the characteristics of demand for transport services

likely to affect these considerations? Insofar as there are short term

cation of marginal cost pricing would be_ likely to imply substantial
changes in prices (and, possibly, chenges from surplus to deficit) from
ne year or even one season to another. This in turn might have some
undesirahle : de effects , quite apart from the obvious administrative
inconveniences. For instance confidence may be upset in the private
sector and so the level of private investment is less than it otherwise
would be. And, insofar as investment decisions are taken on the basis
of such price movements, these my lead to the application of rescurces
in particular directions (e.g., the location of plants) for a longer
period than the shortage of excess of transport capucity might be likely

to last.-/ So there are very real issues of settling the optimum degree

_/ Cf. Boitemx, gp.cit., p. 71.

of smoothing needed in such circumstances.
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We now consider longer term fluctuations in deﬁand. Insofar
as one is dealing with countries where real income (evén if not real
income per head) is growing rapidly it is reasonable to argue that the
stock of capital will also be expanding -- whether as n cause or an
effect is immaterial for the moment. This suggests that over-invest-
ment in any given plant size is likely to be a tcmporary phenomenon
only. It may well be the case that there ar= recurrences of over-in-
vestment, whether for intentional or unintentional reasons, as time
goes on but at any rate the likelihood of permenent over-capacity is
reduced.

One nuét be careful here. The fact that total transporti cupacity
is 1likely to expand with GNP is no guarantee that transport capacity
of any one area will expand at the same rate. There are plenty of
countries in the world where railway copacity is standing still or
even declining in the face 6f rapidl; growing GNP, There are also
plenty of examples of particular regions huving too muich transport capacity
in the rest of an economy. So in no sense should it be thought that
all transport investment beyond the immediate needs of the commnity
will have 2 sort of inbuilt self-righting mechanism. All that can
be said is that in a rapidly expanding economy the danger of suffering
for long periods from over-investment is much less than in the static
kind of case to which our earlier analysis primarily referred. Still
less does this argument mean that general government financial problems
are lessened. The strain on government finances due to a growing stock
of capital can obviously exceed that due to meeting deficits arising
from past over-investment. This opens up wider probI'Lems to which we

shall return.
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[ y
Another subject is the effects of rising price levels., MNone
of us can be certain that the next twenty years will be like t.e last
twenty but nevertheless it seems mucn more likely that prices in most
cquntries will rise rather than fall, No doubt there will be many
technological improvementswhich could by themselves bring about re-
ductions in prices but one's guess must be that these are likely to
be offset by upward movements in money wage rates. The first effects
of rising price levels will be to forue both tie demand curve and the,
*VC and AVC curves upwards (Figure 2-1). It is tempting tuen to con-'
clude that this eases the whole "cost recovery" problems in that AGC,
being partly dependent on AFC, will not rise in the same proporticn --
and, indeed, with a given stock of equipment thirs conclusion will be

v

correct.

_/ Assuming that demend curves in general zhif't upwards w:th

variable cost curves.

When one takes a period long enough to require replacement of
capital equipment, the analysis is more complicated. First, one can
take the case of an expanding economy with a growing capital stock.
Depreciation allowances on the new higher-priced equipment can then
be pobled with those accruing from equipment purchased in earlier days
and one cen easily see that there reed not always be crises of f{inance,
when the need arises to replace old equipment, depreciated on its original

~/

cost, at a new higher cost.
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_/ Cf. Evsey D. Domar, Essavg in the Theoryv of Economic
Growth (Oxford: Clarendon Press, 1957). Crises may still arise in

particular cases of course, e.g., due to depreciation funds being
short-earned in earlier years or difficulties in borrowing to finance

capacity extentions.

There is, however, one Impertant kind of case when the problem
does not solve itself in this way. Where th: stock of capital equip-
ment of, say, a railway system, is constant, or at least where new
higher cost capital is not introduced sufficiently quickly to produce
a financial counterbalance to the efiects of inflation, one can visual-
ize a situation where a price based cn MV" would cover AGT but not LRAT
—- if the latter is deemed to take into account replacement and not
just orjginal costs of capital equ.pment. This kind of case received
a great deal of attention in the U.C., the '.K., and other Western
countries in the first decade after the end of World War II. By and
large, it is not an enduring issue for the private sector of an econ-
omy: in that case, failure to charge prices which reflect replacement
costs in an industry would be likely tc reduce profitability, the in-
dustry would become less attractive to investors, output would tend
to fall and so prices would rise in the end. But insofar as public
utilities do not or cannot operate in this way (e.g., because of obli-
gations to serve "the public interest") there is an argument for saying
that depreciation should be on a replacement cost rather than on an

original cost basis. In other words, although the influences on the
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supply side are likely to be strong enough in the case of the private

sector to keep capacity at its appropriate level, in the public sector

~/

case one must operate on the demand side via the price system.

_/ The same general point holds in respect of land costs and
other nonrenewable assets (i.e., the appropriate figure for costing
purposes is current value in alternative uses rather than original
purchase price). But where alternative use values are zero (e.g., in
respect of the costs of enabling legislation which may have been in-
curred when, say, a railway started) no account should be taken of
such assets. Cf. G.J. Ponsonby, "Earnings on Railway Capital,"
Economic Journal, December 1960 and A.R. Prest, "Some Aspects of Road
Finance in the U.K.," The Manchester School, September 1963.

Finally, there is an entirely different kind of argument con-
nected with inflation. Insofar as it is thought that cost engendered
phenomenon is an important phenomenon and insofar as the authorities
try to operate some kind of prices and incomes policy, there may be an
additional reason for subsidizing (or at least restraining) transport
prices and charges whether thesé relate to intermediate or final ser=-
vices. We shall not discuss the merits and demerits of this approach,

but simply list it as an additional possible element in policy.

Brice=Marginal Cogt Divergences
It is sometimes argued that imperfections of competition in
goods and factor markets, expecially in underdeveloped countries, are

so endemic that assumptions about equality of marginal costs and prices
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are unrealistic and irrelevant. From there the argument often runs
that shadow prices based on development plans, which are in turn
arrived at by political rather than market processes, should be adopted
for many economic calculations. Thus, for instance, it may be argued
that one should use lower-than-merket prices for labor inputs (reflect-
ing mass unemployment and low marginal productivity of labor) or lower-
than-market interest rates (reflecting a lower rate of social than
individual time preference) or higher-than-current exchange rates for
imports (reflecting overvaluation of the country's currency).

It is a well-known theoretical proposition that when considering
pricing policy in one particular industry there is no case for ignoring
divergences of marginal costs and prices at other points in the economy
and simply proceeding as if they did not exist. At the same time, it
is also clear that there is no single, standardized way in which one

should proceed.J We cannot pretend here to go into the higher rabbinics

_/ Cf. E. Mishan, "A Survey of Welfare Economics, 1939-59,"
Economic Jourpal, June 1960, pp. 245.46,. See also, Ann F. Friedlaender,
The Interstate Highway Svstem (Amsterdam: North-Holland, 1966), pp. 124=
25, for an example of how it is impossible to find an optimum pricing
policy for highways when one takes three sectors -- highways, railways,

and other -- each with differing price/marginal cost ratios.

of these' second-best matters, but the following observations seem to

be relevant.
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Departures from price-marginal cost equalities are likely to
depend on such general considerations as the ratio of foreign trade
to GNP; the importance of such sectors as agriculture and distribu-
tion relatively to others; the role of small independent producers;
and the width or narrowness o1 domestic markets. Too muich cannot and
should not be read into these criteria (e.g., imports may be subject
to physical controls; competition may not be effective among domestic
producers even when they do operate on a small scale); they are simply
intended as very broad indicators.

Secondly, the area in which shadow price corrections have to
be made may be further reduced the larger the public seclor relatively
to the rest of the economy. If public sector enterprises price their
internal transactions (e.g., sale of government electricity to railways;
conveyance of state-mined coal by public road or rail transport) on a
marginal cost basis, this will reduce the necessity for reference to
shadow prices. The importance of this notion depends on the extent
of intra-public sector sales aé well as on the relative value added in
the public and private sectors. So generalizations about its practical
importance are obviously impossible.

A third point is that, insofar as corrections to market pricec
are called for, they may be extremely complex even in principle. It is,
.for instance, generally accepted by recent writers on cost-benefit

anaLysis-/that the appropriate technique for approving public sector

-/ For a summry see A. R. Prest and R. Turvey, gp.cit.
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projects may need to be based on a combination of the social time pre=-
ference rate (reflecting society's preference at the margin for present
goods over future goods) and of the social opportunity cost (reflecting
the rates of return, including any capital gains, which would have ob-
tained if the relevant marginal alternative had been investment in the
private sector), Neither of these is easy to establish empirically

/

let alone the appropriate combination.

_/ It might be noted that there is a weakness in the argument
advanced by Stephen A. Marglin ("Objectives of Water Resource Develop-
ment: A General Statement," Chapter 2 of Arthur Maass (ed.), Design
of Water Resource Systems [Harvard University Press, 1962 |, pp. 195-

96) in furtherance of the interdependence proposition about investment
(i.e., that people's time preferences will permit more investment for
future generations when it is organized publicly than when it is pro-
vided by the market). The argument is as follows. Assume an invest~
ment of $1.00 now will meke available $2.00 at some given date for a
future individual. I7 the individual operating through the market place
today feels that the provision of $1.00 of consumption for the future
individual only gives satisfaction equivalent to $0.10 of consumption
now there is no inducement to invest. If, however, there is a publicly
organized investment program and each individual is assumed to value
$1.00 of a contemporary's consumption as equal to $0.15 of his own, then

it is argued that marginal time preference will bu given by the formula

i+ (n=1) 0,10
n (0.1)

investment can be justified on time preference principles.

. Provided §217, this value will be less than 2 and so
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The weakness in this argument is the proposition that the in-
dividual continues to value $1.00 oi' future consumption as equal to
$0.10 of current consumption even when virtually all the latter relates
to people other than himself. If 0.1 were replaced by a much iower
figure the value of the formula would be correspendingly higher and

the certainty of the conclusions reduced.

Another point sometimes made is that when funds are provided
from abroad for particular expenditures such as transport, one may have

a situation analogous to that of specific capital rationing,'/where the

_/ Jack Hirshleifer, James C. DeHaven, and Jerome W. Milliman,

Water Supply (University of Chicago Press, 1960), p. 169 ff.

whole of the allocation has to be spent and so in effect the funds do not
have an opportunity cost. However, we suspect that this is a rare occur-
ence. There are nearly always economic or political limits to the amount
of external funds that a country can obtain over a period of time,

As another example of complexity, take the proposition recently

advanced in the U.K;-/ that U.K. railways must be subsidized in some of

_/ Ministry of Transport, Irapsport Policy (Cmnd. 3057, H.M.S.0.,
July 1966), especially paragraph 18, The ideas are given more precise

form in Ministry of Transport, Railway Policy (Cmmd. 3439, H.M.S.0.,

November 1967).

their activities on the grounds that demand for their services has fallen

"unduly" because road users are not charged full social costs. in other
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words, one should price railway services as if the true cost curve lay
below the actual, or alternatively, as if the true demand curve lay
above the actual. One can see clearly enough the reasoning behind
this second-best proposition (i.e., that the preferable solution of
charging road users full social costs is judged to be ruled out), but
nevertheless, it would seem to be seriously incomplete as it stands.
If railways are subsidized on these grounds, then public revenue must
be higher and/or other public expenditure must be lower than would
otherwise have been the case. So there mist in principle be a whole
series of allocative and distributional effects which are concealed
behind this seemingly plausible proposition. Unless one is willing to
specify precisely what are the fiscal complements to making these sub-
sidy payments, one is only telling part of the story.

Lastly, one mist remember that there are administrative costs
of taking account of shadow prices. It may require a large central
body of overseers to see that each public agency conforms to common
principles in allowing for divergences between "actual" and "true" costs
or prices. But if one does not have mich of an overseeing body and
leaves it to public authorities to make the adjustments they feel
necessary, the results might easily be worse¢ than if there were no ad=-

/

justments at all.

_/ Cf. Prest and Turvey, gp.cit., p. 705.

So by and large we express some caution about the desirability
and wisdom of adjusting the prices and/or costs of public enterprises

on to shadow bases.—/ Insofar as the practice is justified it may well
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_/ Ci', Sir Arthur Lewis, "A Review of Economic Development,"
American Fconomic Review, May 1965, p. 15. "The only way to achieve

decision making on the basis of a low shadow wage is to have a low

“actual wage."

be that the main adjustment would be to operate on a higher than actual
price for capital. Although this would both tend to alter factor input
ratios and reduce output below what it would otherwise be, the likely
net effect would be an increase in the surplus on operating account,
Externalities

Benefits received by,dr costs imposed on third parties as a re-
sult of public transport provision and use are of many kinds. Standard
examples are the change in value of agricultural land made possible by
better commnications, the potential contribution roads make to defense
purposes, the noise and fumes from traffic. But it should be clear
from the beginning that not all such third party effects call for modi-
fications to public enterprise pricing policy., First, some benefits
my in fact simply be transfers: insofar as a reduction in costs of
transport operations on a particular route is passed on to landowners,
whether in the form of higher or lower rents than before, no further
action is needed by the road authority if it is already charging the
direct beneficiaries adequately. Secondly, insofar as externalities
can be "internalized" so that the debit and credit entries no longer
come in different sets of books, the matter is also settled. Thus, the

non-commercial benefits arising from the potential military usefulness
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of public highways can be taken account of by suitable bookkeeping
arrengements by the relevant government departments. Finally, if one
transport user imposes diseconomies on another, but terms of compensa-

tion can be voluntarily negotiated between them,‘/it is unnecessary to

_/ It should be noted that misallocation of resources can be
avoided ejther by payment from the perpetrator to the sufferer or vice
versa; the direction of payment is a distributional issue. (See Ronald

Coase, "The Problem of Social Cost," Jowrnal of Law and EKconqmics,
October 1960).

have any intervention at government level whether of a regulatory or
fiscal character. And even if this is not so, the administrative costs
of government intervention may exceed the benefits which may come from
it.

So it is by no means the case that all externalities lead to
resource misallocation. Nevertheless, there are clearly a number in
the transport field which may do. One important case is the effects
of transport costs on outputs and prices of intermediate goods, but as
this is very complex and has been considered extensively by Tinbergen,

Bos and Koyck, and Friedlaender,-/ we shall not discuss it here. Another

_/ Cf. Jan Tinbergen, "The Appraisal of Road Construction: Two

Calculative Schemes,” Review of Economics and Statigtlcg, Awgust 1957;
H.C. Bos and L.M. Koyck, "The Appraisal of Road Construction Projects)

Review of Ecopomics and Statistics, February 1961; also, Friedlaender,
op.cit., Chapter 2. The latter's conclusion (p. 15) is that although
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_:lt cannot be stated positively that vehicular benefits will underesti-
mate social benefits, there is a strong chance that this will be the
case if the supply of factors is fairly elastic and commodity substi-

tution is not too great.

of the most important in many countries is that of traffic congestion
and interaction. The literature on this subject has mushroomed in the

last few yearr/ almst as fast as the facts of the case and there is

_/ See cf. Herbert D. Mohring and Mitchell Harwitz, Higlway
Benefits (Northwestern University Press, 1962), Chap. 2; A. A, Walters,
"The Theory and Measurement of Private and Social Costs of Highway
Congestion," Econometrica, October 1961; Road Pricine: The Economic
and Technical Pogsibilities (Lomdon: Ministry of Transport, 1964);

G. J. Roth, A Self-Financine Road System (London: Institute of Economic
Affairs, 1966).

no need to go into it fully here.J Essentially, one is dealing here

_/ Some of the problems are explored further in Appendix A to

this Chapter.

iith a case where each and every vehicle impéses costs on each and every
other vehicle in the form of congestion and delay. One can therefore
argue that in principle there is a case for a tax system which makes
individuals aware of the costs they are imposing on others., What pre=-

| cisely should be done —ith the tax proceeds is more open to argument.
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One could, on the one hand, argue that those who suffer from being
vforced off the roads should receive compensation at any rete for a
considerable period. On the other hand, one could say that the sit-
uation arises from intensive usage of a fixed factor (road space) and
that exaction of the full rent by the owner (the government) is highly
suitable. The choice between the two alternatives is partly a matter
of distribution and partly one of allocation. I the government does
not retain the revenue in this way, it presumably must raise it in
another form and so it is a matter of comparing the allocational and
distributional effects of the two cases. But unless the alternative
form were one which did not have a distorting effect of any sort it
would be inferior on allocational grounds to the retention by govern-

ment of the congestion tax proceeds.-/

_/ Note that there is no reason why the level of road invest-
ment should be different in the two cases (assuming the investment cal-
culations take full account of benefits to potential users as well'as
4o current ones) except insofar as the distribution of income changes

and this leads to a different level of demand for road services.

We have outlined the congestion issue because of its importance
and because it does seem more tractable tnan some other external relatioﬁ-
ships. However, there are clearly many others which arise in the trans-
port field such as noise, fumes and accidents. Insofar és it is both'
necessary and practicable to compensate for such relationships by taxes
and/or subsidies, one must graft these on to the standard public enter-

prise pricing principles.
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E {c Growil
It is very tempting to argue, both on historical end analytical
grounds, that public transport pricing shouldbbe subsidized in the in-
terests of economic growth. We find, for instance, statements of the
following kind: |
". . .a cheap and extensive system of communi-

cations is the greatest blessing which any country
can have from the economic.point of view."_/

./ Federation of Nigeria, The Fconomic Programme of the
Government of Nigerja, 1955-60 (Sessional Paper No. 2, Lagos, 1946),
p' )"‘3.

Economic historians have often argued that transport played a
most important role in the nineteenth century development of Europe

and North America.‘/ But one should not be swept off one's feet by

/" Cf. H.J. Habakkuk and M, M. Peston (eds.), Cambridee
Economic Historv of Europe, Vol. II, Part I (London: Cambridge Univer-

sity Press, 1965), especially Chap. IV, "Transport," by L. Girard;

F. L. Nusbaum, History of Economic Ingtitutions of Modern Europe (an
introduction to Der Moderne Kepitalisms, by W. Sombart, Crofts, New
York, 1935).

these arguments. The precise nature of the relationships and the mutual
interactions between the variables involved are very difficult to specify,
let alone quantify. It is also worth noting that some questions have
‘recently beeﬁ raised by economic historians themselves about the magni-

tude of the blessings flowing from the railway developments of the
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nineteenth century '/

_/ For two recent examples see Robert W. Fogel, "Railroeds
as an Analogy to the Space Effort: Some Economic Aspects," Egonamic

S

Journal (March 1966‘)_; and W. Ashworth, "The late Victori conomy , "

Ecopgmica (February 1966).

Quite apart from the difficulties of analyzing what happened
histofically, one must obviously be cautious about the applicablility
of such experiences to the present or future problems of societies
and countries which are so vastly different. We do not argue that
history does not repeat itself and that some of the spectacular nine=-
teenth century changes in Western Europe may not recur; but simply that
the same history is unlikely to be repeated in all places and at all

~/

times.

_/ To take a single example -- with all the risks implied
thereby -- we find that major road improvements in Ethiopia in recent
years have led to substantial reductions in journey times and freight
nosts and substantial increases in traffic (cf. Ethiopian Highwavs,
January 1966), But there is no evidence that this has led to more

rapid growth of the economy.

Let us now look at these matters from a more analytical view-
poitn‘l;,

Subsidies on public transportation facilities can be deemed to
have both general and specific economic effects. Insofar as the sub-
sidy is a net adc_lition to the budget deficit it will have the usual out-

put reactions, primery and secondary, of excesses of government outgoings
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over incomings. But provisos must be noted. The "usual re-nctions"
will only take the form of extra national output if there is a supply
of unused domestic resources and these will normally need to include
skills and capital equipment, as well as unskilded labor. Part of

the extra incomes generated may leak abroad in the form of higher im-
ﬁports, visible or invisible. And, insofar as «the subsidy on transport
is an alternative to subsidies on some other form of government spending
or to a general tax cut, rather than a net addition to the budget defi-
cit, these general effects will tend to vanish altogether.

If an economy is already or potentially (e.g., with a larger
development program ahead) in a state of 2xcess demand, the prime re-
quirement will be a smller rather than a larger government deficit.
The history of meny countries in recent years suggests that this is the
most likely state of affairs; and, if so, the call must be for public
enterprise surpluses rather than deficits, in the hope that this will
lead to a larger total of national saving, after allowing for any re-
ductions in personal and corporate saving as a result of higher fares,
freight rates, etc.

The specific effects of cheap public transport facilities are

of several kinds.-/%irst, there will be a tendency to substitute publiec

/ Cf. Mohring and Harwitz, op,cit,, Chap. 1, for extended dis-

cussion.

transport facilities for private ones, where possible. This might mean,
for instance, that publicly owned railroads would attract business from

privately owned river steamers; or that the relative importance of
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smll-scale transport activities such as head-loading, bicycles, rick-
shaws, bullock carts, canoes, etc., would tend to fall. Second, the
pattern of consumption would be affected: there would be substitution
of transport-intensive consumption goods (holidays, pleasure travel,
etc.) for other goods and services. Third, the pattern of production
would be affected in that goods and factors of production are now
rendered more mobile. How precisely this would affect the location
of industry is, even in principle, very complex: on the one hand, the
lower cost of moving goods may meke the development of remote areas
more feasible, but on the other hand, the greater mobility of labor
may attract more people from remote areas to established centers.
There are also problems of changes in the relative importance of towns
and rural areas in the same district as well as changes between districts.
One can be more definite about the ratio of stocks to final output: this
can clearly‘be reduced (with consequential savings in storage space and
insurance, as well as capital charges) the easier and faster it is to
send goods from one part of a country to another.

Effects of this sort are in principle -- and have been in prac-

tice'{- of great importance in stimulating growth rafes, But for our

_/ cf. A.J. Youngson, Qverhead Capitsi (Edinburgh University

Press, Edingburgh, 1967), Chaps. 4 and 5.

purposes we need to know how far they justify subsidies over and above
those we have already discussed. We have said that one can Justify

capital facilities so large that a public utility operates at a loss,
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provided that the loss of benefits from operating with smaller capital

facilities would be greater than the saving in costs.-/%e have also

~/ Cf.p. , supra.

seen that in principle shadow price and externality adjustments can al=
80 justify further losses. Once full cognizance has been taken of all
these cases, it is not clear that there is anything additional. For
the calculation of the benefits on which larger capacity in, say,

roads can be justified is essentially a matter of estimating the value

~/

of such things as savings of time, of men™ and vehicles, including both

—~—

/ In principle, one would expect these to be less important
in countries with low marginal productivity of labor and hence low val=-

vation of units of time == than in Western countries.

current and potential usage. If these estimates are made in a cumpre-

hensive fashion,-/they will reflect all the various effects of clieaper

_/ This may be a complex operation, cf. Bos and Koyck, gp.cit.

publiq transportation facilities on the pattern of consumption and of
production., Similarly, the costs side of the equation reflects the
opportun;ties foregone by diverting more resources into the public trans-
port sector. Once donsiderations of this sort are married to corrections
“or market prices on account of externilities and the like, the subject
has been covered and it would be duplication (as well as duplicity) to

pretend there is anything more to it.
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The same general principles hold if we are considering devel-
opment of a particular region rather than a whole country. Once allow=-
ance has been mede for the benefit calculations associated with non-
marginal changes in output, shadow prices and externalities, there is
no additional reason for subsidization -- though of course the calcu-
1a£ions of benefits and the particular values given to the shadow
prices, etc., are likely to differ from those applicable in the whole

country case,

c e o)

There are a number of types of government expenditure in any
country which cannot readily be financed by the specific users or
beneficiaries. Quite apart from the much discussed collective goods
case, there are other elements such as interest payments on the national
debt. There is no unique prescription for saying how much of this bur-
den should be placed on the consumers of the services provided by pub=-
lic enterprises but insofar as any revenue is raised by indirect taxes
to meet these expenditures, there is no reason for exempting public
enterprise services from them. There is no simple formula for fixing
the size of indirect, rather than direct, taxes for such purposes, but
given any specific total for the former, the most reasonable apportion-
ment would seem to be a proportionate distribution among each segment
of the economy -- making seperate calculations in respect of consumers'
expenditure, public authorities' current expenditure on goods and
services, gross doméstic capital formation and exports. To the extent

that public enterprises have outputs enturing into these categories,
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they should be taxed accordingly. For this purpose, the proportion=-
ate contributions should be the same in respect of each type of ser-

vice provided by a public enterprise.

Ancome Digtribution

Income re-distribution is one of the considerations traditionally
influencing the pattern of government revenue and expenditure, Dis=-
cussion can be endless about how efficiency and redistributional ob-
Jectives should be combined -- e.g., maximize the objective function
of effiéiency subject to re-distributional constraints or maximize the
objective function of re-distribution with efficiency constraints op

some intermediate policy —=-- but most people would accept that budget decision
should incorporate both elements.

_/ Cf, Marglin, op,cit,, p. 83. These arguments are taken

further by A, Myrick Freeman III in "Income Distribution and Planning

for Public Investment," Apgerican Ecornomic Review, June 1967.

Many issues arise in income distribution., One is that we may
simply be dealing with the distribution of income between the class of
people who use public transport facilities and the rest of the commn-
ity. Alternﬁtively, we may be concerned with a particular group of the
class of public transport users, differentiated by income, region, and
so on, A particular example might be that an area has developed in the
past because of cheap transport facilities. Any attempt to remove the
subsidy element in such cases would then encounter opposition on the

grounds that this would subject people to adventitiocus falls in capital
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value of property, etc.-/ As another possibility, one might have some

_/ This particular point was made recently with respect to

railways in the Argentine. Cf. A _Long Range Transport Plan for
Argentina ( Buenos Aires: Ministry of Public Works and Services, Trans=-

port Planning Group, 1962).

combination of group and sub-group policy, e.g., subsidies to one partic-
ular sub-group of public transport users, but higher charges to other
sub-groups so that the totality of public transportusers does not bene-
fit. One should also note that the borderline between the use of public
enterprise pricing and the use of taxes as means of income re-distribu-
tion is a very thin one. One might, for instance, try to increase the
surplus on rbad operations by levying various sorts of user charges --
tolls, gasoline taxes, and so on. Alternatively, one can levy very
heavy custom and excise duties on private cars, making them progressive
with size or value if need be. Formally, one can say that the latter
type of taxation is not directly connected with the operation and main-
tenance of the road system in that the amount of tax paid is independent
of road usage, but this is a pretty thin argument -- not unlike saying
that the amount cf tax should be dependent on the number of cigarettes
smoked rather than the mumber bought. Finally, one should remember that
income distribution objectives can be pursued by variations in factor

input policy (e.g., labor intensive rather than capital intensive methods

of production) as well as by product pricing policy.
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One mist be modest in one's aims in these matters. The traps
in trecing out the effects of taxes and/or subsidies on income distri-
bution are often both concealed and deep. These attributes are likely
to be particularly marked in the transport sector where meny transactions
are in respect of intermediate rather than final products. For example,
one may have some confidence that a reduction in railway passengef
charges benefits certain groups of consumers, but very much less con=-
fidence about the distributional effects of changes in freight charges

for, say, iron ore, pig iron or steel bars.

4 Suming Up
We have tried to set out the elements of public ﬁtility pricing

principles and then bring in some of the complications of second best,
externalities, contribution to economic growth, income re-distribution,
and so on. It is completely impossible to come to any simple conclusion
about whether public trensport authorities should be operating at a
surplus or deficit on current account. Although there are some cases
(e.g., capital investment for the benefit of future generations as well
as the present one) where a deficit can be defended, there are others
(notably the congestion tax case) where one would expect surplus.

Even where current account surpluses are being earnmed this does not
mean that there are no financial problems left. In countries where
capital markets are limited, it cannot be automatically assumed that
any part of the finance of net capital investment can be met from the

market. Thus, even though sufficient in the way of surpluses is earned
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to cover replacement of existing capital equipment -- and this, as we

saw,"/my require particular attention in periods of rising prices --

~/ p. , gupra.

it may still be necessary to find means of financing net additions to
the capital stock. In an economy where the public transport system is
developing rapidly, where domestic capital markets are limited, and
where there is no easy recourse to foreign sources of finance, whether
by way of loan or aid, this state of affairs is only too likely to a=-
rise. And when public expenditure already presses extremely hard on
reveme, no one can view large financial demands of public enterprise
with any equanimity.

It will be noted that, in contrast to some statements on the

sub,ject,-/ we have not so far said anything about the need to coordinate

_/ E.g., U._K, Trangport Policy, Cmd. 3057, op.cit.

or integrate public transport facilities. The omission has been quite
deliberate: for these f.erms are so vague that unless they are defined
more clearly, they are quite meaningless. When further definition is
sought, it usually transpires that such terms imply the intention of
securing the same sort of solution as would come about {rom tt{e thorough-
going operation of a merginal cost pricing system, after making allowances
for externalities and the like., If the aims are the same in both cases,

any advantages of coordination, etc., must lie in the superiority of



2=52

administrative devices such as licensing, regulations and the like over
a competitive pricing system as a method of implementation, e.g., they
may be judged to be more thoroughgoing or quicker to operate. These
advantages may be substantial in particular circumstances, but at the
same time one should not be deceived by all apparent failures in the
pricing system. For instance, one might think of non-duplication of
transport facilities along the same route as a senisble aim: and then
point to the fact that there are plenty of historical examples of pri-
vately built railway lines competing between pairs of cities. But in
many such cases the survival of duplicate facilities has been due to

a failure to let the consequences of the competitive system work them-
selves out rather than to the system itself. In other words, the case
for administrative devices may rest on the need to correct for the
follies and failures of previous administrative devices rather than for
basic inadequacies in the competitive pricing system.

However, there are spheres in which this system clearly does
not apply, especially those of inter-governmental and intra-govern=-
mental relationships. One might, for instance, have a completely "un-
coordinated" road network if each individual local authority were left
with complete freedom to route its highways as it wanted. A true inter-
pretation of commnity preferences for a road system requires delibera-
tions at national level even though the local authorities can share in
construction and, if big enough, be wholly responsible for it. And it
goes without saying -- or should do -- that there can also be nonsensicali
results if the different departments of a single government do not act

in unison.
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APPENDIX: EXTERNALITIES AND CONGESTION COSTS

To simplify the argument initially, let us ignore some of the
bedevilling complications; we shall take the case of two vehicle firms

only'/;nd ignore both the reciprocal nature of the externalities and

_/ 1.e., assuming the total stock of vehicles using a given

area to be divided between two firms,

the relationships between the vehicle user class and ¢thers. In other
words, we will start by looking at the effects of imposing a tax on one
vehicle firm, assuming it to be responsible for externalities imposed
on the other vehicle owning firm (but without reciprocity) but on no
one elsé. This is obviously a very artificial construction, but we

shall proceed to the more complex cases later., Figure 2A-1-/ shows the

_/ This diagram and the succeeding one are a cross between
those used by R. Turvey, "On Divergences between Social Cost and Pri-
vate Cost," Ecopomica, August 1963, and that used in a different con-
text by Richard A, Musgrave, Theory of Public Finance (McGraw Hill,
1959), p. 11k,

position in which A imposes costs on B as it extends output (vehicle
flow). If A is oblivious to B's sufferings, it will increase output
until its marginal gain (i.e., marginal benefit Jegs private marginal
cost) is zérdA(i.e., output would be OF). Butif it were possible for
A and B to negotiate with one another, the optimum output would be OE,

for this is the point at which CD, the net gain curve derived by
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subtracting B's losses from A's gains, cuts the horizontal axis; any

expansion beyond or contraction below this point would mean a smaller
net gain. Tﬁis is therefore the ideal solution which the tax mechan-
ism has to try to emlate. If the tax could succeed in recducing A's

output to OE, it would give the same solution as that derived from a

compensation process. But we must note what this involves. First,

as Turvey has pointed out,—/it would not be satisfactory if the tax

-/ Op.cit,, p. 310.

reduced A's output to OE and it was still possible for A and B to bar-
gain, For in this case (assuming the tax proceeds not prid to B) there
would be scope for negotiation to reduce output below OE. Sd in this

sort of case the tax will‘push contraction too far. Whatever the rate
at which it is levied, it is bound to lead to a less than optimal out-

| ‘put.'/ However, there are other circumstances in which a tax will give

_/ There may be further complications depending on which other

taxes are reduced, or expenditures, increased, as a result of the tax.

the right answer. Schematically, we can say, in the case of a tax de-

signed to reduce A's output from OA to OE:

A and B free to negotiate: Tax secures optimel. But as
this is a substitute for pri-
vate arrangements (either pay-
ment from B to A, or if A is
liable, from A to B), the case
for it must depend on income
distribution, fairness, etc.



2-56

A and B not free to negotiate: Optimel unlikely (only se-
- cured if B continues to
take defensive measures a-
gainst A's activity, despite
receiving tax proceeds).

Iax proceeds not peid to D

A and B free to negotiate: Output reduced below optimal.

A and B not free to negotirte: Optimal can be c=cured.

It should be noted from the above that the distribution of the tax pro-
ceeds is not crucial to the allocation argument in the sense that an
optimum output of A's vehicle flow can be secured whether the tax pro-
ceeds are paid to B or not -~ though there are implications about the
non-distbrting éffects of alternative forms of revenue.

We must now face a difficulty which we have evaded so far --
what determines the shape and position of B's marginal loss curve?
Coase argues that this partly depends on whether compensation is, or
is not, payable. He also makes the point strongly that the relevant
computation is not the damege directly due to A's activities, but rather
what it costs A in prevention or B in remedial measures. In the emoky
chimey context, if a drying machine costs less than the effort of re-
washing clothes blackened by smoke, a better measure of loss imposed
‘{8 the cost of the dryer. In the congestion case, if y decides t6
give up traveling rather than be forced down to a low speed by x, the
relevant measure is the loss incurred thereby (e.g., the reduction in
profits through nof. making the journ.y at all or the net costs of mak-
ing it by some other means) and not the costs of going at the speed at

which he would have travelled if he had continued to use his vehicle.
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practice. It might be noted that all the empirical work on the con-
gesiion tax -- or at ieast all that of which I am aware -- is based
on calculations about reduction in speed of traffic flow due to the
marginal user and therefore to some unknown extent must be an over-

estimate of the loss involved."/

_/ E.g., if the result of a unit addition to usage were to
reduce the speed of existing traffic froam, say, 10 to 9.8 miles per
hour but there is one motorist who is not prepared to travel at less
than, say, 9.9 miles per hour, the excess of social over private cost
will be measured by the loss to the motorist who no longer makes the

journey rather than by a speed reduction for all traffi

So much for the "easy" but artificial non-reciprocal case.
Now let us ask about the complications when A imposes costs on B, and
B on A; we keep up the pretense for the time being that neither A nor B
imposes costs on any pedestrians or cyclists. Figure 2A~2 showing the
costs imposed by B on A is the non-identical twin to Figure 2A-1. If
reciprocity were ignored, the reasoning about this figure -- "natural”

1. would be exactly the same as in

ovtput OlFl, optimum output olE
Figure 24-1, So this is straightforward.

What conclusions. can be drawn from a similtaneous perusual of
Figures 2A-1 and 2A-2? We can specify the optimal scale of A's output
and the optimal scale of B's output as being OE and OlEl respectively,
the total of net gains being greatest for this combination of outputs.

;lB‘_lt having said that, it is not easy to see that we can do much more.
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same as that which would cut B's output to O1El, but it is obviously
{mpossible to levy differential tax rates in anything more than the
simplest kini of case. One negative point comes out of the diagrams:
the crude fallacy that, because each vehicle imposes costs on each
other vehicle, the situation will right i1tself without any interven-
tion or negotiation. If one adds together the marginal gain and mar-
ginal louss curves either for A or for B, it can be seen that there is
no reason why the resultant output in either case should be optimal.

So far we have neglected reactions between motorists and other
members of the commnity. But there are clearly reciprocal relation-
ships among motorists, pedestrians, and cyclists: each category in
pursuing its own interests affects those of others. When we also re-
member the painfully obvious simplification in our analysis of the road
using commnity -~ the stock of vehiclgs being divided between two firms
only -- the complexities of any full analysis allowing for many more
vehicle owners and ruling out any possibilities of negotation can be
seen to be astronomical,

In these circumstances, it is tempting to give up the game and
say quite simply that there are so many complexities in the analysis
that one should not even try to impose a special congestion tex on
vehicles which are, say, entering city central areas. But this does
seem to be a counsel of despair and cne can have some sympathy with the
practical man's complaimt-- that if welfare economics cannot justify

a tax on urban traffic, then so mich the worse for welfare economics,



CHAPTER 3
PRACTICES V., PRINCIPLES
Introduction

Whereas Chapter 2 was entirely concerned with generel prin-
ciples this Chapter will be more devoted to practical considerations,
We shall survey the charging practices and then the general financial
position of public trensport authorities in selected developing countries.
We then consider the principal divergences between what we find in prec-
tice and what we might have expected on the basis of Chapter 2. Sub-
sequently, we explore the reasons for these divergences and try to
assess their validity. Three Appendices give more detalled factual in-
formation,

The general need for some survey of this sort before coming to
specific suggestions on policy is self-evident. It would be quite wrong
to suggest policies purely on the basis of Chapter 2, without reference
to institutional backgrounds. Conversely, a survey of such backgrounds
needs to be conducted against the framework of principles set out in
the preceding chapter.
| Tt must be reiterated that we are confining ourselves in the
main to a small number of countries -- Nigeria, Uga;da, Kenya, India --
though isolated examples will be drawn from other countries when partic-
ularly relevant. We do not pretend that all our arguments apply to all
our countries, let alone to others. Furthermore, we shall, by and

large, confine ourselves tc road and rail transport. It might be asked
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hoy this picture should be modified oncc air and water transport are
‘brought into the picture. One or two illustrations may suffice. In
Nigeria, a special study put total ton-mileage of goods by rail and
road in 1962 at some 3,200 millions, whereas that by water was esti-
mated as 125 millions. The latter leaves out canoe traffic, ﬁut as

the fofmer leaves out head~loading, bticycle carriage, etc., the raido
'my not be misleading. If one looks <t passenger traffic data, one
finds a figure of over 3,600 million passenger miles by road and rail

in 1962 and only 15 million for air; correction for small scale activity
would tend to widen this margin. As anotherillustration, recent data

for IndiaF/;how the share of all transport other than road and rail

_/ Government of India, Planning Commission, Einal Report,

Camitiee on Trapsport Policv and Coordination (New Delhi, Jamuary 1966),
p. 11.

(i.e., coastal and inland shipping, air, pipelines and motorways) tc

be 15.7 percent of all traffic tonnage in India in 196263, On a ton-
mileage basis, this ratio would probzbly be less because of the dominance
of the Indian railways in long distance haulage == though it should be
added, aggregate data conceal very large regional differences. The rela-
tive unimportance of Internal air travel at present also emerges from

this report.-/

-/ Ikid., Chap. XII.

It would seem, therefore, thut in discussing present treansport
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concentrating largely on road and rail. We shall pursue this line of
approz_ich but with side references to air and water transport in cases
where they are especially important or interesting.

Finally, we must emphasize now what will soon became very
obvious: that the data available leuve an enormouc amount to be de-
sired in both quantity and quality. This reservation must not be for-

gotten for one second throughout the ensuing pages.

PUBLIC SECTOR TRANSPORT PRICES AND CHARGES

Rail Charges. The traditional basis of rail charges for goods
in Nigeris both in the pre-1955 era when the railways were a gow)ernment
department and more latterly during the regime of the Nigerian Railway
Corporation has been that of charging whit the traffic will bear -- or
at any rate, that of not charging what the traffic will not bear, The
tariff has sixteen classes, the basis of classification being essentially
that of v;a.lue. Historically, this has meant higher rates per ton-mile
for imported manufactures than for some exported raw materials and food-
stuffs. Though there are tapering provisions in the tariff for longer
journeys, there is no evidence that these are closely bound up with cost
variations. Variations in the ratio of price to direct (i.e., attributable
average) costs are very substantial, e.g., price was 46 percent of direct
costs in the case of pigs but 326 percent in the case of columbite in the

late 1950s —/ Too muich weight should not be put on thene comparisons as

_/ Stanford Research Institute, The Economic Coordination of

()

Trangport in Nigeria, February 1961, p. 'S. Columbite is an example
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they involve some fairly arbitrary assumptions about cost allocation;
.they are no more than a broad indicator.

Various estimates’/have been made of the costs and prices of

_/ Stanford Research Institute, gp.cit.; E.K. Hawkins, Road

Transport in Niseria (H.M.S.0., London, 195%).

road transport and they usually come out with a range of about 5d4.-104.
per ton-mile (for the late 1950s). On the busis of these findings, a
very rough generalization would seem to be that road-haulage has cost
advantages over rail for distances shorter than some 200-300 miles.
For long hauls (e.g., the 700 mile haul from Kano to Lagos) the rail-
way has definite advantages though this has not prevented serious compe-
tition in recent years from road haulers for the transportation of the
groundmut crop. There appear to be a number of explanations of this =--
e.g., rail charging policy, limitations of railway capacity at some times
in some years, attempts to favor Northern Region entrepreneurs for elther
economic or political reasons, etc.

In the case of passenger traffic, there is no taper, tihough it
would appear that there are substantial savings in costs per passenger

/

mile for long hauls.,~ As one might expect, lorry and bus operating

_/ Elias Commission of Enguiry (Lagos: Federal Government
Printer, 1961). The Memorandum submitted by Nigerian Railway Corpora-

tion (p. 67) shows that average cost per passenger mile falls from 2.06d.

for a 50-mile journey to 0.57d. for a 700-mile journey.
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costs are such that they can undercut the railway for short journeys

but not for long ones.-/ There is no clearcut evidence about whether

_/ The Stanford Research Institute inquiry, gp.cii., cited
upper and lower limits for buc and lorry fares in the various regions;
the lowest was 0.6d. per passenger mile in the West, which brings out

the railway's advantage for really long Jjourneys.

passenger services are profitable at the margin but the Stanford study,
for instance, took the view that the financial position would be worse
if all pussenger services were discontinued.

Although both the Nigerian Railway Corporation and the Federal
Government have in recent years made noises in the direction of alter=-

.

ing rail tariffs on to a cos% basis, nothing much seems to have happened

_/ See e.g., Federal Government, Sessionel Paper No, 1, 1965.

so far. This is hardly surprizing when it is remembered that tariffs
have been in existence for a long time, that there is acute scarcity

of personnel for costing studies and that the railway has always been
regarded primarily as an instrument for government purposes rither than

~/

a fully commercial enterprise.

_/ cf. Gilbert Walter, Lraffic and Trapsport in Nigeria (H.M.S.0.,
London, 1959), P. 161, for an illustration of this point in respect of

cocoa charing rates as far back as 1931.
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Outwardly, the charging system of Eagt African Railnys'/ has

-/ There is one system for the three countries: Kenya, Uganda,

and Tanzania,

some standard characteristics -- obligations to be a public carrier,

to publish rates and not to show undue preferences, and so on. In
addition, there has been an element of taper in rates charged; there
have been special concessions in respect of Uganda; and the organization
hag almays been emjoined to assist agricultural, mining and industrial
development so long as this was consistent with principles of prudant

finance.'f/ The result has been very considerable differences in average

-/ It might be noted that this injunction has existed side by
side with differential taxes on exports in Uganda for many years, i.e.,
with one arm official policy has helped farmers whereas it has hindered

them with the other.

reverue per ton-mile, e.g.., in 1964 for classes 1-4 of the tariff the
figure was 34.4 cents and for class 10 (the lowest normal class) it was

14,7 cents '/

./ 100 cents = 1 shilling; 20 shillings = £ 1 E.A.

It has traditionally been assumed that high-rated goods were

carried at prices above costs and that these subsidized the low rated



3-7

goods, but latterly with the development of costing studies, some

doubt has been shed on this argument.-/ It would appear, for instance,

_/ Cf. A, Hazlewood, Rail and Rood in Fagi Airicg (Oxford:
BasilBlackwell, 1964) for details of studies.

that although people thought that one effect of the existing rail tariff
was to subsidize exports, there is not mich evidence that this is the
overall result -- by and large rates on exports as a whole just about
matched costs, though there were some commodities above and some below
the line. Similarly, the taper as it has actually operated has favored
long distance, but not medium distance, traffic relatively to the charges
applicable if a cost-based taper were introduced. So the kind of cross-
subsidization which one actually finds in practice may well be different
from that which was traditionally thought to exist. |

An official publication on tariff policy in 1961+'/ alffirmed the

_/ East Africa Sesgiona] Paper No, 1 of 196k.

general intention to move to a cost-based tariff especially by taking
more account of the high costs of handling "smalls" traffic and the
higher proportionate terminal costs of handling short distance traffic,
However, the day when a full-blown cost-based tariff is in operation
would appear to be still some way off.

It is usually argued that revemue from railway passengers in

East Africa covers only two-thiids of the direct costs attributable to
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them, Whether this is so or not, there has unquestionably been a great
deal of competition from road passenger transport in recent years,
Bﬁt passenger revenue is in any case a very small proportion of total
revemue, -

Railways in India have long based their freight rates on tradi-

tional value of services principles. Prasad—/ argues that the Ipndian

-/ A. P:asad, Indiap Reilways (London: Asia Publishing House,

1960), p. 2k2,

Bellwavs Act of 1590 was modeled on the British Reilwsy and Capal Traffic

Act of 1333, but without the crucial requirement that the treatment or
home and foreign goods should be non-discriminating. Whatever the
origing, the traditional policy was to favor exports of raw meterials
and imports of manufactures. This was brought out very clearly by a
legal case in 1937; the railways were accused of charging higher freight
rates on bunker coal to Calcutta than on coal for exports, but were ex-
_ Pressly exonerated on the grounds that there was no obligation on them
to charge the same rate for different curgoes of the same commodity.
However, there have been a number of changes in the rate structure in
recent years and some progress has been made towards reducirg dispar-

ities .'/ But one could hardly claim that this is much more thin «

~/ Cf. Committee on Trapsport Policv, op.cit., p. 55, e.g., the

ratio between the rates for the highest and lowest wagon louads for a

1,000 m. journey was reduced from 5.3 in March 1964 to 2.93 in April

-

1965.
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start, especially when the traditional telescoping of the rate struc-
ture with respect to distance is taken into account.

There are obvious obligations resting on Indian Railways which
have a familiar ring about them, e.g., those of a common carrier, the
operation of unremnerative branch lines, special freight concessions,
and so on. There are also, as in many other countries, enormous dif-
ferences among the various parts of the system, with something like 5
percent of the traffic being carried on 15 percent of the route mile-

~/

age.

_/ Committee on Transport Policy, gp.cit., P. 319.

As in other countries, Indian Railways have suffered from road
competition in recent years, with high rated traffic hardly growing in
size and actually falling as a percentage of the total. In a country
of India's size, there are bound to be very large regional variations
in costs per ton mile for road transport aud so comparisons with rail

freight rates are extremely trickly. The most recent Reporg contents-/

_/ Ibid., Appendix 7.

jtgelf with summrizing the resulis of a special inquiry into road
transport costs but a 1959 Report gave some figures which seemed to

make the Railways broadly competitive at that time .-/

_/ Report of Road Transport Reorsanization Commitice, ORucil.,
p. 21ff,
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Indian rail bassenger charges do not emobdy explicit discrimination
in the same way as rail freight charges, They are fixed on a standard
basis per passenger mile, but, of course, this implies that they do not
vary between areas or between times of the day, fhe week, or the year
according to costs. On the basis of a somewhat, arbitrary split of thé
common costs of track maintenance, signalling, etc, between passenger and
freight it would appear that there is a general subsidy of passenger traffic

by freight traffic, _/ There is also some reason to believe that first

_/ GCommittee on Trensport Policy, op, cit,, p. 316.

and third classes are more leniently treated than others and that suburban
fares are subsidized.
Some broad generalizations may be made about the present position

of railways in these various countries. _/ In the cases examined, the

_/ See Appendix 3-B for general statistics about railway operations

in a wide range of African countries,

traditional pattern of railway rate making has come under pressure in recent
years, The single most important reason is clearly the growth of road
freight transport which has been free of many of the limitations imposed

on railways.(e.g., common carrier, need to publish rates, etc.) and has béen
able to pick and choose among the traffic, Similarly, road passenger trans-

port has made inroads, Other factors have also contributed to the railways'
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difficulties. One is the changing composition of goods traffié in a
direction unfavorable to railways. Another is the need fbr a publicly
owned organization to set high standards of wages, fringe benefits, etc.
This is a well-known phenomenon in European countries and has been siezed

on as an important point in Nigeria, _/ A closely related point is the

- _/ Elias Commission, op, ci

obligation to take on unnecessary workers -- or at the very least the im-
possibility of dismissing surplus labour -- on grounds of national employment
policy. Another problem which particularly afflicts large organizations is

staff dishonesty and/or inefficiency. One example is Nigeria, _/ especialiy

_/ Ibid, One complaint was that a Permament Way Inspector extracted

93 bottles of beer out of his subordinates in return for promotion promises!

since the reduction in the number of expatriate staff; another is India.l_/

_/ J. Johnson, The Economics of Indiep Rail Transpopt (Bombay: Allied
Publishers, 1963), put losses due to passengers travelling without tickets

at 80 million rupees p.a. i.e., something like 5 percent of totai earnings

from passengers,

For all these various reasons, railways in the countries concerned are

facing major readjustment problems.
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.Boad Charges, Duties, etc, We shall look at the position of a few

countries in some detail, Partial information on a wider range of countries
1s given in Appendices 3~A and 3-B to this chapter,

Before examining the system in any individual country, there is
ay: general point of principle, In many countries, import duties on
vehicles, vehicle parts and motor fuel play an important role; excise
duties on such items are also to be found in some countries, It is ob-
‘viously difficult to generalize about elasticities of demand and supply
in these cases and to maintain with certainty that all such duties fall
on road users, However, we do have some evidence in respect of duties on
fuel oil, the most important single ingredient of this total, Appendix 3-B
Table 2 shows that if one compares coastal locations in the ex-British |
African territories (e.g., Tanzania, Sierra leone, Gambia, Nigerla) there
1s a reasonably close correlation between the rate of tax and retail prices
ineluding tax. In other words, the evidence is that the oil companies tend
to pass on local taxes to consumers and do not absorb them themselves --

contrary to what is sometimes suggested, _/

_/ Cf. Nicholas Kaldor "The Choice of Taxes in Developing Countries,"

~ in E,F, Jackson (ed.), Economic Development in Africa (Oxford: Basil Blackwell,

1965), p. 163.

In the light of this, we shall assume that all such import duties

do fall on road uéers.. This is admittedly a large assumptian but it at
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leact has the merit of putting an upper limit to the estihates, in that
if part of the duty is in fact borne by foreign suppliers we are over-
estimating the contribution of road users. Finally, the seme assumption
in respect of excise duties may mean an overestimate in respect of those
directly concerned with rbad wage and an underestimate in respect of those
indirectly concerned.

In Nigeria, the main types of road revenue are three. First,
Federel import duties ranging from 10 percent on buses to a normal level
of 33-1/3 percent on most vehicles, but reaching up to 150 percenf on the
largest cars, were bringing in about &7m. or some 30 percent of the total
in 1964-65. Second, there is a Federal tax on motor fuels; this is largely
distributed to the Regions which may, in tur1, clap on an extra tax (e.g.,
this is the practice in the Eastern Region). The total of petrol and
diesel oil taxes was about £12.0m. in 1964-65. Finally, Regional government
licensing of vehicles and drivers brought in some thm, in 1964-65., The
main features are charges varying according to vehicle weight, rising to a
maximﬁm of £117 annual charge fér the heaviest trucks; omnibuses are taxed
at £20 per annum, The rates are the same in all Regions.

There have been considerable differences between Regions in these
matters, the Eastern Region being well off and the Federal government badly
off in relation to current outgoings cn road construction and maintenance.
As can be seen frou the Appendiees, Nigerian vehicle import duties are at
much the same levels as those in other African countries but the duty on

gasoline (though not diesel fuel) is a bit less than in many other countries.
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During the era of the Egst African Common Services
Organization (E.A,C.S.0.) there have been a number of road charges common
to Kenya, Uganda and Tanzania. We shall say something about these common
elements first and then supplement this later with some individual country
details in respect of Kenya and Uganda,

Initially, the main features of the "common market" administered by
E.A.C,5,0. were:

1. A common external tariff (with slight local variations and an
internal free trade area for imported goods and local manu-
factures (but not loeal agricultﬁral products).

2. An essentially common income tax system and common rates of
excise taxes,

3. A common,mchetary and financial system with no restriction on
inter-territorial movements of funds.

It is too early yet to assess all the implications of the East Africa
Cooperation Treaty signed in June 1967 (e.g., the effects of' the new "transfer
tax" on the freedom of inter-territorial trade) but it secems fair to say that

the powers of individual territories to vary road user charges independently
of one another are less limited than tiey were, One particular example is
that none of the three territories now allows vehicles from the others to
operate inside it without levying an additional license or license-type
chargze,

The main features of the conmuion external tariff on vehicles, etc, were
in 1966 a duty of 30.percent on many items, but with possibilities of higher
levies (up to 50 percent) on large-size cars and lower rates on lorries and

buses (21 percent) and on parts for local assembly (15 percent). It should
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be noted, hdwever, that the basic rate of 30 percent applies to parts
imported other than for assembly purposes. This latter point aroused

criticism in the International Bank Report on Uganda, _/ on the grounds

_/ The Economic Development of Uganda (Johns Hopkins Press, 1962).

that such a high rate of duty encouraged the importing of inferior parts
and also thefts of parts from vehicles.

There have been substantial changes in the rates of import duty in
recent years. Before 1959 commercial vehicles were exempted from import
duty; and there have also been big increases in other duties, e.g., whereas
the effective rate of tax on gasoline from 1964 to 1966 was 1.85 shillings
per imperial gallon, it was only 0.75 shillings per gallon in 1958, At
the prices ruling for Shell products in Kampala in March 1966, the duty was
equivalent to an 80 percent tax on the c.i.f. value in the case of diesel
and a 65 percent tax in the case of regular grade gasoline,

In Kenya, there are vehicle and drivers' licenses revenues to take

into account, as well as the items common to all three territories. _/

_/ Strictly, the Kenya import duty on motor fuels is less than in
other countries, but is effectively brought to the same level by a special
consumption tax. In the 1966 Budget, it was announced that import duty
was to rise by 10c. per gallon and that the special consumption tux was
also to rise by another 10c,, makirng the new rate 2.05 shillings per gallon

instead of 1.85 shillings.
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Licensing charges rise to 200s per annum for vehicles not exceeding 2500
1b, tare weight, with an extra 20s for each additional 250 1b or part
thereof. Furthermore, there is also a flat %10 purchase tax levied on
each transaction in second-hand vehicles, In 1964-65, total revenue from
all taxes, €tc. on road users was £8.1m. as shown in Table 3-1.

| It can be seen that import duties are much the most important consti-
tuent of the total; and that it might be added that duties on motor fuel
amounted to over 75 percent of this total in 1964-65. There has also been '
a substantial growth in the revenue total in recent years,

In Uganda, the import duties on vehicles end motor fuels are supple-

mented by a system of license fees for vehicles -- (ranging from 50s. per
“annum for a motor cycle to 900s for a 3-ton truck) and by driving license

fees, _/ The overall position is that in 1964-65 total revenue from road

_/ 1In 1964, a special charge was intrbduced on transactions in
second-hand cars; the motive was to catch sales of cars registered in one

of the other two territories,

charges etc, was #4.8m. _/ Of this total, some &4.Om. came from import

_/ Adjusting E.A.C,S,O, data, which are on a calendar year basis
to fit the Uganda financial year (commencing 1 July) by attributing half
the proceeds for one calendar year to the financial year endiﬂg in the

middle of that year and half to the next,
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Table 3-1, Kenya Road Taxes, etc,, 1961-62 - 1964-65

&m,

Import Purchase
Year Duties Tax Licenses Total
1961~62 4,9 nil 0.8 5.7
1962-63 6.1 nil 0.8 6.9
1963-64 6.7 0.1l 0.7 7.5
196465 7.1 0.2 0.8 8.1

Sources: Kenya Road Authority, Annual Reports; Kenya, Appropriations
Accounts; Statistical Department, E.A.C.S.O.

Notes: (a) Import duty revenue from bicycles and parts, all tires
and tubes and lubricating oils, etc. excluded. They would add about #0,5m,
to the 1964-65.total,

(b) Some small local taxes are omitted but they are believed to be
insignificant.

(c) See p. for method of adjusting E,A.C,S.0, data,
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" duties on vehicles, etc, and fuel (the latter being responsible for nearly
“ three-quarters of the total) and 30.8m. from the various sorts of licenses,
The growth of revenue from these sdurces, partly due to increases in
" ¢ax rates and partly due to the growth of the tax base, can be seen from
| Table 3-2.‘ It is not surprising that, in view of these trends, road users
revenues grew from something like 6 percent of total government revenue in
1956=-57 to 16 percent in 1964-65.

Data for Ethiopia are thin, but they do seem to show a somewhat
different pattern to other countries (see Table 3-3).

License fees etc. play a very small part in the system and fuel taxes
are an even larger share than usual of total import duties.

Perhaps the most interesting feature is something not in the Table.
Since 1958 there has been a system whereby the Imperial Highway Authority
has had contributions from local communities tqwards the development of
feeder roads. In principle, the contribution can be in cash or in labor
and materials, but the former is more normal since the best time for road
building is harvest time when labor is not readily available. Contributioms
are supposed to be of the order of 75 percent of total expenditure but in
pfactice tend to be a good deal less. Nevertheless; some E$8m. has been
raised in this way over the years 1961-66. It is also proposed that local
gsources should be xfeSponsible for meeting the maintenance costs of work
organized under this program,

Charges on road users in India take a variety of forms, First, the

Central government levies customs duties on imported vehicles and tires
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Table 3-2. Uganda Road Taxes, ete., 1950-65

£m

Year Duties Licenses Total
1950 0.47 0.06 0.5
1956-57 1.0 0.2 1.2
1962-63 2.9 0.6 3.5
1964-65 4.0 0.8 4.8

Source: E. K. Hawkins, Road and Reil Transportation in an Under-
developed Country (Uganda) (H.M,S,0., London, 1962); Uganda Statistical
Abstract, 1965; and special inf'ormation.

v Note: Duties on bicycles and parts and on all tires and tubes and
lubricating oils are excluded from the above; they would add some 0,3m.
to the 196L-65 total,
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E$m,

Irﬂporj and Excise Duties

Vehicles
Year and parts Fuel Iicenses Total
1961-62 . 6.8 17.3 Ok 2L .6
1962~63 7.1 19.1 1.0 27.2
1963-64 9.3 20.3 1.0 30.6
1964-65 9.1 22,6 1.1 32.8

Source:

Informal estimates supplied by the Imperial Highway

Authority of Ethiopia.
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together with excise duties on both imported and home produced vehicles
etec, The level of tariffs can be seen from Appendix 3-A; the excise
duties are around 12 percent to 20 percent for most vehiclés. Secondly,
there are three taxes on motor fuel -- Central government import duty,
Central excise tax and State sales taxes. Thirdly, there are State
licensing charges for vehicles and drivers, etc, Fourth, a number of
authorities levy extra duties at their frontiers, Fifth, there are taxes
on passengers and goods.

We shall not try to list all these taxes in detail., From a revenue
point of view the motor fuel taxes (55 percent of the total in 1961-62)
and the import and excise duties on vehicles and parts (22 percent) are.
the most important. State taxes on buses and trucks vary considerably and
éo do the passenger taxes (usually a percentage of fares‘paid) and the

goods taxes, _/ Even though the Central import and excise duties are among

' _/ See Committee on Transport Policy, Op, cit., P. 114 ff. for full

details, ' To give one example only, yearly taxes on LO seat buses vary from

& minimum of 161 rupees per annum to 10,800 rupees p.a.

the highest in the countries for which we have data, it would seem that the
State taxes (other than the sales tax on motor fuel) are by far the greatest
cause of trouble. Not only is the administration clumsy (e.g., separate |
operations in collecting the licensing duties and the passenger and goods

taxes) but what is even worse is the 1iability of many vehicles to double
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taxation if they cross state frontiers, This has resulted in the astonish-
ing phenomenon of the growth of transshipment areas at frontiers, to avoid
the penalty of double taxation. Although the evils of this system have
been recognized for a long time, very little seems to have been done s0 far

to eliminate them, _/

_/ See, for instance, ort of Local Fi e_Enquiry Cogmittee

(Delhi, 1951); and Report of Road Transport Reorganizetiop Commjittee (Delhi,

1959). The latter report (p. 25) estimated thet in 1952-53 the extra

running costs of vehicles alone amounted to more than half the revenue from

octroi and similar duties,

PUBLIC SECTOR TRANSPORT FINANCES

Rail Finances
Table 3-4 shows the position in Nigeria for selected years, further

details being given in Appendix 3~C. Up to 1959 the Railways typically had
an excess of revenue over operating expenses (plus depreciation of some

$2m, per annum) and after debiting interest and tax charges and crediting
investment income there was usually some surplus. Since 1959, there have
been years in which net operating inccme was negative, and only one (1963-6k)
in which there was a small surplus after meeting interest payments (net of

receipts). £stimates for the years to 1970 are even more gloomy in this

respect, _/
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Operating Operating Net Opera- Net Income
Year Revenue Expenses ing Income before Tax
1949~50 2.9 5.1 0.8 -0,3
1958-59 15.8 13.7 2.0 1.1
1963-64 16.3 14,3 1.9 0.03
1969-T0 (est) 18.1 17.2 0.9 -1.7

Source:

Nigerian Rallway Corporation, Annual Reports.
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_/ The Civil Wer of 1967 will obviously have further repercussions,

If one looks at'funds available and required, one finds that in the
decade from 1959-60 §§}1969-70 it was expected that, even after allowing
for inJections of newwloans from domestic and overseas sources, the strain
on finances would be such that accrued unpaid interest would rise from
nil to &£12.5m, 6ver.£he decade,

In East Africa, the financial position of the railways in rééent
years<is summarized in Table 3-5, further details being given in Appendix
3-C.

Despite tﬁe increases in railway revenues in recent years (increases
from goods traffic more than offsetting reductions from passenger receipts)
there has been a tendency for the total of all expenditures to outstrip
revenue, The significance of these figures depends on the adequacy of the
sums put aside for renewals of capital equipment., There was a ma jor change
in the method of computing these in 1957, but if we confine ourselves to
the subsequent years, there has only been a small increase in annual contri-
butions. It might be noted that the 1964 Annual Report expressed some
apprehension abbut this figure but argued that the financial position of
the railways did not permit an increaese in the allocation. A consequence
of the deterioration in'the overall position is that it has not been’
possible to make any allocation for "betterment" (i.e., improvement of
capital equipment) in recent years., It is also expected that loan charges
will increase in the years ahead, partly because of the time pattern of

repayments and partly because higher interest rates will have to be paid -
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TABLE 3-5, East African Rallway Finances (Selected Years)

&m,
, Railway Railway Railway
Railway Working Renewals Loan

Year Revenue Expenditure Contributions Charges Balance
1955 1705 : 1209 106 1.5 +1-5
1959 19.5 13.9 2,0 2,9 +0,7
1963 21,0 15.6 2.0 3.7 -0.3
1964 21,6 16.2 2.1 4,0 =0.7

Source: Kenya Statistical Abstract, 1965.

Note: A small amount of non-railway operations (road and water transport
and hotel services) is included in the figures, but some small miscellaneous ex-
renditures are omitted.
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on new loans or conversions, _/

_/ Since the above was written, more recent information suggests

that the financial position improved with an upsurge of traffic in 1966,

In India, the first essential of railway finances is to make an
annual contribution, prescribed in advance, to a Depreciation Reserve
Fund -- in 196L-65 the sum required was 800 million rupees, with consider-
able increases forshadowed in the years ahead. Second, from 1964-65 an
annual contribution to a Pension Fund (120 million rupees In 196L-65) has
to be made, Third, an annual dividend has to be paid into the general
revenues of government at pre-determined rates (the maximum being now 6
percent) on the effective capital~at-charge. Fourth, a payment has to be
made to state governments in lieu of a former ta. on passenger fares. The
precise details of the last two payments are complicated but the approxi-
mate figure for 1964-65 was about 1000 million rupees with the prospect of
a somewhat higher figure in later years, Finally, the net annual surpluses
remaining, if any, are oredited to a Development Fund.

In the late 1950s contributions to the Depreciation and Developmer.t
Funds were insufficient to meet the demards on them though the situation
improved subsequently,

Net earnings (i.e., after depreciation but before payment of dividends)
seein 10 have been on an upward trend over the last few years, rising from

503 millicn rupees in 1955-56 to 1181 million in 196k-65, but with marked
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annual fluctuations. The conclusion of the Committee on Transport Policy

was: _/

_/ Committes on Transport Policy, Op, cit,, p. Sl.

The broad conclusion which 2merges from this analysis is that
although the railways have becn showing surpluses from year
to year, in some recent years thev have had difficulty in
meeting commitments towards the Development Fund and the
Depreciation Reserve Fund out of their current earnings and
were obliged to iraw either on the balarces ir. the Funds
accumulated in the past cr on loans from General Reverues,
The railways obviously will have to be prepared to meet
heavier financial commitments in future years,

Road Finances
In principle, cstimates or the vublic financial operatiors of roads

should be on the basis of current costs of maintenarce plus interest and

depreciation on capital appropriately defined; _/ but frequently lacx ol

_/ See 1.B.R.D., The Economic Development of Uzarda, op, ¢it, for

general discussion and A.R, Prest, "Some Aspects of Road Finance in the

U.K.," The Manchester School (September 1963), for application of' the same

principles to the U.K.

data drives one to comparisons of revenue from road users with the total
of maintenance and capital expenditure in a given year. With a given stock
of capital and constant prices, the two methods would cive the same answers

but with a rapidly growing stock of roads in the countries which interest
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us, one would expect the second measure to be a more severe test for
surpluses; though the severity will be mitigated if interest costs are

excluded, or, only partially, included.

In Nigeria, the Stanford Research Institute enquiry _/ bravely

_/ Op, cit,, pp. 173-7h.

attempted the task of estimating the equation between road user charges and
costs on both bases, They found that in 1959 both methods gave an excess
of expenditure over revenue, but as might be expected, the excess was con-
siderably greater when expenditure is based on current investment plus

maintenance, _/ However, in view of the inevitable statistical limitations

_/ With revenue at #8.2m,, expenditure was put at £21.,0m. on the
current investment basis and £12.3m, on the capital stock basis (including
a rough figure of %1,7m. for police expenditure, etc, as well as $h.1m, for

maintenance costs in both cases).

of the exercise it would not be wise to put much weight on it.
It is worth noting that another calculation in respect of the Western
Region only and for the period 1955-60, shows total revenue from road users

of &£7.9m. and expenditure of 8.6 m. _/

_/ A, Adedeji, A Survey of Highway Development in the Western Region
of Nigeria (Ibidand, Western Region of Nigeria, 1960).
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More recent figures _/ show Federal plus Regional (but excluding

_/ From Reports of Accountant General. An Estimate had to be made

of the customs duties on vehicles, as these are not separated in the

official accounts,

local) expenditure, current plus capital, running at something like £1Om.-
£12m, p.a., réaching a peak of £13 m, in 1964-65, Road user charges
(Federal import duties on vehicles, etc., and motor fuels plus Regional
licensing taxes on vehicles and drivers) have been substantially more, e.g.,
$2hm, in 196L-65, This suggests a surplus neasured on this crude basis,
But it should be noted that there are considerable Regional variations
hidden by these overall data; andas projections of capital expenditures in
the next few years showed large increases the present surplus was expected
to diminish rapidly.

In the case of Uganda, total revenue from road users in the form of
import duties, fuel taxes and licenses was & .8m. in 106L-65 (&h4.0m, in

1963-54), _/ whereas all government roud expenditure, capital plus current,

_/ Uganda Statistical Abstract 165 and information supplied by

Statistical Department, E,A,S.C.0. Some elements of duty are omitted, see

Table 3-2, supra.

was, of the order of £2.0m-3.0m, in both years, Whereas the pattern in the
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late 1950s was of a substantial deficit calculated on this basis, the

surplus has grown steadily in the last few years.

Hawkins _/ estimated that the replacement value of Uganda roads

_/ 0Op, cit,, Chapter XI.

could be put a* &£32m. in 1956-57. Taking an interest rate of 5 percent and
adding in £0.7w. for annual maintenance costs gave him a total of £2.3m.,
whereas revenue at that time was only &l.2m. Very roughly, it would appear
that if this calculation were extended to make it more or less up to date
one would get an annual expenditure figure of around &3m. -- which still
leaves current revenue showing a surplus.

In Kenya, road user tax revenues rose rapidly in the 1960s from £5.7m.

in 1961-62 to £7.5m. in 1963-64 and £8.1lm. in 196L-65. _/ As total expendi-

_/ These figures underestimate the total a bit. Cf. Table 31

supra.

ture, recurrent plus non-recurrent, in the latter year was about £3.3m,. this
would seem to indicate a substantial "surplus." However, expenditure seemed
likely to rise sharply in 1965-66, quite apart from the inherent weaknesses
of this method of comparison.

In Ethiopia, the responsibility for the main road expenditure (and to

a limited extent on certain municipal secondary and provincial roads) rests
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with a special organization, the Imperial Highway Authority. Tne latest
available data show that in 1961-62 total user charges were E$ 2L .6 m,

and total expenditure (capital plus current) E$ 23.3m.; and in 1962-63

E$ 27.2m. and E$25.2 respectively. Too much emphasis should not be placed
on this data as local taxes on road users and local expenditure are omitted
(except insofar as some of the Authority's expenditure is in the form of
grants towards the latter). But so far as the figures go, they give a

similar impression to those for the other African countries examined, /

_/ The difference between user charges and total expenditure is not
the same as the cash surplus in respect of public transport operations as
the latter includes loans and aid from abroad for these purposes, this was

in fact substantial in Ethiopia(and other countries tco).

In India, the latest available data _/ show total revenue (Central

_/ Basic Road Statistics of India (Thirteenth Supplement), op, cit.

import and excise duties, State motor vehicle taxes, sales taxes on fuel
and passenger goods taxes) as 1940 million rupees in 1961-62 and total
expenditure (development plus maintenance) as 1183 million rupees, thereby
yielding a surplus of 757 m. rupees, This pattern has prevailed for a
number of years with a steady tendency for the annual surplus to rise (e.g.,

it was not more than about 500 million rupees in 1953-54). _/ We also
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_/ The actual figure given is 529 million rupees but it is expressiy

stated that this is an overestinate as expenditure on urban roads is excluded.

had an estimate & few years ago by the capital stock method. The Motor

Vehicle Taxation Enquiry Committee, _/ estimated that in 1949 road user tax

_/ Op. cit.

etc, receipts in the Pt A States _/ was 233 m, rupees whereas total outgoings

_/ i.e., the former British, as opposed to Princely, states,

could be put at 147m, rupees (30 rupees capital charges, on the basis of a
4 percent charge on a capital stock of 750m, rupees plus 117m. rupees main-
tenance expenditure). This can be conpared with an estimate given in the
same Report of actual expenditure on capital projects and maintenance of
177m. rupees -- indicating a surplus of 56m. rupees (compared to 86m. on

the first basis). _/

_/ A. Carlin, "Indian Transportation: A Secioral Approach to Develop-

ment Constraints,” Journal of Development Studies (July 1967), p. 428, argues

that total road taxes have been well in excess of the relevant costs in the

1960s.,
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In the case of India, one must also mention the State transport

undertakings, _/ which carry passengers in some 12 states. The last

_/ Data from Statistical Bulletin of Road Transport Undertakings
in India, 1960-61.

available data show that total revenue was 742 million rupees in 1960-61 &nd
total operating costs 659 million rupees, giving a notional surplus of 83,
It is not known, however, what sort of allowance has been made for Interest

and depreciation in these figures.

oad Transport Restrictions
We must now devote a little space to road transport restrictions, The!
form taken by these restrictions varies considerably from one country to
another. In some ways, the restrictions are (on paper, at any rate) more

severe in India than in the other countries we are examining. _/ The

_/ See Committee on Transport Policy apnd Coordination, op, cit.,
Chapter VI, for full details.

operation of commerical motor transport has been regulated for a number of
years by a series of Acts involving bgth Union and State Governments. Essen-
tially, the system is that commercial motor transport, whether for goods or
passenger carriage cannot operate without a permit specifying area and

manner of operation and possible al'so rates, schedules, etc. The present
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situation seens to be that, although delays may be encountered, permits

to operate can usually be obtained, there being no upper limit to their
number. The nature of the permit may leave something to be desired,
however, First, it may be of a temporary nature only; second, there s:ems
to have been some discrimination against particular types of vehicles,
especially semi-trailers; third, there may be severe restrictions on route
or distance of operation, The latter is particularly so when inter-State
operations are involved and there have been many complaints over the years
of the frustration and wastes involved where transshipments have been

necessary at State frontiers because of licensing restrictions. _/ The

_/ Cf. Report of Motor Vehicle Taxation Enquiry Committee, gp, cit,

usual conclusion ic that the legislation has been both an instrument for
regulating competition within the road industry and one for affecting the
relative roles of road and rail transportation,

At the other end of the spectrum, there have been some attempts to
restrict road vehicle operations in Nigeria. For instance, vehicle taxes

were doubled on some roads in the thirties to protect the railways! interests._/

_/ United Africa Co,, Statistical and Economic Review (September 1954).,

And for many years there has been legislation on the statute book regulating

competition in both goods and passenger carriage, _/ To date, however, there
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_/ cCf. Gilbert Walker, op, cit,, Chapter 6 for a full account,

has been no move to apply these regulations, despite recommendations point-
ing in this direction.

Fast African countries tend to lie between these two extremes, There
have been restrictions on both freight and road operations in Kenya ever
since 1932, The major consideration for freight at any rate has always been
the protection of railway interests, e.g., the general principle (subject to
specific exceptions) is that where adequate railway services exist, licenses
are not normally issued for more than thirty miles, In Uganda, there are
no restrictions on the goods side but sections of the road passenger market
have been subject to a restrictive licensing systen since pre-war days. In
the case of omnibus licensing, the regulations seen to have been imposed in
such a way as to favour existing or potential large undertakings -- partly
by insisting on top quality buses (beyond the means of small operators) and

partly by imposing discriminatory conditions in favour of large operators,_/

_/ For further details in respect of Kenya, see nterim (1959) and

Final (1951) Reports of the Committee Appointed to Examine the Transport

Licensing Ordinance (the Madan Committee), Nairobi, Kenya: and in respect of

Uganda Report of the Road Transport Industry Committee (Olwoch Report),

Kampala, Uganda, 1963,
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The relevance of this very impbrtant subject to our present dis-
cussion is that the crerall financial aspects of public rail and road
facilities have ic be seen against this backsround., Insofar as regulation
of road vehicles or road operation has slowed down the yrowth of road
transport, this is lixely to mean that rail revenues have been greater
and receipts from vehicle licensing, fuel duties and so on less than would
otherwise have been the case, The differential impetus giver. tc the
various types of road transport may also have had sone effect on total
road revenues, though that is more difficult to establish., At the same
time, we should note that all the railways in the countries considered
have had their ups and downs, djespite the very differir;- tvpes and degrees
of road restrictions. It is not the case, t'or instance, that Indian
railways have been uniformly prospero|s and Nigerian railways always in
the red. So this suggests that, althouch restrictions on road usage are

of some relevance in this context, they do not swamp all other considerations.
CONTRASTS BETWEFN THEOKY ANL PRACTICE

Chapter 2 set out the general priuciples on which publie transport
pricing policies should be condiucted and the circumstunces under which
deficits might be justified. 1In this Chapter we have tried to sketch some
of the pricing practices actually prevailing in developing countries and
the financial position in which railways ete. typically find themselves.
We must now look at the contrasts betwsen what one might hope to find on

theoretical grounds and what is actually found in practice. It must be


http:althoU.gh

337

emphasized from the beginning that we shall draw on our background kriow-
ledge of public enterprise practices in these countries as well as on the

statistical material presented above.

In general principle, we should, ¢a the basis of Chapter 2, hope to
find that transport charges bear some definiable relationship to marginel
costs, so that charges for one mode, one distance or one commodity as against
another are related on this basis -- always subject to expliqit and specific
adjustments to allow for externalities, income distribution and the like.

But it will be readily appreciated from our survey above that such principles
are not in fact carried through into practical methods of charging. The
standard system in the railways examined was to charge on a value of service
basis, with a great deal of cross-subsidization between freight and passenger
traffic, between suburban passengers ani others, between low value and high
value goods, between short and long distances, between goods destined for

or emanating from other countries and those of a purely domestic character --
and so on. Cross-subsidization is clearly not ruled out as a matter of
principle, in that there are circumstances in which some services should be
run at a profit and some at a loss, but there is no evidence to show that
the cross-subsidization justifiable on theoretical grounds is the kind

found in practice, As for road charging, it is clear that import duties

and fuel taxes have been imposed as relatively easy and simple ways of
raising revenue without any regard to the appropriate relative charges

in urban and rural areas, the problems of congestion in large towns at peak
hours, the differing costs of providing roads capable of bearing light and

heavy vehicles, and so on.
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Nor does one feel much more confidence if one looks at ways of
accounting for capital costs. In principle, one needs to take cognizance
of replacement costs of capital equipment which has to be renewed; and of
alternative use values of non-renewable assets, But we do not find such
procedures in practice. With regard to interest rates, one needs a figure
‘which makes any necessary allowances for social (as distinet from private)
time preference, for the opportunity cost of diverting capital {rom private
to public enterprise, for risk and uncertainty, for capital market imper-

fections (necessitating reliance on internal financing) and so on. _/ Once

_/ Cf. Stephen A, Marglin, Public. Investiment Criteria (London: Allen

and Unwin, 1967) for extended discussion,

again, such ideas are not exactly common in actual pricing practices.

So the first impressions from a perusal of the evidence must be ihat
of wide divergences between theory and practice. In this case, first im-
pressions are almost certainly correct but it is at the same time necescary
tc mention some possible qualifications. Disentangling the many elements
of jointness and allowing for the many discontinuities in transport costs
is notoriously difficult, After all, the amount of progress to date in
many advanéed countries in these matters is pretty small. Quite apart from
such intrinsic and inherent difficulties, the simple fact is that there
have been very few attempts to investigate costs on any thoroughgoing

basis in the countries which concern us. Even witn Indian railways, a



large organization established for many years, it is possible for a
recent writer to come to the following conclusion:

"The Railways have for many years attempted to compute

some ill-defined concept of fully distributed average

cost bssed on nonstatistical cost accounting methods and
have never seriously attempted to compute marginal costs."_/

_/ A. Carlin, op, cit,, p. k23,

It is no doubt possible to make even stronyger indictments in other cases,
But if, in fact, there is very little knowledge of costs, especially

marginal costs, we cannot be completely certain that methods of charging

which are allegedly based on value ot service or similar principles do not

correspand to a costs basis, As mentioned already, _/ a recent investigaticn

./ Supra, p.

has demonstrzted that the subsidy to exports which was thought to be a clesr
feature of tne East Africa Railway tariff may not in fact exist at all., So
long as detailed cost information is so scarce there must therefore be some
elements of doubt about the extent to which r~narging practices do differ

from the ideal. But it would clearly be completely accidental if they came
very close to it; and most observers seem tc conclude, albelt with due
caution, that substantiel divergences do in fact exist between relative prices

end relative costs on both road and reil, _/

' See e,g., Carlin, op, cit.; Hazlewood, gp, cit,
» }—L—-’
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It became evident in Chapter i that there were some circumstances in
which it was appropriate for publin enterprises tc¢ run at & loss and some
in which they should make large profits. We have seen in this chapter that
in practice railways and roads exhibit a variety of different relationships
between income and expenditure. Is it at all possible to say whethrer the
surpluses or deficits actually found correspond to those which are theoretic-
ally justifiable?

It would require a great deal more information than is available to
give any categorical unswer to this question. To begin with, the recorded
data are obviously unsatisfactory or 'ncomplete in a variety of ways. We
have seen that in practice calculations of capital costs are on a historic
rather than a replacement basis; and that interest rates used In public
enterprise accounts may or may not have any economic meaning. In the case
of roads, it is only on some occasions that we have information to make
calculations about current account (as distinct from a combination of current
and capital account) operations; and when we do, there are ull sorts of minor
items such as costs of meintaining roads inside citles, road policing, costs
of road accidents falling on government and so on which terd to be left ocut.
So we must be very clear that the accounting data actually available are
very deficient. But there is one straw in the wind., We saw earlier that in
Uganda there haé certainly been an excess of road revernues over the total cf
current plus capital expenditure in recent years, and possibly one over a
rough figure of interest on road capital etc. However, the International

Bank argued: _/
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—/ Qp. cit,, p. 326. It should be noted that the revenue figures
quoted do not include the total yield of import duties on a.tow hiles, etc.,

but only that deemed to be in excess of a "normal" yield.

"On the basis of very rough calcialations of our own, we feel

sure that present revenues {rom special charres, in the sense

that we have used the latter term, are at present insutficient

to ueet the road-users' share of real costs,"

It should be emphasized that the theoretical arpuments set out in
Chapter 2 for working at a surplus or loss were of & very general character,
They clearly have to be tailored to the particular circumstances of parti-
cular countries before one can hope for an adequate answer. One must take
account of a large number of particularized phenomena such as the government's
budgetary position, the importance of externalities, the degree of competition
in the economy and so on. There may be many cases whére some pricing feature
is justifiable theoretically when all these complications have been considered,
even though there appears to be a conflict at first sipht.

However, it would seem extremely unlikely that, even if we could
estimate "true' surpluses and deficits, these would correspond to those
"truly" justifiable in theoretical terms, It may be that rail or road
charges happen to be particularly high for services which strain capacity;
it may be that very low charges correspond to the situation where there
would he a larger reduction in benefits than costs if capacity were curtailed;
it may be that discriminatory pricing, when practiced, is ‘o be preferred
to finance out of general government revenues, But it would be nothing

short of miraculous if there were any such close correspondences between

desirable and actual surpluses and deficits in all cases,
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REASONS FOR CONTRASTS

There are a number of possible reasons for these contrasts between
general principles and actual practices. First, it may be that the rele-
vant administrators are ignorant of the principles set out in Chapter 2.
Second, it may be a matter of sheer inertia or conservatism, Third, even
though the principles are known they may be thought to be irrelevant in
the circumstances of developing countries. Fourth, even though they may
be thought relevant, their practical anplicability may be questioned,
Lastly, even if none of the reasons above apply it may still be thought
that the economic losses from not applying these principles are so unimport-
ant that they are not worth worrying about. We shall now explore each of
these arguments in turn under the headings of ignorance, inertia, irrelevance,

inapplicability, and unimportance.

Jgnorapce
We reed not spend very much time on this point. On the one hand, the

general principles of marginal cost pr.cing are widely known among economists
and have been disseminated in the reports or countless consultants, advisers,
missions and the like. On the other hand, it is only in recent years that

. these ideas have been developed In further (though bv no means complete)
detail and there are well recognized lags in the process by which general
theoretical principles tilter into the consciousness of politicians and
administrators. So even if one were 1o err on the generous side and assune
that every person in a developing country with an economic training had

fully assinilated these ideas, a long restation period wouid still be likely,
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before there were any serious attempts at application,

We do not pretend to be able to generalize on how far this digestion
process has gone in developing countries. Anything like a proper appraisal
would require far more resources than we had at our command, But simply
arguing from the position in more advanced countries, one must suppose that
ignorance or, at any rate, incomplete knowledge of these principles at the
relevant levels in the political and administrative hierarchy is an import-
ant consideration, But as there is not even an impressionistic judgment,
but an impressionistic judgment at one remove as it were, we dn not propose

10 dwell on it further.

ertia
Even if it were not a matter of simple igncrance, the divergence
between principles and practices might simply be a reflection of sluggish
administrations unwilling to move away rrom time-honoured practices. Clearly

there is something in this argument. _/ It is easy to make the mistake of

_/ cCf, Cerlin, op, cit,, p. 415 in respect of Indian Railways.

thinking that one is dealing with new administrative structures when one
has a lot of new governments. But this is simply not true in many cases:
the pattern of government was largely set in ex-British Africa before 191k,
and in the case of India, it goes back much further. So it would be an

enormous mistake to think that one is starting with a iabula rasa, or that

the slothful delays of bureaucracy are rot likely to arise,
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Even if governments of developing countries are cognizant of general

pricing principles, and are able to implement them in a fully coordinated
fashion (the latter is an important proviso, as we shall see), they may

have a number of reservations about them, It might be argued, for instance,
that imperfections of competition in goods and factor warkets or externalities,
whether on the costs or the benefits side, in developing countries are so
far-reaching that there is no particular reason why there should be a close
alignment of prices and costs in public transport, This is the "any old

price will do" argument which one finds in some of the second-best discussions.
As another example, it can be argued that, whether judged by the contribution
transport is thought to have made to development in the nineteenth century

or the contrasts between actual transport provision in developing and

advanced countries today (e.g., in terms of road and rail mileage relative

to area or population) the sky is the limit for such needs and all the niee
refinements about whether public subsidies should be granted or not should

be forgotten,.

Many other examples of alleged irrelevance could be produced _/ but

_/ See, for instance, the account of the reactions of water supply
officials in the Caribbean to pricing principles in A,R. Prest, Public

Financ: in Underdeveloped Countries (London: Weidenfeld and Nicolson, 1962),
P. 77.

these are sufficient for our immediate purposes. (bviously, propositions of
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this sort raise issues which it is impossible to settle in a few words,
and perhaps not even with many. But we have already laid the foundatioms

of the relevant comments in Chapter 2, We discussed there _/ the sorts

~/ b

of considerations which determine the extent of price/marginal cost diver-
gences, Although it would be ridiculous to pretend that any developing
country approximates to the textbook perfect competition model there are a
number of factors making for competition which are not always given adequate
weight (e.g., the importance of foreigrn trade in most economies)(with India
as an exception), the role plaved by small independent units of production
such as peasant cultivators, the pervasive nature of domestic trading and

sc on. Similarly, we have also explored the arguments for subsidizing public
transport in the context of economic growth and found that it (s sasy to
underestimate the macro-economic importance of minimizing budretary deficits
and to overestimate (or double-count) the micro-economic significance of

encouraging public transport facilities., _/

_/ pp.

The last thing'one could claim is that such propositions do more than
touch on this big subject, But our only need here is to demonstrate that

the pricing principles outlined in Chapter 2 are not wholly irrelevant to
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developing countries. Once this is admitted, the gap between theory and
practice has to be explained in other ways.

We assumed above that governments speak with one voice when consid-
ering the relevance of general pricing principles. In reality, this is
unlikely and it may well be the case that even though, say, & Finance
Ministry understands the price-marginal cost arguments peifectly well,
another arm of government thinks its job is simply to maxamize profits on

its own operations. It has been argued, for instance, _/ that a major

_/ Carlin, op, cit,, p. 43h.

reason why Indian Railways have pursued their .disciminatory rate-policy has .

been their concentration of profit muximization., The case is also cited J

_/ Beport of Committee on frapsport Policy, op, cit., Memorandum by

M.R. Bonavia, p. 320,

of the Rajasthan State Covernment in India proposing to develop the Rajasthan
Canal and yet simultaneously pressing for road and rail facilities parallel
to it, We are not concernmed with the ins and outs of these particular
examples, but we simply make the point that acceptance of the pricing
principles in Chapter 2 has to percolate through all the relevant levels of

government before they can be said to be fully accepted,
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Inapplicability

Even if the standard pricing principles are not rejected on theo-
retical grounds, it may still be thowht that they are politically or
technically difficult to apply.

Political arguments of this sort are familiar in every country, Once
a particular set of prices is established there are vested interests among
consumers in seeing that these are not raised in an upward direction or that
the standard or frequency of transport service is not reduced., This may take
the form of defending the interests of particular modes of transport (e.g.,
railways) of particular groups (e.g., lowest class rail passenger fares in
India) or particular areas (e.g., the arrangements in favour of Uganda in the
East African railways tarrif structure and the decision of the Northern
Nigerian Marketing Board to send groundnuts by road rather than by rail to
Lagos, not on grounds of costs but because a larger proportion of the transport
proceeds would then zccrue to residents of the Northern Region)., When, as
often is the case, variations in rate structures can only be asccomplished by
a lengthy and public procedure , these political obstacles to change are
likely to be even more marked,

At the technical level, there are many difficulties to overcome., We
have already referred to the fact that there is a great deal of ignorance
about the costs of particular transport operations whether by road or rail
and that the technical personnel to make detailed cost calculations are thin
on the ground, It is simply no good thinking that one can transform a railway
tariff from a value of service basis to a cost basis overnight; or that one

can in a matter of days producs 2 detailed assessmeni of the incremental
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costs of roads imposed by different types of vehicles, This is not meant
to denigrate in any way the work currently going on in these fields but
simply to emphasize that it is a slow business,

Even if costing personnel were more readily available there would
be hard nuts to crack in the way of allocating common costs, especially in
economies which are so poor that many transactions take place in small

lots, _/ There are also many discontinuities to face on the demand side for

_/ Cf. Professcr Bauer's well-known illustration in respect of West
African retail trade, of sugar being sold by the lump and cigarettes indi-

vidually.

transport. Many developing countries typically have builky agricultural crops
or raw materials being sent to the ports with much less bulky manufectured

imports to be conveyed in the other direction, _/ In addition, there may be

_/ For details or loud factors of goods vehicles in India, see Fipal

Report, Committee on Transport Policy, op, cit,, Appendix 3.

marked seasonal variations in transport demands in agricultural countries; /

_/ This seems to be particularly important in Sierra leone (cf.
Transportation Consultants Inc,; Transportation Survey of Sierr ne (1963),

p. 31; but not nearly so important with East African Railways (cf. The Econgmic
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Development of Uganda, op, cita., P. 307).

and marked changes from one year to another depending on the variability
of harvests under tropical conditions, On the other hand, low levels of
income mean that there are not the same holiday or weekend transport peaks
as in more advanced countries.

Nor, finally, can it be said that theoretically acceptable pricing
policies are so common in advanced countries that the smallest tendency to
a demonstratiaeffect in this area would have ensured their adoption by

developing countries,

Unimportance
Even if the general relevance of the principles is admitted and the

practical objections to implementing them are not overwhelming, it may still
be thought that the benefits from implementation would be so small in relation
to the costs of changeover as to be of no consequence,

Failure to adopt theoretically corrent practices can of course be ex-
plained by the fact that the relevant authorities believe the benefits from
doing so to be very small -- quite irrespective of whether they are rignt or
wrong in their beliefs., But it {s of some moment to ask whether in fact there
are gounds for thinking that the consequences of nonconformity are important,

As (more or less) every schoolboy knows today, one cannot experiment
in economics and nail down for certain what the situation would have been if
transport charges, taxes, ete. had been different {rom what they were, but

other things were kept unchanged. All we can do is to collect a number of
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necegsarily incomplete fragments of evidence and try to form some Judgment
on the light they shed,

Arguments that public transport charges are of no real consequence
are usually based on the proposition that the public element in transport
costs is very small or that transport costs as a whole are small relative
to total costs of production, distribution, etec.

On this kind of basis it has been argued, for instance, that a move-
ment towards a cost-based tariff on East African railways would not beneflit
traditional exports very much as the transport element in cost is small for

most of them, _/ There is also some evidence to show that public charges,

_/ Cf, Hazlewood, op, cit,

duties etc., form a small proportion of total costs of conveyance by road.
In Uganda in thelate 1950s the various duties must have amounted to something
like between 10 and 20 percent of operating costs (including depreciation but

not interest charges) of road hauliers. _/ Even though the percentage is

_/ Hawkins, op, cit,, p. 90.

likely to he higher today, the fact that such duties are still not a large
proportion of total costs is clearly important for policy purposes. In the

case of India, it can be estimated _/ that the duty element in total operating

J/ ittee on s Final Repurt, op, cit. Appendix 7.
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costs of road hauliers was also of the order of 10 to 20 percent,

Another sort of reason why changes in transport prices might have
1ittle effect is that other changes, of an opposing character, could more
or less automatically come into play. Marketing Boards have sometimes
worked on the principle that they should organize produce buying prices so

as to shield producers from differential transport costs. _/

_/ ©f. A.M. O'Connor, Railways and Development in Uganda (Oxford:
Oxford University Press, 1965), p. 161 for this point in relation to Uganda,

So if the different arms of government are not acting in complete
union -- a state of affairs not without precedent -- one may easily find the
effects of relative changes in transport charges counteracted in this manner,

We now turn to the evidence for the view that gaps between desirable
and actual transport charges do matter, Obviously, one can make the general
point about the need to utilize scarce capital resources as fully as possible
in poor countries, But one must try to put more body than this into this

argument,

One pair of authors _/ has argued that the diseriminating nature of

_/ Louis lefeber and M. Datta Chauduri, "Transportation Policy in

India,"” in Paul N. Rosenstein (ed.), Pricing and Fiscal Policies (London:

Allen and Unwin, 1964), p. 100.
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the Indian Railway tariff has had important effects on the location of
industry (e.g., low freight rates for coal have meant that new plents have
not been under any necessity to locate themselves near coalfields, and
also that the use of oil has not gone as far as it might have done)., So
for both those reasons there has been a greater strain on the transport
system than was necessary, They concluue:

"The rate structure obscures rather than reflects the real

cost of transportation, encourages excessive movement, and

results in no profits, with no indication of the type and
size of capacity increases required to alleviate the evident

scarcity." _/

_/ Ibid, p. 78

Carlin _/ has endorsed these conclusions and pointed to additional

_/ Carlin, op, cit,, p. 425. It should be added, however, that there

has been some controversy about the relation of coal freight rates to costs.

[bid, p. Lok,

consequences of the traditional rate-fixing system -- such as over-expansion
of passenger traffic relative to freight, railway bottleuecks with consequent
repercussions on industrial efficiency, over-investment in rail cepacity, etc.
Two examples may be given of malpricing -- or at any rate malprieing
combined with administrative regulations -~ in respect of roads. It has been
argued in the case of Uganda that insistence on omnibus operators buying

high-quality, heavily-built vehicles and the refusal to allow joint carriage
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of freight and passengers has militated against the development of an
indigenous road transport industry and, by pushing up costs, has hindered

trading., _/ And in the cace of India, the tax and licensing system has

_/ cf. Hawkins, op, cit., p. 103 and E.E. Pollock, Jourpal of Traps-
port Ecopomics and Policy, Vol. 1, No. 2 (May 1967), pp. 232-34.

had the extraordinary consequences -- already referred to but in need of
continuing repetition -- of the growth of transshipment areas at state

frontiers with obvious consequences for costs of road transport, _/

_/ Cf. Carlin, op, cit,, p. 428 for further discussion.

On a different plane, one can argue very strongly that it is important
for public transport charging to make a sizeable contribution to government
revenues -- or at least that the contributior should not be negative, Most
develcping countries are in a position where they find raisiny revenues to
meet the many and varied needs of education, health services, irrigation and
so on a virtually impossible task already. If one is going to allow public
transport deficits to arise as well one of two outcomes is likely, They may
lead to larger budget deficits with inflationary consequences as in the -(by
now) classic cases of Brazil and Argentina. Alternatively, if deficits are
met by more taxes these additional revenues are likely to come from addi-
tional indirect taxes, given the present administrative structure of revenue

raising in most developing countries, It may prove possible to raise more



354

revenue from luxury goods consumption in some cases but far more frequently
reliance will have to be placed on excises on items of mass consumption --
with obvious unpalatable consequences in terms of political unpopularity,
effects on income distribution, and so on.

Any conclusions about the importance of the divergences between theory
and practice in transport pricing must be tentative, But, on balance, it

does look as if some rather serious consequences, both at micro and macro

levels, may result,
SUMMAT..

An account has been given of road and rail charging practices in
selected countries, together with some rough assessments of the overall fi-
nancial position of public transport services., We then drew some of the
main contrasts which would appear to exist between actual practicies and
those deemed theoretically desirable on the basis of Chapter 2. We have
subsequently discussed the reasons for these contrasts and analyzed their
relative importance, With this behind us, we cen now go forward to consider
those improvements in arrangements which would appear to be feasible in the

reasonably near future,
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APPENDIX 3-A: ROAD VEHICLE IMPORT DUTY RATES

jes ered
Nigeria, Sierra leone, Chana, Gambla, West African Customs Union
(Dahomey, Ivory Coast, Mauritania, Niger, Senegal, Upper Volta), Democratic
Republic of the Congo, Zambia, Rhodesia, Malawi, Kenya, Uganda, Tanzania,

Ethiopia, Algeria, Tunisia, Morocco, India, Pekistan, Ceylon, Turkey,

2 e cluded

Cars, omibuses, trucks, motorcycles, bicycles, vehicle parts, tires
and tubes., Parts imported for the local assembly of vehicles are rot in-
cluded -- frequently they carry a iower tax rate than thut relating to the

assembled imported vehicle.

3a E§81§ Oi QQL’X

The rates quoted are those believed to be current by the Board of
Trade, London, &n the second quarter 1966,

In all cases except Zambia, Rhodesia, Malawi and Ethioria, ad valorem
rates are applied to c.i.f. price, Ir the case of Ethiopia it is c.i.f.
price plus 1 percent; in the case of the other tnree countries, f.o.b, price
is used. The countries listed below have a preferential import auty system,
Where this is the case, two rates ure guoted in the table belcw to indicate
the degree of preference conferred cn the major exporter to the country con-
cerned,

(a) Rhod2sia, Malawi, Gambi+, Pakistan, India, Ceylor -~ orefer-

ence granted to British goods.



3-56

(b) Turkey -~ preference granted to G.A,T.T., goods.
(c) West African Customs Union -- preference granted to Frane
Zone and other E,E,C. countries,

(d) Algeria - France and E,E.C. countries.

4. Related Dyties
A number of countries charge additional taxes as well as import
duties, These are listed below, the rates being shown there or else in
footnotes to the main table, There is no guarantee that the list is
exhaustive -- it has been supplied hv the Board of Trade, “ondon, on the
basis of information about taxes payable on exports to the countries
concerned. The weight of these related duties varies considerably, being
of far more importance in former French colonies, India and Turkey than
in the former British colonies (with the possible exception of Ghana),
(a) Ghana -- purchase tax on vehicles (10 percent - 100 percent),
(b) Pakistan -~ sales tax an duty paid value, defense surcharge
on existing rates of sales and import duties,
(¢) India -- excise duties plus various surcharges on import
duties.
(d) Ethiopia ~- transaction tax of 12 percent on c¢,i.f. price
plus 1 percent; sales tax of 1 percent on ¢,i.f. price
plus 1 percent.
(e) Turkey -- municipal tax (15 percent of customs duty), wharf
dues (2-1/2 percent of c.i.f. invoice value Plus customs

duty plus municipal tax); stamp duty (5 percent of value of
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goods), expenditure tax (15 percent vehicles, 20 percent
bicycles).

(f) Taganyika and Zenzibar -- registration tax on private
motor vehicles (between 10 percent and 20 percent of duty
paid value depending upon engine size).

(g) Congo (Kinshesa) -- tax of 3 percent on the c.i.f. value
of all goods,

(h) Algeria -- production tax on all imports at duty paid
price (private cars, tires and tubes for private cars,
37-93 percent; all other vehicles and parts, 20-45 per-
cent).

(i) Morocco -- special tax (2.5 percent c.i.f. value) stamp
duty (1 percent value of customs duty and special tax),
transaction tax (normally 8 percent of c.i.f. velue plus
customs duty, special tax, and stamp duty).

(§) Tunisia -- production tex (vurying between 14 percent and
22-1/2 percent of the duty raid value), consumption taxes
(varying between 8-1/2 percent and 36 percent of the duty

paid value), consumption duties (on tires and private cars).
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| : Lorry

Country Cars Lorries Buses Car-Parts Parts Parts
Nigeria 33-1/3-1591'/ 33-1/3 10 33-1/3 33-1/3 33-1/3
Sierra lLeone 31-1/4-60° 21-1/2 21-1/2 25 25 25

. 25 25 .25 .10 10 10
GambisY 30 15 30 15 30 15 30 15 . 15 = P 15
West African , -
Customs Uni 20 25 15 25 15 25 15 15 15 15 15 15
Congo ' : .
(Dem. Rep.) 2 10 10 | 3 > >
Zambia '» 30 505/ 100 10 10 10 _ 10 10
Rhodesta®’ 35-57-1/2 .5/ i P0=25 20 10 ¢.30 ¢.20 c.30 ¢.20 c.30 ¢.20

30-52-1/ 10-15¢
lhlawié/ 37-%22 1/2 25 10 20 5 30 10 30 10 0 10
Kenya 30-50% 25 25 30 30 30
Uganda " 30-50% 25 25 30 3 »
Tanzavia 30-501/ 574 20 20 " 30 30 30
Eth:!.apiagl ao-ho9/ E$ 0.25 per kh, E$ 0.5 per Kg. L0 40 40
Algerialg/ 32 17 31-33 1 - 25-36 10-15']"1/ _ nil nil nil
..&,misia.’—&”/ 35 s 22 27-1/2 ‘n | bl oon
orose 25-60 B-76¥ 32072 16 32-1/2 . b6  15-30 2743 15-30 2743 15-30  27-43
Indtad/ 60 50 6 sel/2 L & y2-1/2 42-1/2
. 1 - Ay < «... Duty applicadble to vehicle or 4

P‘h“zg;j/ 25-250%/ 35 271-1/2 50 percent S
Ceylow 60- 52-1/2- 35 27-1/2 35 27-1/2 57-1/2 %0 57-1/2 S0 S5T-1/2 %0

R.530C+ R,u4850+

410% . h02-1/2% o -

' on excess ov=r R, 6007 .

Turkeytl 75 25 & 25 25 50-T5 10-25  50-75 10-25 . 50-75 1025 ..



Table 3-A-1 - Continued

Country Tres . Tubes Motorcycles Bicyclee]-'g/ '_Motorcycie Parts Bicycle Parts
| Nigeria 0-33'!'9/ . 0=-33 33-1/3 33-1/3 33-1/3 33-1/3
Sierra leone 1 11 31-1/4 1 25 25
Ghana®’ +502/ - 508/ 15 15 10 15
G&mbiay 30 15 30 15 30 15 30 15 30 15 30 15
West African

Customs Union? 20 15-268% 20 15268 5 .20 5 20 5 20 5
Congo i o

(Dem. Rep.) 15 - 1522/ 20 15 5 5
Zambia 10 10 25 10 10 10
Rhodesia®’ N.A, N.A, 100 27-30 100+ . .35+ 25 15 100 35

A1 Ll :
Malaws&/ : N.A. N.A, 100 15 100 10 30 10 100 20
Kenya 1/25 shil)s. 1/25 shille, 30 30 30 30
“per 1lb, per lbw '
Uganda . " " : " " 30 30 30 w
Tanzanie " " " " 30 30 30 30
Ethiopiag/ E$ 0.35 per 24/ - E$ 0.25 per 20 15 40 15
Kg. Ke.

Algeria-mJ/ 15 8 15 8 10-15 3-51/ 10 3 N.A. N.A.
furiaial® 11222 11202/ 22 16.5 . 10 10

FAS :'-:'.-cco;'a/ _25-40 38-51-;&/ 40 sy 25 38 20 32-1/2 15 44 15-25 27-38
Indial—h/ . 50 50 60 52-1/2 100 0 60 100 90
Pald sta 50 50 2 25 40 S0
.7 72 s T2 7227/ 1o 32-1/2 33 23 57-1/2 5 33 23
Turkey 40 40 6 4 50 20 20

66 =
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cubic-capacity of engine.

are subject to purchase tax (the rate
f the vehicle} Cars, 20 percent =
nicles, 5 percent - 33-1/3 percent;

in order) the general rate and

in order) the fiscal duty and the custioms
e by all countries; Franc Zone and E.E.C,
the second, Certain countries (not

d to pay the custams duty at treble the

alue,
quoted for each commodity.

1 registration) also payable on private
een 10 percent and 20 percent according to

ction tax end sales tax chargeable.
. and net weight of vehicle.

.te are quoted in each column. .In addition,
ible -- see details in section above,’

r capacity,

‘on taxes, consumption duties and National
rable as below:

nsumption tax 29 percent or 36 percent

» employment of the importer), production
or 22-1/2 percent, consurption duty of

s National Defense Tax of 10 percent of
tax and consumption duty.

feycles -~ consumption tax 18-1/2 percent or
-tion tax of 16-1/2 percent or 21 percent plus
rax of 10 percent of consumption tex,

jon duty of 30-25 percent, production tax
14 percent, National Defense Tax of
sunption duty. ..

pecified pay produciior tax of 18 percent
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13/ The rate quoted in the left side of each column is the Viorking Tariff
rate. The rate quoted in the right side of each column is the Working
Tariff plus 2,5 percent special tax, 1 percent stamp duty, and
8 percent transaction tax.

14/ Indie cperates a preferential tariff in favor of certain U.™, goods
and these rates are shown in the right hand of the appropriate
columns (even more favorable rates are afforded to Burma -- these
are not shown), In addition to the import duties shown, excise
duties are payable on duty paid value as follows:

(a) Motor cars, 13 percent - 20 percent (depending on engine power).

(b) Trucks and buses, 12 percent -~ 15 percent (depending on
engine power),

(c) Motorcycles, 9 percent.
(a) Bicycles, R2 or R each. _
(e) Tires, 18 percent (except motorcycles 48 percent).

15/ Sales tex of 15 percent of duty paid velue plus defense surcharge
of 25 percent of existing levels of sales tax and import duties,

16/ Preferential rate for British goods shown in right side of appropriate
columns,

11/ Preferential rates on G.A,T,T, goods are shown in the right side of the
appropriate columns. Additional duties charged are the municipal tax,
vharf dues, stamp duty and expenditure tax (details in previous section).

18/ A number of countries specify & minimum absolute customs payment on
Amported bicycles -- these include Nigeria, Rhodesia, Malawi, Kenya,
Uganda, Tanzanfa and Pakistan, '

19/ Rate increases ac cross-sectional width diminishes.

20/ Except bicycle tires and tubes (15 percent),

2_1/ Rate decreases with weight,

- 22/ Cycle tubes, 20 percent.,

23/ Suspended duty of 41 cents on certain tires,

24/ E$ 0,25 Kg, for bicycles, free for trucks and lorries.

" 25/ Bicycle tires and tubes. %6 vercent.
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Many comments could be made on Teble 3-A-1, but we content ourselves
at this stage with one or two. The first is ‘the sheer complexity of the
system and the difficulty of comparing like with like, The second is
the comparison between taxes on vehicle parts and on vehicles, In some
countries, more or less the same rate of duty is imposed (e.g., East

Africa) but in others it is less on parts. We shall return to this point

later,
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APPENDIX 3-B: MOTOR FUEL TAXES AND PRICES _/

_/ We have to thank Shell International Petrolem Company, Ltd. for

invaluable help in preparing this Appendix.

We intend to focus on three points: the relative duties imposed on
gasoline and diesel fuel, the pattern of retail prices at ports relative to
that of duties and the disparities between port and up-country retail prices,

In most countries gasoline duties are significantly higher than those
on diesel fuel, the main exception being Nigeria and the three East African
territories, We shall return to this point later in Chapter L,

Table 3-B-2 shows the relations between duty rates and retail prices,
Although the table has to be interpreted with some care (allowance being
made for differences between port areas and inland cities, the effect of
domestically available supplies on oil company pricing, and possible omis-
sions and exemptions in the 1ist of duties payable especially in Algeria,
Morocco and Tunisia) it would seem that there Is a fairly general tendency
for local prices including duty to be correlated with duty rates. 1In view
of the limitations of the data, there would not be much point in valeulating
a correlation coefficient -- but the rough assumption that, by and large,
local duties are passed on to coneumers does not seem all that far out.

The enormous differences between gasoline prices in remote and access-
ible areas are shown in Table 3-B-3, Similar sorts of differentials apply

to diesel fuel prices,
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TABLE 3-B-1, Duties on Gasoline and Diesel Fuel, March 1966,

Bate in Pence per Imperigl Ggllon
Country Type of Duty Gasoline Diesel Fuel
Tunisia Import 5k .00 12,30
Algiers Excise 52,68 32.18
Morocco Excise 32.63 23.34
Sierra leone Import 26.40 19.80
Ghana Import 39.00 17.00
Excise 14,00 7.00
Nigeria Excise 21.00 21,00
Congo Import 2,25 0.66
(Kinshasa) Consumption tax 12,51 -
Statistics tax 0.10 0.10
Kenya ) Import duty )
Tanzania ) Consumption tax ) 20.20 20.20
Uganda ) (Kenya)
Zambia Import - 3.00
Sales tax 6.00 -
Malawi Import - 6.00
Sales tax 19,00
Ethiopia Highway improvement tax 35.10 29.00
Municipal tax 3.10 3.00
(Both payable at port of
entry to Royal Ethiopian
Customs)
Camerous N.A, 27.74 14,53
Congo
(Brazzaville) N,A, 26.98 3.29
Cagon N.A. UL, 37 4.87
Central African
Republic N.A, 21.45 .87
Chad N.A. 13.48 17.43

Source: Shell International Petroleum Company, Ltd.

Note: On the basis of $2.8 = L sterling., Conversion of the data to U,S.
cents per U.S, gallon would reduce each figure slightly (e.g., Tunisia gasoline
figure is 52.5 U.S. cents per U.S. gallon),
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Table 3-B-2., Gasoline -- Duties and Retail Prices, March 1966

Duty Pavable Retail Price

(Pence per Im- (Pence per Im-
Country perial Gallon) perial Gallon)
Ethiopia (Addis Ababa) 40 64
Kenya (Nairobi) 21 5k
Tanzania (Dar-es-Salaam) 21 50
Uganda (Kampala) 21 56
Algeria (Alglers) 53 71
Morocco 33 57
Tunisia 5k 66
Malawi 19 49.5
Zambia (Lusaka) 6 L4 .5
Chana (Accra) 53 72
Nigeria (Lagos) 2l Ly
Sierra leone 26 53
Gambia 25 56.5
Gabon (Libreville) Ly 84
Cameouns (Douala) 28 57

Sources: Shell International Petroleur Compary, Ltd. and
Board of Trade, London,

Note: (1) Prices at ports if not otherwise stated. (2) Ir
principle all duties (and not just import duties) are included.
(3) Local currency data coverted into sterling at Brussels mean rate
for May 1966, .
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Table 3-B-3, Coastal and Non-coastal Gasoline Prices, March 1966

Goastal Town Price  Nop-coastal Town Price
(Pence per Imperial (Pence per Imperial

Country Gallon) Gallon)
Algeria

Alglers 71 -

Tamanrasset -- 118
Nigeria

Lagos nh -

Kano o = 56.5
Congo

Kinshasa 26 -

Bukaru - 60

Sources: Shell International. Petroleum Company Ltd, and Board of
Trade, London.
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APPENDIX 3C: AFRICAN RAIIWAYS -- FINANCIAL PERFORMANCE .

The following points should be considered in the interpretation of
the data:

(a) Railway administrations often have subsidiary interests in other
forms of transport. In some instances separate accounts are shown for rail-
way activities, whereas in other cases they are aggregated. The general
policy has been to indicate the operating ratio in respect of railway activi-
fies alone if possible. In other cases the operating ratio relates to all
the activities of the administration (even in these cases, the other activities
are very minor and are not believed to have a substantial influence on the
operating ratio).

(b) The operating ratio is defined as:

working expenditure on

railway activities
x 100

gross receipts derived from
railway activities

Working expenditure includes provision for depreciation as recorded
in the accounts of the administration concerned. Unfortunately, there 1s
1ittle information about the bases on which these depreciation provisions are
made and so there may well be an element cf non-comparability of the data.
In same cases ggge provision has been made in the working expenditure estimate
for depreciation at higher rates than would be required on an historical cost
basis -- but, probably without exception, insufficient provision has been mede
on a replacement cost basis.

(c) In addition to the operating ratio, some attempt is made to

indicate overall financial performance after allowance for miscellaneous
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interest receipts, general administrative charges not included in working

expenditure and interest payments on capital borrowed. This financial per-

formahce relates to the undertaking as a whole, and not simply to railway

activities., Furtherfore, it is conditioned by the general level of interest

chargeé on capital, which can vary considerably from undertaking tc undertaking.
The overall conclusions seem to be that although some of the more impor-

tant of these enterprises are still in a satisfactory position financialiy,

the majority is now finding it difficult to cover costs. This picture would

be even clearer if appropriate adjustments to conventional depreciation figures

were to be made.

1. Sierra leone Bailwavs

Percent of Railway Working
Expenditure to Railway Receipts

(percent)
1947 124
1948 101
1949 102
1950 106
1951 105
1952 120
1953 131
1954 143
1955 167
1956 159

Source: Report of the Railway Department, 1956,

In 1956 working expenditure was %1,010,000 and loan charges were
£20,000. The deficit on recurrent account (before loan charges) was £347,000
(in 1955 it was & 313,000). The Govermment subsidy (including finance of non-
recurrent expenditure) was 486,000 in 1955 and &#413,000 in 1956. It is not

possible to determine fram the Report whether depreciation was on an historical
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or replacement cost basis, World Railways lists subsequent percentage

operating ratios as: 219, 156, 142, 152.

2. Sudan Railways

Percent of Railway Working
Expenditure to Railway Revenue

1957/58 T

1958/59 76
1959/60 70
1960/61 68
1961/62 65

Source: Sudan Railways Arnual Report=,

Working expenses are calculated before provision for interest
payments and additional depreciation provision for higher replacement
costs. Interest is paid on fixed interest bearing stock at rates varying

between 4 percent and 5-3/8 percent.

3. Ghana Railways

Percent of Working Expenditure
(Tneluding Renewals) to
Total Receipts

1958/5¢ 101
1959/60 89
1960/61 82
1961/62 82
1962/63 88

Source: Adminiatretion Eeport of Ghana Railways, 1962/63.

In all years except the first, the balance on net revenue account
was sufficient to meet interest payments. Moreover, of its G.20m.
borrowed capital, £C.13m. was torrowed from the government at 3 percent

and the remainder was suppliad by the governmzn’, interest free,
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4, Trapns-Zambesia Railway Company, Itd.

Percent of Working Expenditure
(Including Renewals) to
Total Receipts

1959 T4
1960 75
1961 74
1962 78
1963 87
1964 82

Source: Accounts of the Company for the year ended
31st December 196k,
In recent years the Company has had an insufficient balance on
revenue account to pay the 1.i.5m. income debenture stocks (5 percent)

and a dividend on the 600,000 £l ordinary shares.

5. Malawi Railways Itd.

Percent of Working Expenses
(Including Provision for
Renewals) to Gross Receipts

1956 65
1957 66
1958 68
1959 T4
1960 75
1961 76
1962 79
1963 84
1964 83
1965 82

Source: Malawi Railways Annual Report, 1965.

Prior to the review of depreciation rates in 1965, depreciation

provisions were substantially too low in relation to replacement costs.
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6. Rhodesis Railways Ltd.

Financial Results (1960-65)

(2000)
Rail
Surplus Contribu- Surplus
Reilway Railway Trans- Interest tion to or Operating
Year Revernue Working 1rerred Payments Sinking  Deficit Ratio
Receipts Expendi- to Net (A11) Funds for Year (Percent)
tures Revenue (A11) (A11)
Account,
1960 31,357 25,089 6,268 3,629 920 1,446 80
1961 32,127 25,794 6,333 3,697 g2k 1,648 80
1962 30,921 27,481 3,540 3,672 993 - 607 89
1963 32,175 28,508 3,667 5,649 1,226 - 7h2 89
1964 34,868 27,766 7,101 3,653 1,337 2,267 80
1965 37,088 30,615 6,473 3,653 1,376 1,882 83

Source: Rhodecia Railways Annual Reports.

The Sinking Fund provision is additional to the provision for
depreciation, based on historical cost, which is included in working
expenditure. Interest rates payable vary between 2-1/2 percent and 6-3/h4
percent.

7. Benguela Railway Company

Percent of Working Expenses
to Railway Receipts

1955 60
1956 50
1957 55
1958 61
1959 61
1960 54
1961 60
1962 61
1963 6l
1964 67
1965 68

Source: Benguela Railway Company Annual Reports.

Despite fairly heavy administrative charges on net revenue account

the Company has been able to maintain a dividend of 10 percent on ordinary
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share capital., Moreover, it should be noted that the railway is a con-
cessionary company and that all assets of the company revert to the Portu-

guese Govermment at the termination of the concession later in the present

century.

8, African Railways and Harbors

Railway Total Working Expenditure as
Percent of Railway Total Earnings

1957/58 70
1958/59 7h
1959/60 67
1960/61 65
1961/62 81
1962/63 83
1963/64 80
1964 /65 83

Source: Annual Reports of S, African Railways and Harbours.

In all of the above years, except 1959 (when exceptional expendi-
ture items were charged to net revenue account), there was a surplus after

all interest payments (4 percent - 5 percent) had been made.

9. Nigerian Railway Corporation

(a) Operating Expenses as Percent
of Operating Revenue

195k4/55 70
1955/56 81
1956/57 85
1957/58 ok
1958/59 86
1959/60 103
1960/61 107
1961/62 96
1962/63 93
1963/64 89

Source: :ﬂigerian Railway Corporation Annual Reports.
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(b) Net Income Before Tax (After
Payment of Interest)"

(£000)
1954/55 3,097
1955/56 1,047
1956/57 1,404
1957/58 98
1958/59 1,097
1959/60 -1,350
1960/61 -2,335
1961/62 -1,064
1962/63 - 940
1963/64 34

Source: Nigerian Railway Corporation Annual Reports.

10, Ethiopian Railways

(a) Franco-Ethiopian Railway (E.$000)

(1) (2)
Year Total Operating Expenses Operating Total Expenses
Receipts  (Excluding Provi- Ratio (Including Renewal
sion for Renewals) (2) Expenses and Finan-
) * 100 cial Charges)
1956 9,271 9,818 106 12,119
1957 9,704 7,568 78 9,395
1958 10,982 9,039 82 10,950
1959 11,563 8,954 77 10,998
1960 11,793 8,732 4 11,793
1960/61 12,015 9,073 76 12,075
1961/62 13,906 10,107 73 13,922
1962/63 14,156 10,798 76 14,106

Source: Ethiopia Statistical Abstract, 1964 ,
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(b) Agordat-Massawa Railway (E.$000)

Year Total Operating Operating
Revenue Expenses Ratio
1956 2,262 2,208 100
1957 1,977 1,997 100
1958 2,000. 1,927 97
1959 1,938 1,900 100
1960 1,991 1,653 83
1961 2,250 2,073 90
1962 2,499 1,931 7

Source: Ethiopia Statistical Abstract, 196k,

Note: No details are available on the coverage of operating
expenses nor are data available on overall financial
performance,

11. East African Railways and Harbors (&m.)

Year Total Railwaey Gross Loan Balance Operating
Railway Working Surplus Charges Transferred Ratio
Earnings Expenses to Appro-

(Including priation
Renewal Account
Contribu-

tions)

1958 18.9 15.9 3.0 3.0 Nil 8l

1959 19.5 15.9 3.6 2.9 0.7 82

1960 19.7 16.5 3.2 2.9 0.3 83

1961 19.6 16.6 3.0 3.2 -0.2 83

1962 20.1 17.3 2.8 3.4 -0.6 86

1963 21.0 17.6 3.4 3.7 -0.3 84

1964 21.6 18.3 3.3 4.0 -0.7 85

Source: East African Railways and Harbours Administration
Annual Reports.

Note: Data refer to rail operations only.



CHAPTER &
POSSIBLE LINES OF POLICY
INTRODUCT ION

There are two broad ways in which one could formulate policy proposals.
One could start fram the theory end and set out an ideal system of road and
rail charges which could be applied to developing countries; or, alternatively,
one can start from the actual systems which prevail today and suggest improve-
ments which might get one rather nearer to that desirable on theoretical
grounds. It seems to us more sensible to adopt the latter approach. One
reason 1s that we are not starting with a clean slate. We are not putting
forward proposals for a virgin area without any previous legislation. On the .
contrary, one has to accept that one is dealing with systems of road and rail
charges, often of complex character, which have been in existence for many
years. So it seems much more realistic to start fram these systems as they
are. A second point is that one is more likely to keep one's feet on the
ground in deciding what is feasible and possible within the foreseeable future
if one tackles the problem fram this end.

At the same time we must have some general theoretical desiderata in
mind when formulating proposals. It seems to us that the two most important
general aims are to procure a better alignment of costs and prices between
different transport modes, different commodities, different distances, ete,,
and to minimize overall public transport deficits. We shall shortly show in

more detail how we interpret these ideas, but the gereral reasoning is that

4-1
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the better aligmment of costs and prices is needed to minimize resource wastage
ahd that the minimization of deficits is required in the parlous budgetary
conditions of most developing countries. As demonstrated in Chapter 2, these
two aims will be in conflict when we have a situation of decreasing costs.

And even though there are cases where it is appropriate for public transport
authorities to operate with a surplus rather than a deficit, it may well be
that in practice the latter type of situation outweighs the former in impor-
tance. So on balance the conflict will still be there, but we shall try to
show as we go along how we would propose to reduce it further.

The implication of the preceding paragraph is that we are cautious
about arguments such as that deficits should be incurred in tiansport because
it is a gine gua non for growth or that there should be overwhelming attention
to particular pricing policies designed to favor particular sections of the
population, whether distinguished by income, occupation, or region of location.
This is not to say that we rule out such considerations entirely. Rather, the
1ine taken here is that these are only admitted exceptionally: that we accept
them when there are very compelling reasons to do so rather than that they are
actively pursued as goals of policy on their own. So each will be viewed as a
special situation arising out of any modification of present transport charges
and prices rather than as an integrated whole.

In the growth case, the view taken is that set out in Chapter 2: that
macro-econamic considerations do not give any support to the idea that deficits
should be incurred in public transport operations; if anything, the argument
1s likely to go the other way, tut’ we do not feel that there is sufficient evi-

dence to come to a very strong conclusion. And insofar as particular charging
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arrangements for particular types of transport operations are likely to be
especially beneficial, we shall take care of this in our general discussion
of price/cost alignment.

On the incame distribution side, cne can put forward an endless series
of objectives which could potentially be reached by suitable pricing policies
for services supplied or for factors hired. But, first of all, therc is often
a great deal of uncertainty about the overall results -- partly that the reper-
cussions of particular concessions (especially when the services provided are
intermediate in character, as is often the case in transport) may be extremely
canplex and partly that individual concessions may tend to offset one another.
Tt is extremely difficult to nail down these ramifications in countries with
. a great deal of statistical information, let alone those we are dealing with
here. Then one must remember the usual result that’ transport pricing which
favors particular groups or regions ou distributional grounds may well have
unwanted allocation effects, though the same point holds, of course, for many
other types of taxation, subsidies, cash transfers, etc. All in all, it can
be plausibly argued that the possibilities of reducing allocation efficiency
and the rate of growth of output are so clcar that govertm-nts in ceveloping
countries should eschew redistrioutional aims in their budgetary and financial
policies. We shall not try 1o pursue this line of thought further but simply
jeave it that we regard distributional objectives as a secondary aim only,
whilst at the same time being prepared to indicate as we 0 along those sorts

of mechanisms which can potentially serve these objectives vest.
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AIMINISTRATIVE FRAMEWORK

Before caming to grips with the most appropriate means of financing
public transport provision, it is necessary to sketch in the sort of adminis-
trative background we have in mind. We use the words "sketch in" deliberately.
For one thing, this is very much a matter which must vary in detail fram one
country to another; for another, it clearly involves expertise in disciplines
other than economics., So it is emphasized most strongly that the purpose of
this discussion is only to set out a general reference framework.

The first topic is the nature and constitution of any public organiza-
tion of transport. It is most Important here to insist on the principle of
one govermment department only. The existence of separate Ministries for
Railways and for Transport in India has clearly been a source of friction and

of weakness in framing transport policies._/ If this point is taken, the next

_/ cf. Carlin, op. cit., p. 43kL.

is whether the operational arm of the department should be a straightforward
sub-department of goverrment or whether it should be some form of independent
or semi-independent public authority.

There are various general observations to make on this question: for
instance, the need to retain some control by the legislature over public
bodies versus the well-known dangers of civil servants trying (and failing)
to run a department on commercial principles. There is clearly no universal

answer. Many countries have experimented with many forms of organization and



there is no doubt a great deal more still to be learned in these matters.

But whatever the precise constitutional form of the railway and roads
organization, its relations with other elements of government, especially the
Ministry of Finance, have to be spelled out. One important question is the
interrelationship between the accounts of such cammercial or semi-commercial
organizations and those of the central government. As this raises important
and involved questions relating to earmarking of funds and the 1like, we shall

look at this separately._/ Another question is whether public agencies of

/ ef. pov.... infra

this sort should be given financial policy targets, such as the requirement
t0 earn a certain specified rate of return on their assets. As this is
closely related to pricing policies, we shall leave this over too for the

mament._/ Another point is that, whatever the degree of latitude about day-

_/ cf. p..... infra

to-day operations, one would expect a Ministry of Finance in any country today
to keep a close watch on capital expenditure plans of all public agencies, as
well as of other arms of govermment. This is clearly essential for many
reasons of econamic policy. Once again the precise form and extent of control
{s not something we can discuss here, but we simply note that any public'transa
port authority must expect to operate within this constraint.

There is also another front on which one must expect public scrutiny.
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Tt is no good imagining that any public authoritj can have camplete freedom
to adjust its prices without same sort of public investigation. Organizations
of this sort frequently have some degree of monopoly power and, if they did |
not face the need to justify their actions at the bar of public opinion, it
would be only too easy to respond to, say, an increase in wage rates by
raising prices rather than by looking for possible economies in operation.

The folies de grandeur of which all public spending agencies in all countries
are capable also need to be scrutinized regularly by some body which has both
power and prestige. Therefore, we shall assume throughout that there is some
form of public watchdog with the job of keeping public cammercial enterprises
on their toes. Once again, we shall have nothing to say on the precise form
this regulatory body should take though it is importamt to remember that it
should not be so powerful as to smother legitimate price increases. If price
increases are prevented for political reasons, etc., and public organizations
cane to be dependent. on subsidies, there are obvious dangers of inefficiency,
quite apart from the overall budgetary consequences. So regulatory bodies
have to walk a very narrow pathway between disallowing and allowing price
changes.

So much for the relations between a public transport authority and the
inner core of govermment. What about those between the authority and private
sector transport interests? The main questions arising here are the national-
ization of private road goods and passenger transport and the control of such
operations by licensing. Neither of these falls squarely within the scope of

this volume and we shall not argue the pros and cons in this chapter. But, to
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clarify the background against which we discuss changing problems and the like,
we shall assume dogmatically (a) that private sector road operations, both
passenger and freight, continue to be important and (b) that the strength of
the arguments against regulatory licensing will be more fully recognized in
the future. Appendix E brings together same of the main arguments on the

latter.
DIRECT CHARGES

We shall first of all have samething to say about the appropriate
definitions of costs. We shall then discuss the various sorts of road trans-
port charges and subsequently rail charges. We finish with two further topics,
one being the very iméortant question of differentiation between urban and
rural road users and the other being the administrative device of fixing

target rates of return for public enterprise operations.

Cogh Definitions

If we are to have the general targets of cost/price alignment and
deficit minimization in mind, we must have same clear-cut definitions of costs.

We have referred to some of the relevant points before _/ but it is important

_/ ef. poe... and p...... SUDra

to bring them all together.

The various components can be listed as follows:
(1) Current cperating costs, e.g., escapable costs of running trains

and buses, maintaining roads, etc.
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(2) Capital charges. In principle, we vant the replacement value basis
for renewable assets, and the alternative use value for non-renewable assets.
We then need to estimete annual costs by "suitable" interest and depreciation
charges. We shall revert to this in a mament.

(3) In principle, transport facilities should bear taxes to finance
part of the costs of public overhead expenditures in much the same way as any
other consumption good or intermediate good. At the same time, if govermment
departments make use of public transport facilities without any payment (e.g.,
no license fees for Army vehicles), this is an offsetting item. Obviously,
it is impossible to give any universal ruling on the kinds of addition to be
made. It must be a matter of calculation -- perhaps very roughly -~ in each

specific case, on the lines set out in Chapter 2._/

_/ Se: p...... supra

(4) Given the imperfections of capital markets in developing countries,
a further rough allowance has to be made to meet same of the capital costs of
expansicn of the transport network., Once again, one cannot be precise about
the’mark-up involved; it will very much depend on the rate of growth of the
transport system, the ability to keep reasonable control over capital costs,
the monetary and infletionary implications of additions to govermment or
public enterprise borrowing, etc. In general, however, one would expect this
to be more important in the case of roads than railways, especially in the

light of our background assumptions about transport licensing.
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Such are the basic components. The next question is how they have to
be modified to take account of social/private cost divergences. There are

two major points here which (fortunately) work in opposite directions._/

_/ Fran the viewpoint of calculating the costs of operations performed
in a particular way. W2 do not explore at this point the arguments about
whether the particular ways found in practice are too capital-intensive,

because of over-estimation of labor costs and under-estimation of capital costs.

First, there is the proposition that labor costs are administratively deter-
mined -- whether as a result of union pressure or legal requirements or both -~
at levels above those of opportunity costs. Insofar as employers generally
(and a fortiori public enterprises) find that they have to take on more labor
than they need -- or at the very least are prevented fram dismissing labor
they do not need -- for distributional or political reasons the total labor
costs of running a railway or maintaining a road may be still further over-
stated. On the other hand, it is frequently argued that interest rates used

in public enterprise accounts in developing countries -- often of the order of
6% or so -- are too low, once one makes allowance for the opportunity costs of
diverting capital fram private to public enterprise, risk and uncertainty and
so on. Once again, we have to grapple with something which is likely to differ
considerably from ore country to another, but the following examples may be

relevant:

(1) One pair of authors / came to the conclusion that the minimum

_/ Louis Lefeber and M. Datta Chauduri, loc. ci%.
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acceptable yield on railway investment in Indla was 20% net of depreciation.

(2) The effective rate of interest on loars lent to cammercial vehicle

operators in India in the 1950's was 18%._/

_/ Ministry of Transport and Communications Report of Road Iransport
Reorganization Committee, Delhi, 1959.

(3) A survey of 1333 joint stock companies in India came to the con-
clusion that the return on capital was of the order of 13-14% (based on the
" rate of net income to net fixed assets and inventories at book values), but

with sane allowance for over-depreciation and understatement of incame._/

_/ Surveys and Research Corporation, India Coal Spo, 4y,

Appendix C, Supplementary Paper 3, "The Cost of Capital in India."”

(4) In Turkey in December 1965 "wages bonds" (i.e., government ten-
year savings bond campulsorily imposed on all wage earmers at a rate equivalent
to 5 % of their income) were being sold at a price equal to one-third of their
face value. As the bonds carried a rate of interest of 6% tex free, this
implies that private time preference must, under the conditions then ruling,
have been of the order of 18% tax free, even if one ignores any capital gains
which would arise if repayment were ever made in cash, as distinct fram another
bond issue.

A few swallows of this sort do not even begin to make a summer, but
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if one has to guess -- and sameone has to -- the conclusion must be that
interest charges are likely to be understated in normal public enterprise
accounting practice, even when separate allowance is made, as above, for the
contribution towards capital costs of expansion. This point of itself would
not be of great substance if one could show that the usual assumptions in such
enterprises about lengths of life of capital equipment were too pessimistic,
leading to unnecessarily fast write-offs. We lnow of no evidence to support
this, however, and so the general conclusion about interest rates is likely
to stand. On the other hand, we must remember that there are offsetting
factors in the over-estimation of labor costs. So the overall addition to

cover these social aspects is likely to be positive but small,_/

_/ Whether further modifications should be made to actual costs to
allow for balance of payments disequilibrium at current rates of exchange
depends on such issues as whether govermments are aiming at dispensing with
foreign aid in the foreseeable future and whether all public agencies are

operating on the basis of a cammon shadow exchange rate,

So far we have only talked about average costs, but for better cost/

price aligrment, we need to have estimates of margiral cost._/ It will be

_/ This is a necessary but not a sufficient condition for optimum
pricing policy for public transport. If one divides the econamy into three

sectors (say, public transport, private transport and the rest) and if the
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price/marginal cost ratio diverges fram unity, to differing extents, in the
latter two cases, then whatever ratio is chosen for the first sector must be
out of line with one of the latter two. cf. p..... Suypra.

This point is exactly analogous to the standard elementary proposition
in tax theory that if one has 3 cammodities, x, y, and z (z being leisure),
then neither a general incame tax nor a specific excise tax on either x or y
will leave the marginal equivalences unchanged, e.g., an excise tax on x will
upset that between 1. and (y, z) and a general incame tax, that between (x, y)

and z.

clear enough already that one cannot hope for a refined adjustment of price

to marginal cost for each tiny segment of public transport operations. One
simply cannot close one's eyes to, for instance, the discontinuities and
elements of jointness in railway costs. Even a large organization like Lcndon
Transport, with a great deal of technical expertise at its cammand, claims
that it 1s necessary to do a good deal of averaging between on and off peak
services, surface and underground transport, and inner and outer London, etc.
It may be that a little less averaging would not come amiss in this particular
case, but, nevertheless, the moral is there for rail organizations with far
less in the way of costing information and of technical personnel to utilize
it. Similarly, the fundamental principle for allocating road costs to differ-
ent types of traffic is to look at the incremental costs of providing the
necegsary facilities -- a winding track through the forest may be sufficient

for cattle movement but a hard surfacc, as tough and straight as possible, may
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be needed for large trucks. Once again, we find that firm conclusions on
guch an allocation are not yet available in a country like the U.K., despite

its relative wealth of statistical material. /

_/ This was the conclusion reached in Ministry of Transport, Report

of Camittee op Carriers' Licensing (H.M.S.0., London, 1965, Ch. 12). We

have not found any information on this subject in any of the countries inves-

tigated.

It must therefore follow that in many cases one cannot hope for much
more than pricing on the basis of covering average costs -- both in the sense
of average rather than marginal and in that of an average over a number of
routes and operations. This obviou:!l: talls far short of the ideal but one
simply has to be realistic in such matters. At the same time, one should
strongly endorse the idea of moving further towards marginal costing principles

as the necessary statistical infomm.tion anc technical expertise permit.

Boad Charges

Although one camnot hope to have a close correspondence between charges
imposed on different kinds of vehicles and the incremental road provision and
maintenance costs occasioned by them, in practice, a fair approximation is
likely to be met by charging on a basis which takes both weight and distance
travelled into account. On this basis, one usually argues for a cambination

of taxes on motor fuel (primarily reflecting distance) and vehicle license

charges (reflecting weight). Many variants of these individual components
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are possible and g fortiori, many variants of the cambination. Let us deal

with vehicle license charges first.

License Chargeg. The first point in Cavor cf these is that the marginal
costs of collection are low, in that licenses will have to be issued in some
form anyway. So if there are’alleged bad effects of this tax relatively to
alternative methods of raising revenue, the relative cheapness of collection
is a factor which must be weighed in the balance. One of the most important
eriticisms levied against the present pattern of license charges seems to be
that of too low charges on large vehicles, For instunce, a study on Sierra

Leone_/ made the point that the maximum charge was reached at 3,700 lbs,

_/ Transportation Consultants, Inc., sportation ey of

Leone, Washington, D, C., March 1963, p. 35.

tare weight for a vehicle and that on grounds of road damage, the graduation
should go well beyond that. In fact, this kind of policy seems to be an
example of the application of European standards without thinking of the

implication:_/ the important point is that charges for heavy vehicles should

_/ There are many examples of such practices, A. M. Martin and W. A,
Lewis ("Pattern of Public Revenue and Expenditure,” chest c ,
September 1956) made the point that the application of Western-level personal

income tax rates in underdeveloped countries will not produce the same tax/



4-15

incame ratio as in Western countries, simply because the mean level of income
is much lower. To get the same tax/incame ratio, one would need to apply
Western tax rates to the same relative (rather than to the same abgolute)
positions in the incame scale -- a man with an incame of $1000 p.a. is well
off by Indian standards whereas on his income tax liabilities in the U.S.A.
would be very small,

Similarly, if one aims at incorporating a progressive clement into
custams and excise taxes on private roud vehicles, the same principle will
hold. It is no good reserving such taxes for large cars and exempting every-
thing else (small cars, motor cycles, bicycles, bullock carts, rickshaws,
and the like) if the aim is to have a high ratio of tax to consumption expen-

diture.

not necessarily be at the same absolute level as, say, in the U.K., but that
the excess of the charges for heavy vehicles over mean-weight vehicles -~ the
latter being much less in underdeveloped countries when gll usage is taken
into account -- should be much greater on the grounds that incremental costs
are also greater. It is also likely to be the case that heavy vehicles are
owned by wealthier rather than by poorer operators and so from an income dis-
tribution viewpoint there is samething to be said for this policy. In any
event, it is clearly more sensible to regulate heavy vehicles by the pricing
mechénism than by the arbitrary kinds of arrangements which seem to have

prevented the licensing of trailers and semi-trailers in India._/

_/ Carlin, op. cit., p. 439.
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However, one should not give the impression that the countries
concerning us here have a monopoly of error. France, for instance, is

another example of a country where there is under-charging of heavy vehicles._/

_/ In 1953, for instance, It was estimated that a half-ton vehicle
paid a tax equivalent to 230 percent of the infrastructure costs it imposed,
whereas a 15-tonner only paid 66 percent. (Brian T. Bayliss, European Irans-
port, London: Mason, 1965, p. 43.) But proposals for increases in charges
on heavy vehicles have recently been made in the U.K., France, and West
Germany (cf. Ministry of Transport, The Trausport of Freight, OCmnd. 3470,

H.M.S.0., London, November 1967).

It might, incidentally, be noted that the costs imposed by a heavy truck
consist not only of the directly associated wear and tear of the road surface

but also of the losses imposed indirectly on other vehicles_/ by making it

_/ ef. Arthur Hazlewood, Rail an osts in Fas ca (Black-

well, Oxford, 1964, p. 151).

necessary for them to go more slowly because of poor surfaces, In other
words, there is a close parallel to the standard congestion argument in that
there is the possibility of losses of time to human beings and less intensive
utilization of vehicles. It should be noted, however, that these arguments

about costs occasioned by heavy vehicles are largely alternatives. If surfaces
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are kept in good order, one has the direct costs of repair. If they are not
kept in good order, one has losées due to delays, but direct costs of repairs
are avoided.

Another defect in vehicle charging practices is the kind of nonsense
found in India where the disparate arrangements of different localities make
for the enormous inconveniences and wastes of double transshipments, ete.
However, we have already dwelt on this and need not say more. The historical
equivalents to sweeping away such impediments to trade would be same of the
famous nineteenth century reforms such as Gladstone's efforts on U.K., customs
duties or the benefits of the Zollverein to the embryo Germany.

One possible reform in this area might be worth thinking about in
more detail. A system of charging for vehicle licenses which is jointly

related to original cost price and to age_/ would have quite a lot to be said

_/ The French car 1licensing charges are based on a cambination of
age and horsepower. Charges for a five-year old vehicle are half what they

would be for a new one.

for it. One might by this means introduce a certain amount of progression
into the system, e.g., a new vehicle costing £1000 might pay a fee of 2-1/2%
in the first year, whereas one costing 2000 might pay one of 5%. The gradu-
ation with age could be linear or non-linear depending on how much one wanted
to encourage use of older vehicles. One advantage of a system of this sort

is that it would autcamatically levy a higher charge over the years on the
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owner who covers a great deal of mileage in that he is likely to buy a new
vehicle more frequently than a man who only covers a small mileage each year,
So, it is to some extent a tax on usage. A second point is that it can be
arranged so as to give great encouragement to conservation and continuing
use of old vehicles. In countries with exceptionally limited availability
of capital this is a most important consideration. One should not lose sight
of the fact that vehicle repairs require skills which are not always avail-
able; but human capital of this kind is likely to be acquired more quickly
than physical capital. Thirdly, one can differentiate between trucks and
cars in whatever way one wants -- so as to encourage diesel rather than gas
fue% vehicles, or to discourage large cars relatively to small ones, or to
exact a sumptuary element of tax fram cars (more especially new cars) but
not from commercial vehicles. So there is plenty of scope in a scheme of
this kind for both influencing demand for different types of vehicle and for
contributing towards incame redistribution policy.

To operate a system of this kind would require adoption of the U.K.
type of licensing system rather than the U.S. one, i.e., one where the
license plates belong to the vehicle rather than to the driver. It also
requires the U.K. system (or something like it) of having a vehicle log-book.
This would record the cost price and date of original purchase and would have
to be produced each year so that the sum payable for the license that year
could be calculated. It would be impracticable to take second-hand prices
into account as a base; but in countries experiencing rapid inflation this

would be an advantage (in that older cars would be treated more leniently
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than newer ones) if a major objective is to conserve capital as much as
poasible. One cannot pretend that a system of this sorf would have no
disadvantages. It might, for instance, be a means of increasing paternalistic
or regulatory attitudes on the part of government. But at least it seems
worthwhile examining in detail. One last point is that if there is a strict
quota of licenses to be issued, as when the number of freight vehicles on

the roads is restricted for one reason or another, the opportunity should

be taken to auction licenses rather than allow surpluses to accrue to the

private sector of the econamy._/

_/ Cf. Appendix E for an example.

Fuel Taxes. Appendix 3-C showed that taxes on gasoline vary greatly
between countries, e.g., 21d. per imperial gallon in Nigeria and 544, in
Tunisia. There are many reasons for this: in some cases lower fuel taxes
are counterbalanced by higher license or duty charges on vehicles whereas
in others road users have much heavier total imports; and the latter result
may in turn be accidental or simply the old principle of grabbing all the reve-
nue one can fram the meekest victims in sight.

It is probably more rewarding to look at intra -- rather than inter --
country variations. To begin with, fuel prices vary a great deal between
ports of entry and the hinterlands,at least in African countries. Thus, for

instance, whereas gasoline cost Lid, per imperial gallon in Lagos in March
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1966, it cost 57-1/2d. in Kano. This has serious implicetions for road
charging policy both as between rural and urban areas and as between one
region and another; we shall return to it later. Then we have the diesel/
gasoline differentials to which we have referred previously. By and large,
as Chapter 3, Appendix C showed, tax rates are lower for diesel fuel than
gas in many African ‘countries, though not in Nigeria and East Africa. There
are a number of reasons for encouraging the use of diesel fuel, such as
econamies of opérating costs, longer lives of diesel engines, longer periods
bétween overhauls, and so on. These are fully set out in the International

Bank Report on Uganda./ Further points which might be made are that such

_/ Qp. ¢it., p. 327. But see E. K, Hawkins, op. eit., p. 91 for

same contrary opinions.

differentiation helps trucks relatively to cars and that it is also likely
to help rural areas relatively to metropolitan ones, We shall come back

later to the significance of this latter point.

Customs and Excise Duties, Sales TJaxes, eto, It seems best to comsider

the whole range of such duties together. As Appendix 3-B shows, there is a large
variety of duties of this sort in operation -- import duties, excise duties, sales
tax, transaction taxes, local taxes, wharf duties, stamp duties, etc, -- but they all
have the common objective of raising revenue from vehicle owners, and so to

a large extent are substitutes for one another,. This is not to imply that they
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are anything like perfect substitutes. Quite apart from the international
trade aspect of choosing import duties rather than excise taxes -- a most
important topic but one outside our scope here -- there are a number of
other considerations. First, the particular circumstances of a country may
favor the choice of one type of tax rather than another, e.g., retail sales
taxes are much more difficult to collect when there are many small sellers
and many small transactions, as is often the case in developing countries.
Second, the economic effects of, say, excise taxes imposed at manufacturing
level may differ from retail sales taxes, e.g., in their repercussions on

the degree of cc petition in distribution._/ However, we shall content

_/ See, e.g., J.F. Due, Sales Taxation, Routledge v Kegan Paul,

London, 1957 for full discussion.

ourselves with these words of warning, and not discuss further the relative
merits of taxes imposed at difierent stages of the production and distribu-
tion process.

What does stand out is the unnecessary camplexity of many of these
arrangements. Whether major reliance on import duties is to be preferred
t0 excise taxes in any particular country or not, there are really no grounds
for the higgledy-piggledy arrangements prevailing in some countries (see, e.g.,
the details in respect of Turkey and Tunisia in Chapter 3, Appendix )., It
is easy to see how this happens: a Finance Ministry in desperate search for

more revenue finds it easier to clap on a tax which is ostensibly different
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_from the old onekthan to raise the rates on the old cne. But it is also easy
to see that 0 one can possibly know the overall effects on the allocation of
resources, the distributicn of incame and so on if they have to hack through
Jungles of this kind. So the first plea must be for greater simplicity of
indirect tex arrangements while recognizing that this in turn mplies greater
honesty of purpose on the part of govermments, a virtue which is not always
conspicuous by its presence,

When one looks at the differences in tax rates, there are a number
of issues to consider. It goes without saying that one has to consider these
rates alongside license charges and fuel taxes. But let us take that as read.
The first consideration is the relative rates of import duty on whole vehicles,
on parts for local assembly purposes, and on spare parts. We usually find
that parts for local assembly purposes are taxed at lower rates than whole
vehicles., How far this is desirable depends on the degree of protection
thought necessary for local assembly, bearing in mind that the value added
camponent in local assembly is already protected by virtue of import duties
on whole vehicles. If we campare spare parts with whole vehicles we find
(Chapter 3, Appendix A) that the former normally attract lower duty rates.
Given the scarcity of capital equipment and the need to conserve what there
is of it, this seems sensible. There is also the point noted in respect of

Keyna_/ that high rates of duty on spare parts makes for thett of them, with

~/ p....supra
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all the losses due to any consequent immobilization of vehicles. Whether
there is any case for differentiating between spare parts and parts for
assembly purposes depends on the balance of the considerations above.

Whether passenger or freight vehicles should be taxed more heavily
depends on various considerations. It might be argued that one is the rela-
tive importance of moving freight cheaply relatively to people, but where
joinl passenger and goods operations are common (as in West Africa) this
point loses its force. Relative taxation of buses and carc raises a number
of issues: whether the former is a less capital intensive means of trans-
porting people, what the disincentive effects are of imposing high taxes on
cars, what the distributional effects are and so on. We suspect that none
of these is easy to assess, especially when it is remembered that cars (for
these purposes) include a lot of taxis as well as private automobiles.

Finally, differential taxes can be used against heavy vehicles, as
in the licensing case. In fact, the point goes a bit further. If saome spares
(e.g., types) are readily attributable to one class of vehicle rather than
another, the differentiation can operate at this level as well as at that of
whole vehicles.

Such are the sorts of ways in which excise taxes, etc., can differen-
tiate between different types of vehicles, spare parts, etc. But it must be
understood that in many cases the major objectives may well be tied to pro-
tection policy, etc., rather than to a closer alignment of charges with the
incremental costs imposed on the road system.

It is convenient at this point to mention another subject which
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straddles the discussion of both vehicle licensing and custams and excise
duties. In the cese of advanced countries one can reasonably restrict one-
geif to motor vehicles, but where one has a vast array of other users fram
animals to bicycles to bullock carts, one has to look a little further. It

is probably simplest to rely on import duties for bicycles, though, as with
motor vehicles, the further import substitution goes the more will same form

of excise taxation be needed. The whole range of bullock carts, rickshaws

and so on is much more difficult. If one does decide to ignore them, it must
be for reasons of administration rather than logic. The case has been forcibly

made in India_/ that bullock carts do cause severe wear and tear on rural roads.

_/ cf. Report of Motor Vehicle Taxation Enguiry Committee (New Delhi
1950) and Report of Local Finance Enquiry Committee (New Delhi, 1951).

One estimate was that there were 40 million in the country as a whole and that
1t would be possible to collect something like 180m rupees p.a. in tax from

them in the form of license fees._/ Whether this is so or not, one must

_/ Local Finance Enquiry Committee, Qp. cit.

remember that the exclusion of such users from the tax base in underdeveloped
countries is (on a comparative basis) rather like saying that small cars and
trucks should not be taxed at all in more developed countries. It is exactly

parallel to the argument about applying Western scale direct tax rates at the
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same relative, rather than the same absolute, position in developing coun-

tries./

_/ cf. p......5upra

Congestion taxes, These must be judged a nonstarter in underdeveloped coun-

tries at present., As we have seen, _/ there 1s a great deal to be said for a

apter 2, pp. and Appendix A.
Chapt 2 d A dix A

congustion tax in major metropol ite: areas in advanced countries, whether viewed
as a means of correcting for externalities or as on~ o' rationing scarce road
space or simply as one of reducing the need to subsidiz.: public transport as

a whole from tax revenues. Even though there are many cities in underdeveloped
countries, especially capital cities, with crowded rouds, one can scarcely
envisage this sort of measure being put into effect at this stage. For one
thing, the congestion is much less purely due to mechanically propelled
vehicles -- humans, animuls, and non-mechanically propelled vehicles (e.g.,
bullock carts in India) all play their part. This immediately raises critical
questions of incame distribution if a tax is imposed. And as for administra-
tion, even western countries have so far shrunk from the effort involved in
such a system, although the indications are that the U.K. is slowly edging

towards it. So the day when TV cameras record car numbers in the streets of
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Delhi or Lagos is still same way off. The moral rather is that the experience
of western countries in allowing cities ﬁﬁ”be organized in such a way that a
good deal of commuting between home and work is necessary should be taken to
heart. Although such a development may seem innocuous at the stage when people
" cannot afford their own cars and have to walk, bicycle, or rely on mass transit
facilities, all experience shows that once commut ing-by-car becames a habit

it is very difficult to hold in check (let alone reverse) with the consequences,
familiar to all of us, of having to choose between peak-hour bottlenecks and
large-scale investments to relieve them. It is more important to prepare for
major innovations of the congestion tax kind before powerful political pres-
sures are built up against them. To this end, one would certainly like to

see parking charges in city centers levied on i more thoroughgoing basis than

has hitherto been the case.

Toll Roads., Although the Principle of toll roads is a very one old and
although it has been put into operation in a number of countries irn recent years
(e.g., Mexico end Japan), we have found little discussior or enthusian for it in
the countries investigated. There has been a somewhat hait-hearted =ndorse-

ment of the principle in India_/ and a rather fuller discussion in Kenya.

_/ Committee on Transport Policy, op. cit., pp. 71-2.

The Kenya Development Plan 1964/7C discussed in some detail the project for
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a toll road from Nairobi to Mombasa and outlined a plan (a) to obtain pro-
fessional advice on the collection of tolls, concessions to petrol stations
and hotels, etc., and (b) to keep an open mind about financing other road
projects in this way. The principle has also been endorsed in many other

cases,_/ but, usually, not very much has been done about it.

_/ See, e.g., J. R. Sargent, Report on Iransport fequirements in
ht of Econogic lopment in h Borpeo (Information Office,

Jesselton, North Borneo, 1960).

The obvious argument against tolls is that if one has a small densely
populated area, there will have to be a large number of entry and exit points
and this will make costs of collection prohibitive. This has always been
the position adopted in the U.K., for instance, where there are a number of
examples of tolls for bridges and tunnels but none for the new motorway system.
But it is clear that there are many developing countries where such conditions
do not hold. There are cases where roads joining major centers of population
generating a lot of traffic pass through intervening sparsely populated areas,
thus lending themselves to limited access; and, in general, one would expect
the labor costs involved in toll collection to be less important than in
Western countries -- though questions of staff corruption or dishonesty have
t0 be remembered. One can see the arguments, both theoretical and practical,
against Introducing tolls on roads which have been free to all kinds of

traffic from time immemorial. But circumstances change if wholly new roads
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are built or if there are major reconstructions. And if there is any hope

of attracting private capital into road construction on the basis of a share
in the toll proceeds, this is obviously of major importance. On balance, one
cannot help feeling that insufficient attention has been given to these

possibilities in same countries, and that the obstacles have been blown up

to larger than life size.

s P Charges

When, in addition to highway ownership, we have direct govermment
operation of freight or passenger services, we then have to look not only at
the costs of providing and maintaining the road surface, but also at those
of providing and maintaining the vehicles. The same general principles as
before must operate: roughly try to get prices in line with costs and be
extremely careful about incurring deficits. The latter point is more than
ever important here. First, there are always strong political pressures at
work in the case of municipal bus authorities or similar ventures to keep
prices down, even though costs may be rising substantially. Secondly, if
public transport authorities do run at a loss, this will make it difficult
for private competitors, current or potential, to make profits. This may,
therefore, mean that private capital is no longer attracted to this field,
thereby making it necessary for public authorities to extend the scope of
their operations, thus increasing still further the drain on general revenues.

It is convenient at this stage to refer to one other point. Although

the issue of flat rate fares in cities versus fares graduated according to
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distance has to be faced whether public or private operators run the transport
system, it has a slightly more direct character in the former case and s0 can
reasonably be dealt with now. London Transport has always maintained that

graduated fares enabled them to catch a number of passengers who would other-
wise have chosen to walk short distances. Against this, there is the obvious

disadvantage of the labor costs of collection._/ There are also other points

_/ Provided that political conditioﬁs are not such that dismissals

of redundant labor would be impossible anyway.

such as the relative importance of short and long journeys, the amount of
campetition over short distances from taxis, and the danger that flat rate
fares may encourage too much long distance commuting. Given the relative
plentitude of labor in the countries which concern us, one might have thought
that the London type of argument would prevail. On the other hand, the con-
trol of a graduated fare structure is camplex and it may well be easier to

adjust fares to meet general price rises if they are on a flat rate basis._/

_/ The Sierra Ieone Transpertation Survey mede this point (op. cit.,
p. 48).

lic s for Trans oses
Loans made by public authorities on a "non-commercial” basls clearly

have financial repercussions. We find two types of transactions which have
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been of importance. One is that of low interest rate loans to govermment
employees to buy cars, This was a well-known feature of many British colonies,

and Hawkins, / for instance, estimated that nearly ome-third of the capital

_/ Op. cit., p. Th.

expenditure on private cars in Uganda in 1957 was financed in this way -- a
much higher proportion than that financed by hire purchase. However, the
importance of this practice seems to have diminished sharply in recent years
and so it is not necessary to spend more time on it.

The second example is that of loans to private road transport under-

takings. Helleiner_/ records that large sums were lent for this purpose in

_/ Gerald K, Helleiner, Peasa ic e, Go a conogic

Growth in Nigeria (Irwin, Homewood, Illinois, 1966) p. 261.

Nigeria in the 1950's and also shows that same of these ventures were disas-

trous._/ Although loan policies of this sort are not likely to be of major

~/ Q. git., p. 26k,

importance relatively to total road charges and expenditures, they must clearly
be kept under firm conirol if they are not to negate other aspects of policy.

Ball Charges

The role of railways in the future will be dependent on changes in
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total demand for the various kinds of transport services and on competition
from other media -- roads for freight and to some extent passengers, pipe-
1ines for oil products, and alr for passengers. Given our arguments that
the restriction of road transport by licensing should be of a very limited
character, the most likely role for railways in future is one of shifting
heavy or bulky commodities over long distances; there will also be a role
for transporting commuters in large urban areas and, for a number of large
and/or poor countries, some long distance movement of passengers as well,
These are the sorts of things on which, as we saw in Chapter 3, railways are
likely to have camparative cost advantages.

We shall confine ourselves entirely to discussions of railway rate-
making. In principle, indirect taxes on railway inputs or output:z also enter
into the overall financial picture, but the principles at stake arc essentially
the same as those relating to roads and so we shall not say anything more
about them.

The major changes needed in freight tariffs will be to switch them
over to a cost basis, so that the relative rates quoted for particular cargoes
on particular routes will be more closely related to relative costs than here-
tofore. No one should underestimate the magnitude of this task. First, even
accepting the fact that same averaging between comodities, routec and times
of the year is inevitable, the ascertaimsent of cost variations is still a
ma jor task which cannot be accomplished in the course of a few months. Major
changes in tariff structures have been known to take years to come into effect

in Western countries, despite their much more adequate cupply of suitably
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trained technical personnel. Second, procedures for changes in rail freight
rates have often involved lengthy public procedures; these produce delays

and also bias the results -~ i1 that objections will always be made to increases
but never to decreases, Third, there are likely to be powerful arguments for
exceptions to cost rules. For instance, the East African rail tariff favors
Uganda by particular definition of mileage on particular routes. It is highly
ﬁnlikely that particular arrangements of this sort could be lightly abandoned,
even though there may well be same doubt about the precise results of such
arrangements and even though one can argue that in principle it is much better
to make transfer payments directly to particular regions or ethnic groups on
the grounds that one can thereby meet any incame distribution objective with-
out distorting the pattern of spending in the process. Despite these diffi-
culties, there can be little question that attempts to pnt rates on to a

basis which more adequately reflects cost variaticns by distance and by com-
modities (especially in relation to low-value, bulky goods) would reap many
benefits in the form of less need for rail capacity extension, less distor-

tion of producer choice of raw materials, less mal-location of plants, and

so on._/

_/ Cf. Carlin, op. cit., for detailed arguments in th> case of India.

As for passenger fares, it is often argued that passenger operations

are subsidized by freight operation at present._/ Once again, a common

_/ Cf, Hazlewood, gp. cit., p. 140. And for India see Report of
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Committee on Transport Poliev and Coordipatiop, op. gik., p. 316.

prescription is that fares should be re-arranged on a costs basis so as to
eliminate such cross-subsidization; but one has to be careful about this.
There are inherent limits to the variations one can make in passenger fares
and there must inevitably be a good deal of averaging between different days
of the week or different weeks of the year. Secondly, when the railway system
is, as in India, a means of mass transportation for the poorer sections of
the community, suggestions for major increases in fares are unlikely to be
very acceptable politically, despite the obvious disadvantages of tlie present
arrangements in encouraging excessive mobility.

But however much change one can engineer in the rates structures of
railways, the likelihood is that many of them will face deficits -- possibly
deficits on operating account, certainly deficits in respect of total out-
goings. This is partly due to the slow processes of changing fares, closing

down redundant stations, etc._/ It is partly due to the powerful political

_/ The scope for such changes is illustrated by Bonavia (ibid., p. 322)
who makes the point that the average distance between stations in India (five
miles) is related to bullock cart transport. An appropriate spacing for

motor transport would be 20-30 miles.

position held by railway administrations anxious to preserve as much as

possible of existing empires. Another point is that railways often have the
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worst of both worlds in labor matters: unions are strong enough to keep
pushing up wage rates and yet as public bodies railways may have to employ
more labor than they really need. The very real need to have same form or

other of common carrier for fréight and of standby service_/ for passengers,

_/ It can be argued that this is a service which should enter into
prices; but it is not easy to visualize this principle being translated into

practice (cf. Burton A. Weisbrod, "Collective-Consumption Services of Indi-
vidual-Consumption Goode," Quarterly Jourmal of Econamicg, August 196%).

especially in countries with road systems liable to became impassable in the
wet season, is another contributory factor. Finally, same of the indirect
devices, which, as we shall see later, are possible in the roads case (e.g.,
charges for the benefit of providing access) are not readily adaptable to
railways. vThus , the process of contraction (or at least very slow expansion)
of railway facilities is likely to mean financial deficits or particular
devices to avoid them, To take one example, Hazlewood argued in his study
of East African Railways that after adjusting to a cost-based tariff, and
allowing for subsidies in scme cases, some special restrictions on road oil

transport might still be needed to help out the railways. / The less one is

/ 9p. cit., p. 181.

willing to countenance the continuance or new imposition of road transport

licensing restrictions, the more one is likely to have to face such deficits.
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Bural Versus Urban Cherges ‘
An issue cammon to both rail and road is the level of charges imposed

on rural, relatively to urban, transport users. In the case of roads, the
standard of service provided is lower in rural areas, in that ashphalt foads
are much less common. Consequently there is more wear and tear per vehicle
mile, and rural roads are often unusable in the wet season. These effects
are reflected in such data as Nigerian Marketing Broad calculation of oper-
ating costs per ton (ashphalt roads 6.5d., gravel 6.0-7.5d4., dry-weather

roads 9.0-10.0d.);_/ and Hawkins / has estimated that costs per vehicle-mile

_/ United Nations Economic Cammission for African,I;gggpgz&_ﬁ:ghlggg
in Relation o Fconomic Develomment in West Africa (Addis Avaba, 1962), Ch. V.

_/ E. K. Hawkins, "Investment in Roads in Underdeveloped Countries,"

Qxford Bulletin of Statistics, November 1960, p. 367.

in East Africa differed by 3d. per vehicle-mile between hard and gravel ser-
vices. Furthermore, insofar as congestion costs are important, they are
much more relevant to urban than to rural areas.

On the other hand, it is a well-known feature of underdeveloped
countries that vehicle ownership tends to be largely concentrated in urban
areas. It can, therefore, be aruged that rural roads are not intensively

used and so cost of provision and maintenance per vehicle-mile (as distinct


http:9.O-10.Od
http:6.0-7.5d

4-36

from cost per mile) is greater than that of urban roads. So from one angle
there is a case for charging rural roads users relatively less, and fram
another relatively more than urban users. We do not pretend to know exactly
where the balance of this argument rests, but in reaching any decision there
is arother factor to consider. Large-scale population emigration from rural
to urban areas with consequential increases in unemployment, crime, and so

on has became a very serious issue in a number of countries in recent years ./

_/ Cf. Sir Arthur Lewis, "A Review of Economic Development," Americap

Econamic Review, May 1965, p. 12 ff, for detailed discussion.

So it may well be that, even though cne cannot be certain about the
present balance between road costs and charges, there is a case for being
generous in charges to rural transport users in order to discourage emigra-
tion fram rural areas to cities. The same general argument also applies to
rall charges.

Practical ways of implementing these ideas in the casv of roads are
not nearly as easy as in that of railways which can offer concessions on

agricultural procucts, tapering rates, etc._/ A congestion tax on urban

_/ With same reservetions about the precise end-result, cf. Hazlewood,

op. eit., Ch. IX,

traffic could easily te cambined with general reductions in license and gaso-

line charges, so as to benetit rural areas, but we have ruled the former out
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as a non-starter in the foreseeable future. Probably the most one can do on
the charges side is to make sure that charges such as those on property for
access value are only applied in towns; and perhaps to have same element of
differentiation in licenses and/or motor fuel prices, e.g., by keeping rates

of tax on diesel fuel lower than on gasoline and by having slightly / lower

_/ Tt would clearly be impracticable to make the differentials large.

tax rates on gasoline in up-country areas than in major cities or ports.

But, at the very least, the present pattern of fuel oil prices of much higher
levels up-country (see Chapter 3, Appendix B) needs té be looked at fram this
angle. The case for physical improvements to rural roads in width, alignment
and surface does not need elaboration in detail here.

However, one must not overdo this argument of favoring rural areas
by the mechanism of transport pricing. First, the influence on emigration
to cities may not be very great in practice. Second, it is preferable on
grounds of principle to raise incomes of rural areas directly rather than
help them by a process which may lead to overuse of transport facilities.

So our final conclusion must be that this is a game to play with same caution.

Jarget Rates of Return
One might ask about the relevance of target rates of return in con-
trolling public enterprise operations. This is a favorite device in same

countries, e.g., target rates of return on book capital have been set in

recent years for various public enterprises in the U,K. on the basis of
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principles set forth in a now famous official document,_/ It was laid down

Qbjectives (Cmnd, 3437, November 1967).

that over five yearly periods, revenues should be sufficient to cover all
costs (including interest, depreciation at replacement cost and contributions
towards capital expenditures and contingencies). In a mumber of cases this
obligation was expressed as a target rate of return (e.g., electricity 12.44%
gross or 6.7% net of historical depreciation; gas 10.2% gross or 6.5% net).
It may well be that it is useful to specify objectives in this way
to act as a spur to managerial efficiency of employee morale. But it must
be realized that if one specifies a pricing policy in detail (including such |
{tems as the contribution towards capital expenditure) and if investment
decisions are made in accordance with a specified discount rate, target rates
of return do not add anything to operating rules. They are simply another
way of expressing the same principles of policy in that if the basis for
pricing is given and the stock of capital determined, a rate of return on
that capital is implicit. Still less do target requirements, even when ful-
filled, guarantee that all costs will be covered. Dying enterprises can have
targets ("deficit not to be larger than ....") as well as new-born ones. We

must therefore conclude that such devices are in general an alternative,
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INDIRECT FINANCING

It is frequently argued that taxes or charges imposed directly on
users should be supplemented by other taxes or charges designed to catch
indirect beneficiaries fram public transport facilities. It is important
to make the distinction from the outscl between technological and pecuniary

externalities._/ Technological externalities arise when the provision of

_/ Cf. Tibor Scitovsky, "Two Concepts of External Economics,"
Journal of Political Ecopomy, April 1964, and Roland N, McKean, Efficiency
in Govermment Through Systems Analvsis, (Wiley, New York, 1958), Ch. 8, for

a thorough discussion.

public transport facilities affects the physical outputs other producers can
get from inputs or the satisfactions consumers of other products obtain from
their intake. An example would be when a new main road draws traffic away
fram neighboring streets thereby making them safer, quieter, etc. Pecuniary
externalities, on the other hand, are occasioned by shifts in factor or

goods prices and essentially represent transfers from one section of the
population to another rather than changes in output or output/input relations.
In the technological externality case, charges on indirect beneficiaries can
be thought of as a justifiable supplement to those on direct beneficiaries;

but in the pecuniary case they are primarily a substitute and can only be
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thought of as a supplement if for one reason or another charges on direct
beneficiaries are judged inadequate.

The type of charge, as well as the people charged, will tend to
differ from that found earlier. Whereas we were then involved in questions
of vehicle and fuel taxes, rail tariffs, and so on, we now have to consider
taxes on increments in land values and similar devices.

There are many historjcal examples of raising revenue in this
fashion. We single out the experience of Uruguay here for, even.though it
is not one of the countries studied in detail, this particular aspect of its

transport arrangements 1is extremely interesting._/ Ever since 1928 there

_/ See Pan-American Union, Farm to Market Roads in Latin Americs,
1964, for further details.

has been a system of feeding specific revenues into a "Permanent Fund for
Development and Farm to Market Roads." 1In recent years this has been

partly a tax on gasoline, partly one on tires ,‘and, what concerns us most
here, a tax on property benefitting fram road developments. This tax

(which provides about a third of the total revenue) is levied according to
the type of road and the distance of the land fram it so that, e.g., land
within 6 kilometers of the road pays a higher rate of tax than land 6-12 kms.
fram the road and so on. Annual rates, in fact, vary from 0.125% to 0.65%
of the appraised value of land depending on the two variables. It is reported
that yleld has been disappointingly low in recent years for a variety of
reasons -- partly low appraisal values for land and partly the complications
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which arise when a given piece of land is near to two or more road develop-
ments, the general principle being that there should not be any double
taxation. Nevertheless, it is an exceedingly interesting example of what
can be done in this field.

Our second example relates to irrigation, not roads, but illustrates
the prindiples all the same. Ever since early legislation in Mysore in 1888
there have been attempts in India to recoup some of the benefits from irri-
gation in the form of betterment charges. These have usually been partly
levied on the cultivator (say, according to the volume of water used) and
partly on the landlord (usually on the basis of differential capital values

of wet and dry land)._/ No one would claim that this system has worked

-/ Cf. Taxation Enquiry Cammittee (1953/4) (Govermment of India,

Delhi, 1955), Vol. III, Ch, VII; and also G.V.N. Reddy, "A Note on Pricing
in Irrigation Projects,” Indian Economic Review, August 1957.

flawlessly either at the assessment or collection stages, but it is another
illustration of what can be tried.

If one is to charge for public transport services in this way,
there are certain general principles to be followed. The first is that the
particular group of individuals benefitting from trensport provision and the
extent of their benefits must be readily identifiable, It must be recognized
that this is a tall order. To give an illustration, one musi Le able to
appraise the particular increment in capital value (due to, say, a neﬁ high-

way) of a particular piece of land, i.e., isolating this particular reason
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for capital increments fram all others. But even if this obstacle is
surmounted, there 1s a second. For clearly the charge levied should in
principle bear same discernible relation to the benefit obtained; otherwise,
there could be gross inequity between, say, neighboring landlords. This
immediately means that only taxes which bear a discernible relation to
specific benefits should not be considered as supplemental or alternative

means of finance in this context._/ For example, capital values of land

_/ If one subscribes to the principle of assigned revenues, one
can find a reason for tylng any tax proceeds to transport expenditure. We

shall deal with this point later. cf. p.....below.

will not be as good a tax base as increments in capital values, in that the
latter will be more closely related to transport improvements than the
former. Thirdly, it is likely, though not autamatic, that local, rather
than central, organization and control of such taxes is desirable. A better
appraisal of benefits and a greater willingness to pay for them are likely
to prevail in that case.

With these general principles in mind, let us now turn to same of
the gpecific suggestions one met in this field. First it is often argued
that roads provide access to property as well as a means of movement and
that not to charge for such a service would amount to under-taxation of a
wide class of beneficilaries. In general, this argument clearly has substance,

but the real problem is to obtain a convincing measure of the benet'its
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derived and a form of tax which is closely related to them., Property taxes
are often suggested, but the relationship between them -- whether they are
based on capital or rental value of property -- and benefits of the access
type is very distant. Furthermore, urban property taxes are in a sorry
state in many of our countries in that assessments are often inequitable

and out of date and collection arrangements leave much to be desired._/

_/ Cf. Ursula K, Hicks, lopment from Below (Clarendon Press,
Oxford, 1961) and also papers by Daniel M. Holland, Olive Oldman, and

Richard M. Bird in 1965 Proceedings of National Tax Associatjon (Harrisburg
1966).

" But it would be utopian to expect a great deal more from them at this stage.

Partly because property rights are often difficult to disentangle
and partly for administrative reasons rural property taxation is even more
primitive in character; and in any case, we have sajd that the access clement
of this might be remitted if we wanted to favor rural areas in our charging
system,

A particular form of indirect financing which might be considered
for urban areas is special taxation of business premises in central locations,
The argument is on these lines: the growth of businesses in city centers
means a greater need for mass commuting facilities. The direct way of
financing these would be to charge the useres and this would in turn react

back on employers through claims or compensating wage increases. But if
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there are political or institutional obstacles to such a course, an alterna-
tive would be to levy a special tax on tﬁe firms concerned. Obviously this
is an nth best solution. Given the state of property taxation in many cities,
it would be extremely difficult to avoid harsh discrimination between firms
if this were the basis of the extra tax. Perhaps a better way would be an
employment or payroll tax, but the connection between numbers employed, or
payrolls, and demands on mass transit facilities is far from uniform, quite
apart from collection problems with small enterprises. But even an nth best
solution is better than none at all, and so it may be a possible device to
have in reserve.

There are two further points. One is that it is very cammon to
give tax concessions to new enterprises. in developing countries usually in
the form of speciai depreciation allowances or of relief fram liability to
taxation of profit for a period of years. Samething might be done about
the costs of new roads which have to be provided to service such factories,
hotels, etc. One might, for instance, offer new enterprises an option:
elther the normal tax concessions together with the stipulation that they

provide the necessary road access links or if roads have to be publiely

provided, the size of the tax concessions should be pro tanto reduced. It
is extremely easy in making tax concessions to new enterprises to look only
at the gross benefits they create, forgetting that there may be a number of
costs imposed at other points in the econamy. So any system which forces
the authorities to consider such matters has much to be said for it.

The second is the use of local voluntary labor for roadbuilding.

If it can be demonstrated thmt the local benefits of such roadbuilding are



4-bs

tangible, then this form of "taxation" has a lot to be said for it, in that
there is a discernible relation between the two. It has, of course, been

used in many countries at many times, especially for rural roadbuilding._/

_/ Cf. Hawkins, op. ei}., p. 21, for the traditional system in Uganda

and p....supra in respect of Ethiopia.

Equally clearly it has its limitations: it may be difficult to provide any
necessary finance from local resources, labor may not be available at the
time of year best suited to road-building, one can get an earth road that
way but an ashphalt one is much more difficult, and exhortations to work
for such purposes rapidly run into diminishing returns. So it would be
inadvisable to rely too much on this mechanism.

We come now to taxes on increments in land values. There are a
number of closely related issues here. One is that in discussing the bene-
fits arising from new or improved roads one must not fall into the trap of
counting the same thing twice over or of failing to net our decreases fram

increases in land values. It is normally argued,_/ for instance, that it

_/ A, R, Prest and R. Turvey, op. cit., p.

would be double counting to include as a travel benefit the extra rents
received by owners of garages, restaurants, etc., on a road which is improved,

when time and cost savings to road users have already been estimated on a
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comprehensive basis, We can also argue that, if G,N,P. increases as a
result of, say, a new road connecting two hitherto isolated communities,
this reflects either extra spending gor extra factor rewards but not the
sum of the two, At the same time, it may well be the case that direct
user charges do not appropriate anything like all the benefits arising
from an improvement or new development, and that there is a substantial
rise in land values, This may be particularly so when a new railways line

or road opens up a hitherto remote area; _/ many would argue that in cases

_/ cf. G,K. Helleiner, op, cit,, Chapt, 4, for illustrations of
the effects of the rail 1link to the coast in opening up the Kano area of
Northern Nigeria in 1911-12; and the further effects of the recent railway

extension to Bornu,

of this kind this is a clear-cut gain, even if in other cases (e.g., road
improvement resulting in traffic diversion) there are decrements as well as

increments in land values. _/

_/ For further elaboration of many of these arguments see Highway
Research Board, Highway Research Record No, 20 - Highw inapneing (National

Research Council, 1963).

This immcdiately brings us face to face with all the arguments about

taxing capital»gains. First, there is the general issue whether capital
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gains of any kind should be taxed; second, the further issue whether capital
gains due to rises in land values should be taxed at a different rate to
others.

Most writers on public finance would now argue thet capital gains
(new of capital losses) are a form of income and so should not be outside
the income tax net altogether. On the other hand, there is still soﬁe
disagreement on whether normal income tax rates or concessionary rates
should apply to capital gains; and whether allowances should be made for
changes in the general level of prices or changes in interest rates, so
that only "pure" capital gains are subject to tax. There is a vast liter-

ature on the subject which it would be impossible even to summarize here._/

_/ See Alan R, Prest, Public Finance Theory and Practices, 3rd
Edition (London: Weidenfeld and Nicolson, 1967), Chapter 1k for a short

account,

It is sufficient for our present purposes simply to accept the view that
\
in principle there is a case for subjecting capital gains to taxation,
The second question is whether increments (or decrements) in lend

value should be taxed at a different rate to other capital gains, There is
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no obvious reason for saying that they should be tgxed at a lower rate,
Indeed, in developing countries where there is a high ratio of land value

to reproducible physical capital, such a proposition wouid be akin to
having Hamlet without the Prince., So where there is a general capital
gains tax in operation we should clearly expect this to set the minimum
Jevel of rates for taxing land value changes, On the other hand, it can
be argued that increments in land values should be taxed at higher rates
than other capital gains and, in particular, that there is a case for
taxing such increments even if there is no general capital gains tax at
all. A further extension of this argument is to say that increases In land
values due to transport improvements should be fixed at higher rates than
increases in land vaiues due to other causes.

Surely one must be cautious here especially on the latter point.
Specific connections beiween transport developments and land gains are not
always easy to establish, There are many other reasons for land gains; and
the direction of causation may indeed be reversed so that the rise in land
values precedes the transport improvement, €.g., an industrial development
raises land &alues and more roads have to be built as a consequence, SO a
capital gains tax system which is confined to one particular type of gain due
to one particular type of cause is likely to run into trouble. There may be
a stromger case for taxing land gains in general at higher rates than other
capital assets. Legislation to this end was passed in the U.K. in 1967, for

instance, _/ But the administration of such a tax is likely to be closely

_/ Roughly, increments in land capital value due to permission to
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develop are to be taxed at 4O percent (and probably 50 percent in a few
years' time) whilst the maximum rate for long-term capital gains of other

sorts is 30 percent).

dound up with the land use planning laws of a country and so it is not easy
to generalize about it. The final reflection must be that in countries

where the administration has found it difficult to cope with a general capital
gains tax -- and this after all is the position in most countries in the
world, not just those we are covering here -- the possibilities of isolating
particular types of gains and taxirg them at differential rates, are far

from bright. And in those countries where it is extremely difficult to pin
down land tenure and ownership and say how much of what belongs to whom --
and this is the case in many parts of Africa -- the difficulties are all the .

greater,

THE FINANCING OF DEFICITS

Justifiable Reasons for Deficits

Even after making the fullest use of the various deviees for direct
and indirect financing of public transport operatioms, it is likely that
there will be a number of cases where financial help is needed, One example
is that of the sparsely populated country with a low current level of
economic activity. Although one should not exaggerate the degree of indivi-
sibility in transport capacity -- ome can do quite a lot with one-way
operations and regular passing places on both road and rail -- one can see

that there are likely to be minimum structures technologically, especially
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with railways, which may still be too large for profitable operation at
the current level of traffic. Where there are very strong arguments for
helping oﬁt a particular part of a country for, say, political or distri-
butional reasons, even though there is no long term expectation of greater
usage, or where deficits are general in a country but there is long-term
expectation of greater usage, there is a respectable case for financial
assistance. There are clearly many examples of such situations in the less
densely populated countries of Africa,

The second common case is that of the unintentional deficit _/ where

_/ Cf. Chapter 2, p.

there has been an.unexpected fall in lemand or increase in costs so that the
system, or at least components of it, are working well below capacity. This
applies pre-eminently to the railways in many countries, The element of
subsidy needed will depend on a wide variety of factors, and not least the
degree of restriction placed on entry into the road industry, but it should
be viewed as a temporary measure to budge the gap, while sone process of
contraction gets underway, The outpayment necessary will depend on the
capital structure of the railway organization., If there are any equity
sharehclders, one can envisage an effective reduction in size of financial
liabilities to match the reduction in size of the real assets; but if there
are only bondholders, or if the equity element is very small the need for

public support in writing down financial obligations will be that much
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greater, In fact, the latter is much more likely than the former.

A third case is the second-best sort of situation, Thus it might be
argued that the optimum set of transport charges in urban areas would be
where, on the one hand, privately owned vehicles pay a congestion charge,

and investment in highways is in accord with tax receipts from this source,_/

_/ The precise relationship will depend on whether there are in-
creasing, decreasing or constant returns in highway expangion. See Oswald H,
Brownlee, "Optimal Expenditure for Highways," in International Institute of

Public Finance, Efficiency in Government Spending (Saarbrucken, 1967).

and, on the other, that mass transit should be made to stand on its own feet
without publiec subsidy. -But if there are institutional or administrative
reasons why one cannot levy this sort of congestion charge (e.g., costs of
collection), the next best policy may be collecting less revenue from

private road users, build fewer highways and subsidize mass transit. _/

_/ This is a major justificatior of the Victoria Line in London (ef.
C.D., Foster and M.,E. Bee~ley, "Estimating ithe Sucial Benefits of Constructing
an Underground Railway in London," Jourrnal of Royal Statistical Society,
Part I, 1963).

This is only a second-best policy in the sense that urban transport as a
whole will tend to be under-priced relatively to otiier goods and services

with consequential undesirable effects (too many resources drawn into it;
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over-encourageﬁent of suburban living etc.) but it may nevertheless be
the most feasible policy to pursue,

Finally, there is the case where the publ 'c transport system is
expanding rapidly but where it is difficult to raise éufficient additional
funds on the capitel markete, domestic or foreign, for institutional or

other reasons, _/ Although this is not deficit finance, as in the other

_/ A particular exanpie of such limitations is the gradual dis-
appearance of the Contractor Finance schemes popular in African countries
in recent years, FEssentially, these were a means of short~term borrowing
from contractors engaged in road works, the contractors in turn, arranging
external finance., Experience has shown, however, the difficulties of com-
trolling the standards of construction work in cases where contractors were

putting up the funds and so the system now seems to be on its way out.

cases, it will nevertheless be a call on government funds,

Such are the major reasons why deficits may be incurred even after
following any or all of the suggestions about direct and indirect financing,
We now have to explore two questions: one is the various ways in which fi-
nancial assistance may be given and the second is the repercussions on

government finances,

orms_of Financia sis e
The form best taken by financial assistance is to some extent dependent

on the reason for it. If it is judged that the interests of particular
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industries, regions or groups of individuals dictate a larger transport
network than is "commerically" viable, an appropriate solution would be

to pay grants or subsidies to these particular producers, regioms, etc,
and then let them pay the full cost of the transport service, Individuals
will then have a better idea of the /+lue " the concessions, particular
Ministries will have to shoulder the responsibility of locking after the

interests of particular industries and so on. _/

_/ E.g., as a European example, West Cermany has preferred to make

grants to enable people to move to West Berlin rather than subsize travel

costs (Bayliss, op, ¢it,, p. 123n.).

In cases when financial assistance is given directly to a public
enterprise, it can take a number of forms. It may, first of ¢ll, be in the
form of an outright grant or in the form of a loan, with or without interest
payments, Loans assistance may in turn be direct or in the form of a govern-
ment guarantee attached to the authority's own bond issue, There are some
cases where loans with interest are appropriate, e.g., where there is an
expectation of a temporary deficit with subsequent large surpluses or where
the finance is needed for extensiaons of capacity, By and large the case
for loans without interest rather than outright subsidies is likely to be

administrative convenience, effects on operating efficiency and so om, /

_/ Cf, Lyle C., Fitch and Associates, Urban Trapsportation and Public

Policy (Chandler, 1964), p. 212ff,
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If one settles on a subsidy, the remaining question is whether it
should be a lump sum amount per annum or whether it should be geared to
some particular type qf revenue or expenditure, For instance, in France
contributions are made to French railways on the basis of cme subsidy for
permament way expenses, another for pension funds and another as compensa-

tion for special losses, _/

_/ N.S. lespicht, op, cit,, p. 76.

Although there are some cases where subsidies can readily be tied to
particular actions or items of experuiturt (e.g., they may be made conditional
on scrapping plant and equipment when the purpose of the subsidy is to tide
over an enterprise until it can contract in size) one must be careful -- it
is 8o tempting for management not to exert itself but rather to manipulate
a deficit so that it all appears as part of the subsidized account, irrespec-
tive of whether it "really" belongs there or not, At the same time, if one
fixes a sum in advance to meet special responsibilities (such as is proposed

in the U.X. to help the railways keep open branch lines for social reasans),_/

_/ Cf. White Paper (Cmnd. 3057, op, cit,) and Railway Policy (Cmnd.

%39, op, cit,).

one still has to obtain a measure of the financial cost of such special res-

ponsibilities -- and a measure which does not rapidly get out of date, /

- It might be noted that in considering the relative subsidies to be made
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to different sorts of public transport, the argument in favor of an equal
absolute subsidy made by Fitch et al (op, cit,, pp. 161-67) seems to be
based on the assumption of a larger amount of subsidy in one case than the

other, This is surely invalid as a basis of comparison,

Repercussions on Government Finances

The last topic in this section is the repercussions of public enter- i
prise subsidies etc. on the general finance of government, The question is |
whether the finance should be found by raising more taxes, reducing other ex-
penditures or borrowing. In some cases, as when there is an international
loan or grant tied to a specific transport project, the query may not arise --
but let us leave that on one side, not because it is unimportant but because
it is clear-cut. In cases where choices have to be made many questions arise,
some of which can only be answered in the context of a particular country at
a particular time, e.g., whether aggrerate demard is insufficient or not.

But, there are some particular points o which we must spend a little time.

The first is the proposition that if one element of public transport has to

be subsidized, some other element in the transport sector must be taxed, e.g.,
it is sometimes argued that the net yield from road ete, taxes should be
sufficient to cover rail deficits or that mass transit should be subsidized

by taxes levied on private vehicle users. Unless ore holds the view that
public transport should be run as = self-balancing earmarked set of accounts :--
and we shall come to this shortly -- this seems fallacious, If there is a

cage for running a particular element of public transport at a loss, the

appropriate way of raising additional taxation (or cutting public expenditure)
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.to meet it is to ask which additional tax etc, will have the best effects
on the allocation of resources, the distribution of income and so on, In
some circumstances (e.g., if the aim is to slow down the rate of contrac-
tion of a railway system) it may make sense to subsidize railways and to
levy temporary additional taxes on roads, But as a general principle there
is no more reason why road users alone should subsidize rail users than
fish eaters alone should subsidize meat eaters,

The next subject is whether it is more appropriate for the government
4o borrow rather than tax to meet the costs of any subsidization., We argued

in Chapter 2 _/ that one reason for & deficit might be the installation of

_/ Chapter 2, p.

capacity benefitting a future generation and that, if so, financial arrange-
ments whicn throw the burden on & future generation, rather than on the

present one, would be appropriate. _/ There are two distinct sets of ways

_/ Presumably the accounting between the government and the public
enterprise would in this case also take the form of a loan from one to the

other.

in which it can be argued that debt-raising would fulfill this role better

than taxation. _/

Cf. C.S. Shoup, "Debt Financing and Future Generations," Ecopomic



b-57

Journal (December 1962); Ferguson, op, cit,; Buchanan, op, cit,; R. A.
Musgrave, American Economic Review (December 1965), p. 1228,

Ever since Ricardo, it has been argued that if the present generation
cuts capital formation more in response to a given levy in debt form than
to the same levy in tax form, a burden is thrown on future generatiomns; in
the sense that they inherit a smaller physical capital stock., The essence
of this reasoning is that any one individual may feel richer with a govern-
ment bond certificate plus a vague obligatiam to service the bond in the
future than with a tax receipt; so he will cut his consumption less in the
first case, therehby implying a larger cut in saving, than in the second
case, The second argument, or set of arguments, is much more recent. One
version is that in contrast to taxation, lending is an act of voluntary
exchange and so cannot involve any current burden, Hence the burden of
debt raised by one generation rests on future generations in the particular
sense that the hands of the latter are tied to the extent that to service or
repay this debt they have to pay more taxes than they otherwise would have
done. Another version is to put the emphasis on the overlapping of genera-
tions and to argue that in such cases public borrowing can be undertaken
without any final reduction in net worth to the first generation -- in that
any initial reduction in consumption may be compensated by a burden transfer
to the second generation during the period of overlap. Finally, *t must
be understood that both the long and the recently recognized mechanisms of
burden transfer can be operating simultaneously; they are in no sense

mutually exclusive,
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However, all these shifting arguments seem to envisage an active

" bond market in which government stock is freely bough’ by individuals.

When it is much more a question of financial intermediaries subscribing

+o bonds, and even then sometimes under duress, the relevance of some of

these arguments is not so clear, Furthermore, the assumptions comman to

all these discussions is that full employment of an economy, neither more

nor less, is assured so that no public stabilization policy is needed.

Although it can be argued that the Keynesian unemployment mechanism does

not operate in the same way in the underdeveloped countries of Africa as in

say the United States it is clear that these countries are all very familiar

today with other aspects of fluctuations in aggregate demand, One must

therefore conclude that the applicability of these arguments about shifting

burdens on to future generations is extremely limited in our present context.
Another question is whether central or local governments should provide

the necessary financial assistance to a public enterprise. The main point here

is straightforward: if the benefits from the subsidy are clearly identifiable

as local in character, there is a case for meeting the deficit from local re-

sources, _/ But very frequently benefits will be diffused through several or

_/ ©f. U.K. White Paper (Cnmd. 3057, op. cit,), p. 6.

many local authority areas. And whether they are or not, the principle of
meeting them from local finance may be an empty one if the system is that the
local authority only raises a small amount of funds by local taxation and
obtains the rest in the form of grants from the central government. There may

also be other disadvantages of a tactical nature in underdeveloped countries,
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Insofar as international aid is more likely to be forthcoming to help out
central rather than local imbalances, there will be a case for emphasizing
the former rather than the latter.

Much of our discussion of public transport subsidies has been based on
an implicit assumption which we must now question. Public enterprises are
usually financed entirely through fixed interest stocks and so there is n-
cushion to meet a fall in demand. But if it were possible to finance them
by an equity element as well as a bond element, there would be a cushion,

One particular suggestion here seems worth exploring. In evidence before the
Radcliffe Committee in the United Kingdom in the 1950s, Professor E, Victor

Morgan _/ suggested that the U.K. natioralized industries might issue stocks

_/ Committee on Working of the Monetary System (Cmd. 827, H.M.S.0.,
London, August 1959), p. 220.

on which dividends would be linked to sales rather than profits, subject to

a guaranteed minimum. Although holders of such stocks would not have voting
rights, they would at least have some hedge against inflation. No doubt this
particular suggestion must be tailored to fit the needs of individual countries,
(E.g., would it be better to 1ink dividends to volume or value of sales? If
the latter, would governments be tempted to cantrol prices of public enter-
prises so as to keep down dividends? And would there be a market of any size
for such stocks?) Buf it does at least seem worth rather more consideration

than it has received so far.
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TRANSPORT ACCOUNTING

When outlining the administrative framework lying behind our sugges-
tions on transport charging, etc., we promised to return to the subject of
Transport Accounting later. We shall now deal successively with the general
form that accounting should take, the arguments for and against earmarking of
transport revenues for transport expenditures and the pattern of grants for

transport purposes to local authorities.

ccounts

Whether the executive organization for transport is a section of a
govermment department or a separate public agency, it is necessary to set up
a form of accounts on commercial principles, distinguishing clearly between
current and capital transactions. If the common form of accounts for other
government departments is on a cash basis rather than on an accruals basis
and without any distinction between current and capital transactions, it may
be necessary for Parliamentary purposes to have an alternative classification
in such form. But there should be no question that the commercial form of
accounting is the one for operational purposes. There is plenty of scope for
variation between countries -- for instance, separate set . of accounts for
road, rail, air, water transport, etc., where necessary, differing assumptions
about depreciation, ete. -- but the general principle is clear.

The detailed form such accounts should take is more a matter for the
accountant than the economist but the sort of thing we.have in mind is the
pattern suggested same years ago for the U.K. govermnment trading departments

by Sir John Hicks._/ He suggested that there should be a trading account in

_/ J. R, Hicks, The Problem of Budgetary Reform (Oxford University
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Press, Oxford, 1948). It should be added that he took the view that roads
were a marginal case which could be accounted for on commercial principles

or on traditional ones,

which current incamings and outgoings plus depreciation were entered; a profit
and loss account with trading profits and subsidies (if any) on one side with
interest payments on the other; and finally a capital account which shows
depreciation provision (from the trading account) and surplus of profit (fram
the profit and loss accoumt) together with other incamings such as loans
proceeds while putting gross investment, debt repayment, increases in cash
balances, etc., together on the other side. No doubt, one can play variationms

on this theme, but it does exemplify the general principles.

Earmarking
The next question is the precise camposition of the items to be

entered on the receipts and outlay side of the accounts, and the relation
between them.

As the outlay side is simpler, let us deal with that first. One
needs to enter all the obvious items of curremt expenditure (wages, salaries,
materials, etc.) together with appropriate estimates of interest and depreci-
ation (the latter being on a replacement cost basis, as argued earlier) along
with capital expenditure. In addition, if one is to have a true and proper
picture of total relevant outlay, one needs to enter imputed expenditures in
respect of costs relating to roads, public expenditure in coping with road

accidents, the appropriate contribution to general revenue in respect of
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government "overhead" expenditure, etc.

On the receipts side, there are three possibilities: general approp-
riations from Ministry of Finance funds, allocations of transport revenues or
allocations of specific but non-transport revemues. Although there are many

historical examples of the last possibility, _/ the main justification for

_/ One is the 1888 system in the U.K. whereby some central revenues
(certain license receipts and a proportion of death duties) were allocated to
local authority purposes. Among the revenues was that: fram licenses issued
to sellers of alcohol and among the expenditures was technical educution. It
is reccrded that Sidney Webb, as chairman of the relevant committee of the
London County Council, managed to persuade his colleagues that econamics came
under the heading "technical” education and hence secured a grant which was a

major contribution towards the founding of the London School of Economics

(see Janet Beveridge, An Epic of Clarc Market, Bell, London, 1960, Ch. 11).

such arrangements is when there is need for some enduring statutory division
of ~unds, such ns that between a Central Govermment and state or local govern-
ments. Where political cohesion can only be satisfied by a formil attribution
of specific revenues to the constituent part: of a govermmental structure,
this device may be necessary. But, otherwise, the price to be paid in terms

of inflexibility does not seem worthwhile._/

_/ Cocoa subsidies in Trinidad are a good example, A system of

allocating certain revenues to the cocoa industry sturt.d in {the 1930's when
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the industry was very depressed. It continued to operate in a mechanical
fashion throughout the 1940's and well into the 1950's despite the camplete

change in cocoa farmers' fortunes over the period. Cf. A. R. Prest, A Figca]

Survey of the British Capibbean, H.M.S.0., London, 1957, p. 2k,

If we rule out assizmment of non-transport revenues, the choice then
lies between general appropriations and assigmment of transport revenues,
Given the general theme throughout this chapter and the preceding ones that
one should apply public enterprise principles to transport pricing, it would
seem much more appropriate to steer all the sorts of direct and indirect
charges we have discussed directly into the transport accounts. It is then
much more likely that the actions of those guiding these publiec transport
operations will be geared to the sorts of policy principles we have set forth
than if their revenues came to them second-hand, as it were. So this means
that in the case of roads one would include not only the obvious items like
gasoline taxes, vehicle licenses, etc.,, but also customs and excise duties
on vehicles, special charges (if any) for access to property or movements in
land value, charges for services to other government departments (e.g., military
vehicles should, when possible, be charged with road taxes, just like private
vehicles) and so on.

We now come to the precise relationship between the receipts and
outlay sides, This needs rather full discussion as it brings us to the heart
of the arguments about earmarking of receipts towards specific expenditures.

There are different senses in which the concept of earmarking can be interpreted,
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but we shall use it here to mean not only a state of affairs where specific
revemies are allocated to the finance of specific expenditures, but where
there is a relationship of equality between the two. In other words, we now
- want to ask whether it is appropriate that transport expenditures should be
exactly related to transport revenues. Such a quesiion is capable of various
interpretations: whether the rule should apply to each section or branch of
public transport, whether it should apply in each and every year, or over a
period of years,’and so on, We shall try to keep these various meanings in
mind as we proceed,

There are two very different sorts of arguments by which earmarking
of transport revenues for transport expenditures may be defended. The first

is exemplified by Buchanan / who argues that earmarking may, under certain

_/ James M. Buchanan, "The Econamics of Earmarked Taxes," Jowyrnal

of Political Econgny, December 1963.

conditions, be a better means for registering and implementing individual

preferences than general fund budgeting. Earmarking may be thought of as a
means of compartmentalizing fiscal decisions. And whereas by this means the
individual can (as in a freely opersting market economy) adjust the relative
quantities of the various publicly provided goods as he wishes, general fund
" budgeting is morebanalogous to a tie-in sale where the individual purchaser

does not have this same freedam.
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The second type of argument is exemplified by Lewis_/ who puts the

_/ Sir Arthur Lewis, Development Plapning (Allen & Unwin, London,
1966, pp. 128-9).

case for earmarking on the grﬁunds that taxpayers will be more amenable to
parting with their money in this case, e.g., if they can see a new road being
built and understand that the ro:d charges they are paying are being specifi-
cally allocated for this purpose, taxpayer campliance will be that much greater.
He is aware of the drawbacks to earmarking funds in this way, but argues that

- the gains outweigh the losses. This sort of argument is often extended by
saying that it is particularly at the local level that one may reap these
advantages.

Therefore, we have two kinds of arguments for earmarking transport
revenues for transport expenditures: one is that it is a better means of
registering individual preferences through the budgetary machinery and the
other is that it is a means of expanding the size of the public sector -- a
samewhat ill-matched pair of bedfellows!

The third type of argument is essentially political: that it is a
good thing to tie the hands of politicians by ensuring that a substantial
proportion of revenue is devoted to "good" ends so that the scope for "wasting"
it is reduced, One can sympathize with this view -- the most casual acquain-
tance with come govermments at some times is sufficient for that -- but at the

same time there are some very real snags about it. Who is to lay down the
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distinction between "good" and "bad" objects of spending, if one does not
trust the political leaders of a govermment to do it? And even if the dis-
tinction is §nce made, how can one really ensure that it is not evaded or
that 1t does not soon became obsolete? All in all, it would not seem that
this viewpoint can really command a lot of support.

Sco much for the arguments for earmarking, and their strengths and
weaknesses. The main argument against earmarking in the sense used here is
implicit in our previous discussion. We have argued that there are some
cases in which public transport should be run at a loss and same in which it
should make a surplus, for either allocative or distributional reasons. We
have also arsgued that although transport authorities should price their
products in =uch a way as to meke some contribution towards capital expendi-
ture fram surpluses on revenue account, recourse to borrowing is perfectly
sensible when there is a particularly heavy capital program to be met. So
even though one should accept the principle of allocating transport revenues
to a transport account, rather than to the general funds of govermment, the
further step of relating revenue to cxpenditure in a mechanical or precise
fashion does not seem justifiable. In some circumstances, it will be approp-
riate to credit u surplus to general govermment funds; in some to receive a
subsidy from them; and in others, to receive or repay loans.

Quite apart from this, there are some awkward problems of averaging.
One might reasonably argue for a separation of road and ruil. But at the other
extreme, is one to account for Oxford St. separately from Regent St. in London?

There is a real dilemma here. If one argues for a minute sub-division -- and
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this argument would presuumably apply to education, health, and a lot of other
things as well as transport -- one then ends up with a large number of separate
goverment funds and, in effect, no overall budget at all, And if one does

not have this minute division, one then may have lending and borrowing between
different segments of transport so that there is not necessarily any close
relation between individual preferences and actual expenditures, even over

an extended period of time._/

_/ An even worse situation is when one naminally has a lot of
separate funds but they are allowed to lend to one another, so that expendi-
ture out of one is not really regulated by revenue flowing into it. Some
experience with accounting in academic institutions suggests that this is

by no means an impossible outcame.

A further point is that those who argue for earmarking on the grounds
of preserving individual preferences may neglect a boamerang effect. Histori-
cally, transport expenditure has sametimes been a means by which govermments
extended their influence over the territories under their control. There

are both recent_/ and older_ / examples of this,

_/ New roads seem to have helped the Chinese in their suppression
of the Tibetan rising (cf. B. Grossman, "China's Transport Policy," in E, F.
Szezepanik (ed.), Econamic and Social Problems of the Fapr Ens (Hong Kong

University Press, 1962).
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_/ This was argued in respect of railway development in the nine-

teenth century in the United States, Canada, anrd Russia (Cambridge Econamic

History, op. clt., p. 250.

In view of all this, one must feel same reluctance in giving whole-

hearted support to earmarking despite the arguments often put forward in its

favor._/

_/ See, for instance, in addition to the general references above:

Gabriel J. Roth, A Self-Financing Road System (Institute of Economic Affairs,
London, 1966); C. Verburgh, Seuth African Trangportatjon Policy (Bureau of

Economic Research, University of Stellenbosch, South Africa); and M. R, Bonavia,

Memorandum in Committee on Trapsport Policy, op. cit. (p. 327). All these
are specifically in respect of road transport.

Particular point can be given to these general conclusions by the
example of Kenya. The system of operating a Road Fund fed, in part at any
rate, from earmarked funds was tried fram 1950 to 1963, but was then abandoned
on the grounds that it imposed too great an element of infliexibility on gov-

erment financial operations. Appendix F shows same of the details,

Local Authority Gramks

Grants fran the Central Govermment to local authorities can either

be of a general character related to yardsticks such as size of population,
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level of incané, percentage of unemployment, etc., or,alternatively, they
may be earmarked for specific expenditure such as roads, education, and so
on. There are many historical examples of grants being given or proposed

for transport purposes._/

_/ Uganda operated an earmarked system until 1962, but then abandoned
it on the grounds that the distribution of funds was too rigid and mechanistic.
(See Memorandum on Financial Relationghips, Appendix G. Report of Uganda
Constitutional Conference, Cmnd. 1523 (H.M.S.0., London, October 1961). See

also Report of Committee op Transpc,t Policy, op. cit., p. 67, for a proposal

in respect of rural market roads in India.

The meritc and demerits of earmarking (and the different forms of
earmarking) grants from central to local governments have been discussed for

many years _/ and it would be excessively tedious to recapitulate them in

_/ In the U.K., at least, even since the Report of the Roval Commis-
sion on Local Taxation, 1899-1901, (c9141 and C9142, H.M.S.0., London, 1901),

detail. The main points are the relative competence of central and local
bodies; the circumstances under which the central govermment may have a better
view of needs in a particular area than the local authority (e.g., where roeds
have to be part of a national network); the advantages of stimulating local

initiative and so on. It is hard to avoid the extremely vague conclusion that
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there must be same cases in which earmarking is fully justified, but that one

camnot say it should be allowed oart¢ blanche.

CONCLUSIONS

We have concentrated largely on the means of ful:’illing the twin
objectives of better price/cost aligmment and deficit minimization. It can
be argued that public emterprises should not just minimize def. 'cits, but
actually earn substantial surpluses to help finance general capital cumula-
tion; but it can also be said that there are same countries (e.g., Brazil)
which have been notoriously lax in transport charging but have nevertheless
grown at a fast rate. So it did not seem to us that growth arguments give a
clear lead on this point. Nor did we feel that incame distribution objecti.ves
could be given a primary role on a par with those of resource allocation.

There is a whole series of direct and indirect methods of charging
which may be used as appropriate. But it must be clearly understood that in
the present state of knowledge and with the present lack of technical personnel,
close alignment between prices and marginal costs is far fram easy. In the
. near future, all one can hope for in many cases is a rather better assoclation
between prices and average costs, but as time goes on one would certainly want
to move progressively closer to a system of marginal cost pricing. It is
recognized that there are same cases, whether intentional or unintentional,
where deficits may be justified. Although bottlenecks or excess demand would
enable surpluses to be made, it seems unlikely that cases of this sort will
outnumber the former. So this may well mean that some small overall degree of

subsidization from general funds 1s necessary.
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In addition to these main topics we have discussed the sorts of ways
in which subsidies should be applied and the implications of raising the
necessary finance fram public loans rather than taxes. We have also explored
some of the issues of transpert accounting. Finally, it should be remembered
that all these arguments were developed against a background of specific
assumptions about administrative arrangements of public enterprises, their
relationships to central govermment departments and so on.

What of the future? The first point which emerges fram our study
is how little is known about public transport. No one is more aware than
the authors of the limitations -- both in terms of scope and reliability --
of the data in Chapter 3 and its appendices. But a very large number of man-
hours was spent in making even this meager catch. So one cannot stress too
frequently or too loudly how much more we need to know about what happens at
present before we can pronounce with any great confidence on the past or under-
take detailed predictions about the future. And this in turn points to the
general need for specifying more fully the sort of data needed and to the
particular need for the training and employmemt of many more people capable
of making costing studies and the like. Appendix LC sets out the desirable
statistical information in same detail.

Even though the fog is pretty dense, one or two shapes can be dimly
perceived through it. One is the ways in which the experiences of under-
developed coumtries may well differ from those of developed countries: the
most obvious is the relative role of rail and road transport. As the under-
developed countries of today have never been as fully provided with railways

as the West, same of the problems experienced by the latter should be avoidable.
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If there is willingness to learn and to experiment, it may also be possible
to avoid some of the further camplications arising fram own-account transport
(e.g., the operation of minibuses by municipalities might provide a better
alternative to private cars than standard buses; the variants on standard
taxi-cab arrangements which one finds in cities as far apart as Istanbul and
Addis Ababa suggests that there is a real demand for such services). But the
phrase "willingness to learn and to experiment" must be emphasized. It is
no good having lessons from the West or, for that matter, their own past mis-
takes, staring people in the face if they are too slothful or too traditionally
minded to learn fram such lessons or to translate their learning into action.
And in view of same of the findings in Chapter 3, one cannot be wholly opti-
mistic on this score or be very sure about the likelihood of the acceptance
of the relatively modest proposals we have put forward.

It seems likely that underdeveloped countries are going to experience
(and, in fact, are already doing so) the pull to the towns which has charac-
terized many Western countries., We have suggested variouvs ways iu which trans-
port pricing could be devised to counteract this. But, assuming that it will
happen to some considerable extent, there are some obvious lessons to be
learned, such as joint consideration of transport networks and town planning
arrangements, the provision and cperation of mass transit arrangements, the
purchase of land for new highway construction well before it is commonly known
to be needed (to economize on cost), the development of short-cut procedures
for campulsory purchase (to economize on time and cost), and so on. All such

arguments reinforce the need, already stressed in this monograph, for the
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overall responsibility for transport matters resting with one Ministry above
rather than with a plurality. Without this, there is no hope of any rational
system of trénsport pricing and finance.

But perhaps the most important lesson of all is the irreversibility
of much govermment action in this field. Once the state has introduced sub-
sidies or imposed restrictions on transport operations which benefit particular
interests, they are extremely hard to put in reverse, let alone eliminate,
whether the interests concerned are private (e.g., concessionary fares) or
public (e.g., taking over private transport undertakings). It is easy to
forget that such arrangements soon become the natural order of things to the
administering bureaucrats as well as to the ostensible beneficiaries. So the
corollary mst be that theeconamist's basic plea always has to be for a good
dose of campetitive pricing principles; if he does not stand up and be counted

on their-behalf, no one else will.
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APPENDIX 4A: TRANSPORT REGULATION

Arguments for and against road licensing restrictions have recently

been fully discussed in the Geddes Committee Report in the United Kingdom /

_/ Ministry of Transport Report of e _on Carriers'

op, cit. See also The Transport of Freight ( Cmnd. 3470, op, cit,).

and what we now have to say is very much influenced by that report. There
are a number of economic arguments in favor of licensing in one form or
another. The first is that it may be a means of helping the railways in
the transitional period while they are adjusting their tariffs on to a cost

basis _/ or while they are being freed from various outworn statutory obli-

_/ E.G. the argument of'ten takes the form of saying that railway
costs over long distances are less than those by roads for goods traffic

but that tariffs frequently do not reflect this for historical reasons (cf.

Report of Madan Committee (Kenya), op, cit.).

gations. And, insofar as it is necessary to retain some of these shackles
indefinitely (e.g., an obligation to provide standby or emergency services)
it could be argued that there is a case for permanent and not just temporary
restriction of road vehicles, It seems reasonable to draw distinctions
between temporary and permenent restrictions and between existing anes and
new ones. If there already are restrictions, and if it will be some years

before railways can adjust their tariffs, there may be a case for retaining
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‘the restrictions, or for only loosening them slowly. If, on the other hand,
such restrictions are not already in being or if there are reasons why, even
in the long-run, one must expect the railways to operate at a loss in acccount~ -
ing terms, then surely the right policy is to face the deficit openly rather
than attempt to disguise it,

The second argument for restrictions is that they may reduce tax
avoidance and evasion -- that if vehicle operators have to apply for a
1icense for a truck to carry goods as well as for it to go on the road, this
will ensure greater compliance with the law, This is clearly a matter of tax
administration and so one must be hesitant in saying that it has no force
anywhere. But it hardly seems a strong enough argument on its own to warrant
the application of these procedures,

Another argument _/ is that if the supply of trucks available is

_/ Cf. Bonavia, loc ecit,, p. 32l.

limited by import controls ete. the abolition of licensing would simply mean
an excess demand for them., The logic of this is not entirely clear, If
there is a ready demand for the services provided by licensed trucks, one
is saying that those fortunate enough to get licenses can make high profits;
the abolition of the licensing procedure would mean that fortune smiles
instead on those who can get trucks -- not obviously a better, or worse,
group than the first.

There are many other arguments for licensing (e.g., the proposition

that there would be too many entries to the industry or too few exits from
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it, or both) but these are not germane to our particular interests here,
There are also many arguments against 1icensing which, altl.ough extremely
important (e.g., the powers of political patronage conferred thereby; and
the impediments to indigenous enterprise) do not concern us directly but
there are one or two which must be mentioned. One is the proposition,
which we have encountered before, that it is appropriate for road users to
subsidize rail users., It may be administratively convenient to organize
assistance to the railways this way but the economic tests for deciding the
source of a subsidy should be the usual ones of resource allocation, distri-
bution, ete., It may simply happen that restrictions on road transport which
reduce its supply, thereby increasing road charges and benefiting the rail-
ways, are a less harmful method of assistance than any other -- but this
would be a fortuitous result if it were so. And, in any case, this chain
of events is by no means a reliable one in that the major result of such
restrictions might be to help own-account operators rather than the railways.

Another point is that the government machinery in general, and hence
the tax machinery in particular, is not helped by laws which are too expensive
to administer in great detail and so are persistently flouted, We have seen
that this is very much the case in Ugande, though rather less so in Kenya,
with respect to passenger transport regulations, Disrespect for the law at
one point can very easily lead to disrespect at other and more important
points.

So by and large, one's conclusions must be that from our particular
point of view restrictive licensing does nct have a great deal to commend

1t. This does not mean that it should necessarily be abolished immediately
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everywhere but simply that the emphasis should be on relaxation where it
already exists and extreme caution about allowing such a Trojan Horse into
new territory. The precise form that restrictive licensing should take, if
it is judged necessary, is beyond our scope but it may be noted that there
is at least cne country in the world (The Lebanon) where licenses are aﬁctioned
to the higher bidder., Raising more public revenue by taxing surpluses in

this way is an excellent system which deserves to be copied in other countries,
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APPENDIX LB: KENYA ROAD FUND

In 1950 a Road Authority and Road Fund were set up with the following

principal function:_/

_/ Boad Authority Qrdinapce, 1950,

to formulate, and be responsible for the execution of, the

policy in relation to the planning classification, siting,

construction, reconstruction, .iescontinuance, diversion,

improvement, maintenance, and repair of all public roads.

It was provided that the Fund should be fed from statutory revenues
(most license and driving fees plus gasoline and diesel fuel revenues from

the consumption tax) _/ together with additional discretionary revenues as

_/ TI.e., the additional tax needed to bring the Kenya taxes up to

the common tariff level,

needed, Expenditure might be for recurrent or non-recurrent purposes and
might either be central government direct expenditures or central government
grants to local authorities.

| The detailed operations of the Road Fund can best be 1llustrated by
taking the data for a single year and subsequently relating this to trends
(see Table L-B-1).

It can be seen from the table that the statutory contribution was not

much more than half the total receipts in 1961-62., There is in fact little

‘evidence to show that road expenditure in Kenya has been closely related
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to statutory revenue: the nearest approach to this seems to have been the
jdea that statutory revenue should be more or less sufficient to support
current expenditures, but that, if it were a matter of less rather than
more, there should be a special contribution to énabl.e the Fund to balance
on its current account operations. In fact, the special contribution was
unusually small in 1961-62, being normally of the order of #200,000 a year
in the 1950s. It was always envisaged that nonrecurrent expenditure should
be met by Development Funds or similar allocatioms.

To put the 1961-62 figures in perspective, it might be added that
statutory revenue was 918,000 in 1954-55 and total revenue of all kinds
£1,838,000. By and large total expenditure was about the same as total
revenue in most years but with small surpluses and deficits from one year
to another,

The Road Fund was never responsible for all road expenditure in Kenya
as local authorities financed some from their own resources -- at a rate of
about £700,000 a year in the last 1950s and early 1960s, Nor has it ever
had responsibility for such items as policing the roads; and although it was
responsible for administration of contract or finance schemes, they are not
reflected in its accounts,

In 1963, the statutory contribution to the Road Fund was abolished on

the basis of recommendations by the I.B.R.D. Report, _/ and the Economy

_/ Op, cii., p. 186, "Because of the budgetary situation, arrange-
ments for meeting maintenance costs should be decided annually by the govern-
ment rather than by allocating receipts from specific taxes to the Road

Fund,"
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Table 4-B-1. Kenya Road Fund 1961-62

£000
Revenue Amount Expenditure Amount
Statutory Contributions 1821 Administration 651
Special Revenue Contribution 10 Maintenance: 1175
Development Fund Allocation 653 ~ Direct 530
Grants to
Other Development Finance 740 Local au-

thorities 645

TOTAL 3223
Non-Recurrent: 1097
Direct 700
Grants 397
Surplus 300
TOTAL 3223

Source: Road Authority, Apnual Reports.

Note: Other Development Finance includes extraordinary contributions
such as £350,000 from the International Bank and £120,000 from the U. K.
Government.,



L-81

Commission of 1962, Since that date, the Road Fund has continued to dis-
charge the same expenditure functions but its statutory contribution has
been replaced by a contribution from general revenue, allocated annually
in accordance with the overall budgetary situation. It has therefore lost
the particular fiscal significance which it enjoyed during the period from
1950 to 1963, But even for that period one must remember that statutory
revenue was only part of the total and that there were various types of

expenditure outside the ambit of the Fund.



4-82

APPENDIX L4C: GENERAL NOTE ON DESIRABLY STATISTICAL
INFORMATION ON TRANSPORT

It is taken for granted that it will be useful to obtain data an
the quantities of passengers and freight carried, on track and road
mileages, and also on the number and distribution by class of vehicles
used, Much of this data is available, at a fairly aggregated level, for
rail transport -- though not always .-adily accessible outside the countries
concerned, The main deficiencies in this type of information relate to
road transport, Definitions of roads and tracks are not standardized so
that road mileage data has to be treated with cauiion. The same applies
to road vehicle estimates where the data supplied by the licensing authori-
ties may not be reliable. Estimates of tonnages and ton-mileage classified
by commodity and geographical area are generally non-existent or seriously
deficient, The same holds for commodity classification of rail traffics
and of geographical rail flows,

However, such traffic and operating data is of supplementary rather
than primary use in this study. Of more direct relevance is financial data
relating to railways and roads.

Aggregated accounting data for railway operations is normally avail-
able in the published reports of the relevant authorities, though in a number
of instances the information was too compressed to be a great use for the
. present purpose. Ideally, the following types of financial information are
required:

(1) Gross receipts attributable to rail operations (in some

instances these are not distinguished in the awvailable
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published accounts from receipts attributable to ancillary
transport activities).

(2) Gross costs attributable to rail operations -- distinguish-
ing particularly depreciation charges, interest and debt
redemption charges and general administrative charges, Dis-
crepancies between actual depreciation charges and charges
calculated on a replacement cost basis should be obtainable,

So should subsidy or tax elements affecting costs,

(3) Flow of funds analysis -- indicating sources and uses of
finance over a period of time, and specifying borrewing
terms, especially if funds obtained externally.

The three categories of data described so far should for the most part
be obtainable without too much difficulty but this data alone is too aggre-
gated for pricing policy purposes.

(4) More detailed rail cost information is required. It is diffi-
cult to generalize as to the best method or degree of disaggre-
gation required though the most fruitful is likely to be
according to route, commodity, journey length and/or consignment
size. The information obtained in this way would be average cost
data, based upon the avoidability principle, with respect toa
specified time period., In many cases this cost figure will
diverge from the "direct" cost figure calculated by conventional
rajl costing techniques, Where the average cost estimate
diverges substantially from the marginal cost estimate thern |

the latter type of estimate should also be available,
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It can be safely stated that in most rail systems of the world, not

simply those in developing countries, such costing sophistication as implied

above does not exist; nor do the systems possess the quantity of skilled

personnel required to conduct this type of costing investigation. Neverthe-

less, there is some evidence -- for example, East African Railways and

Harbours -- of a slow movement towards an awareness of the importance of

more detailed costing; this could usefully be stimulated.

(5) Disaggregated rail revenue data on the same basis as the cost

data is required. In principle, this task is considerably
easier, Frequently the data is not available in the most

suitable form because the appropriate acccunting procedures
for the collection and processing of sales information have

not been established,

Financial data relating to roads, even at the aggregate level, is

not readily accessible, The followins items appear to the most urgently

necessary:

(1) Total annual revenues derived from road uses -- classified
according to level of government authority (data problems
being much greater below central government level) and accord-
ing to type of payment (license duties, vehicles, and parts
import duties, fuel duties),

(2) Total annual costs incurred in road provision -- classified

(3)

according to type of cost (maintenance, policing, administration,
capital expenditure),

Flow of funds analysis -- indicating sources and uses of finance
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over a period of time, and specifying borrowing terms,
especially if funds obtained externally,

As in the case of rail operations, more disaggregated cost
and revenue data is required and for the same reasons, In-
formation should be obtained on the variations in road user
charges per vehicle-mile for different types of vehicles
operating on different types of roads. Equally necessary,
but much harder to obtain, is average road costs per vehicle
mile on different types of route (with different gradients,
sub-soil and surface) and with different traffic densities.
Pioneer work in this field is being undertaken by the Road
Research Laboratory and some work has been done in the U.S.A.
(e.g., AS.S5.H.0, studies), There may be a strong case for
establishing within transport ministries a division to collect

this type of information,





