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How To Franchise Highways

By Gordon J. Fielding and Daniel B. Klein*

1. Introduction

Barcelona comimuters receive a monthly highway bill, without ever having stopped at a
tollbooth. Cars on the Autostrada, which connects Milan, Florence, Rome and Naples,
whiz past roadside electronic readers that automatically deduct credit from prepaid
smartcards which are similar to the copycards familiar to library users. Electronic toll
collection is now used on the Esterel-Cote d’ Azur; two toll-ring systems in Norway; the
Dallas North Tollway; the Oklahoma Turnpikes; and two facilities in New Orleans.
Reliability and accuracy rates run as high as 99.9 per cent. Unless there is successful labour
resistance, by the year 2000 electronic toll collection will be operating on every major toll
facility in the United States. Stopping at tollbooths will be obsolete for all but the
infrequent traveller.!

The advance in technology is accompanied by a shift in policy. The franchising of
highway services is now under way: California has four projects in progress; Virginia, one
project; and planning is in hand in many other states. Furthermore, the Intermodal Surface
Transportation Efficiency Act of 1991 will bring a tide of new projects, as it permits the
commingling of federal and private funds. Different approaches to franchising have been
used. This article investigates the alternatives and proposes aplan for highway franchising.

Although the policy shift is driven partly by fiscal constraints, technological advance
allows appreciable changes in the nature of highway services.? Conventional toll collec-
tion (manual or coin-operated) means stopping to pay, queuing delays, increased fuel
consumption and increased risk of accident. For the tolling authority, it involves
constructing tollbooths, hiring cashiers and cash handling, and increased road deteriora-
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1 For an excellent survey of tolling technologies, see Hau (1992) on electronic systems in use.

2 Although highway franchising is considered a revolutionary policy shift, during the nineteenth century
over 2,000 private toll-road companies operated in America; see Klein and Fielding (1992) and Klein (1990).
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tion (Hau, 1992). Manual toll collection can account for 15 to 19 per cent of toll revenues,
whereas the costs of collecting gasoline excise taxes are less than 1 per cent of tax receipts
(Gittings, 1987). High transaction costs have been cited in arguing against pricing on
highways. Most travellers consider highways to be a “public good”, paid for by excise
taxes on gasoline and related goods. Indeed, most highways in America, since the original
Federal Aid Highway Act of 1916 and especially after the 1956 Federal Interstate and
Defense Highway Act, have been built as unpriced public facilities. However, as
electronic toll collection is expected to reduce transaction costs, highway services can
now be viewed as an excludable, collective good — as excludable as a cinema or a golf
course.

Like a cinema or a golf course, a highway is congestible, but unlike them, a highway
does not face active competition. Many travellers cannot choose an alternative mode that
is time- and price-competitive to the same destination. Highway services are like the
provision of electricity, gas, water, telephone, or cable television. The appropriate
framework is the natural monopoly/public utility, because provision of highway services,
using electronic pricing, exhibits excludability, large fixed costs, declining unit costs,
recurring dealings, and “thereliance ofindividuals on agents ... for gathering information,
making decisions, negotiating contracts, [and] adjusting the terms of ongoing relation-
ships” (Goldberg, 1976). Technology has changed the landscape of applied economics.>

When highway services are understood as a case for monopoly franchising, it is
appropriate to ask what sort of franchise arrangement suits the case. Demsetz (1968)
suggests that desirable agreements might be achieved by competitive bidding for the
franchise contract, making subsequent regulation unnecessary. Williamson (1976) and
Goldberg (1976, 1977) respond to Demsetz by saying that the realities of uncertainty,
boundedrationality, and transaction costs dictate that extensive post-contractual monitor-
ing and negotiation accompany any franchise arrangement. Their central point is that
franchise bidding is not, in practice, distinct from supervision by a regulatory agency.

This paper does not evaluate the case for privatisation; rather we assume that highways
are going to be franchised and investigate the appropriate methods for doing so. Poole
(1988), Roth (1990), and Semmens (1987) argue for highway privatisation on the grounds
of lower costs, greater innovation, and better consumer orientation of the private sector,
the smaller distortion of user fees as compared to various forms of taxes, and the reduction
of politics and unionisation in the funding, staffing and operating of facilities.

We discuss the competitive approach, with its subtleties and pitfalls — as elaborated
by Williamson and Goldberg — while making use of the experiences of California and
Virginia. We are optimistic about competitive bidding for highway franchises, but
viability will depend on how the bidding is organised. We propose that, contrary to actual
practice in California and Virginia, the public sector should proceed as follows: (1)
identify and select the corridor; (2) define the project, by completing the preliminary
design; (3) clear the project with the many layers of government; (4) receive bids to
finalise the design, build and operate the facility; and (5) require that bids take the form
of a marginal-return schedule.

3

Even before electronic toll technologies, authors argued that highways could be made excludable at
reasonable costs; see Haritos (1974) and Vickrey (1963). For an opposing view, however, see Walters (1968).
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2. Toll Road Developments in the US

During the 1980s the number of vehicle miles driven increased by 31 per cent, but lane
miles of expressway and arterial streets increased by only 14 per cent, in the 39 largest US
urban areas (Downs, 1992). Although recent increases in gasoline taxes have raised
federal expenditure on roads to the level of the 1960s, there is not sufficient revenue for
both new construction and maintenance of the existing system. The fiscal constraints and
the arrival of electronic pricing are leading state governments to authorise tolling as a
means of expanding the highway system. California and Virginia provide the most
advanced examples of what appears to be a national trend, but each demonstrates the same
fundamental shortcoming: an absence of head-to-head competition.

California’s four private toll roads

Highway construction has not kept pace with increasing travel in California because of
environmental constraints and opposition to increasing gasoline taxes. The California
Department of Transportation (Caltrans) advocated privatisation as part of the solution,
and despite formidable opposition the legislature passed Assembly Bill 680 in 1989
authorising up to four franchise projects. Ownership — that is, tort liability — would
remain with the state, but the franchised private party would propose, design, assemble,
clear and construct the facility, and then operate it for 35 years (Cohen, 1991).

With the enabling legislation in place, Caltrans issued a Request for Proposalsto apre-
screened set of ten consortia. Each was free to propose any transport project in the state,
bearing in mind the broad criteria Caltrans had announced. Eight proposals were
submitted. Two consortia proposed extensions of Route 125 in San Diego Cournty, while
each of the other six proposed separate projects. In choosing among the eight proposals,
therefore, Caltrans was making comparisons between completely separate projects. There
was not head-to-head competition for each project (even on Route 125 the two proposals
were for different segments).

Of the eight, Caltrans had to choose four: it chose three in southern California and one
in Northern California. (The northern California project was not actually placed in the top
four on Caltrans’ point scale, but the enabling legislation required that at least one project
be located in northern California.) Only then, having placed the winners in a secure
position, did Caltrans begin negotiating the franchise agreements. Negotiations were
intense and frantic: “Typically there would be as many as tenlawyersrepresenting asingle
consortium, and sessions often lasted 20 hours per day in the last two weeks” (Gomez-
Ibafiez and Meyer, 1991). After three months of negotiation, all four agreements were
signed by January 1991.

The agreements specify the basic service options and mandate state design and
construction standards. They set base rate-of-return ceilings (from 17 to 21 per cent) and
leave toll rates completely unregulated. Incentive bonuses to increase vehicle occupancy,
throughput and other objectives allow the returns to exceed the base rate.

With the agreement in hand, each operator faces the gruelling task of completing the
project. Each needs to assemble the right-of-way, design the project, shepherd it through
the environmental review process, and construct it, all at a cost that will be remunerated
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by toll revenues. The most formidable obstacle is environmental review. Environmental
impact categories include takings and land use, neighbourhood consequences, visual
conditions, noise and vibration, ecosystems, endangered species, wetlands, air quality,
water resources, parklands, historic and archaeological sites, and hazardous waste, and
each categoryis divided into long-term, primary, and secondary impacts (ARTBA, 1991).
Franchise-holders must submit environmental impact statements to satisfy both the
California Environmental Quality Act and, if connecting with an interstate highway, the
National Environmental Protection Act. In addition to documenting adverse impacts they
must offer mitigation measures. Both review processes are undertaken subject to public
agency approval after numerous public hearings. Even after environmental statements are
approved, they are apt to be contested by suits challenging whether the operator and public
agencies have fully complied with the laws. Facing opposition from environmentalists
and slow-growth interests, the projects must run a lengthy, expensive and high-risk
gauntlet of public opinion and bureaucratic politics. By June 1992, only one of the projects
had made significant headway: the project to develop the median of an existing freeway
where the negative environmental effects are minor and the state had already completed
the preliminary environmental documents. For the other three projects the gauntlet still
has to be run.

Uncertainty hangs over a project until it obtains full approval. The uncertainty applies
to whether the project will survive, when it will be approved, its magnitude and its final
design. These uncertainties make ex ante franchise bidding less competitive and ex post
outcomes less efficient. The expenditures onroute assembly and environmental clearance
are especially significant because they are made in advance and sunk (Price Waterhouse,
1990). According to a report of the California Engineering Foundation (1990): “The
biggest obstacle to financing is the cost incurred between the start of a project and its
environmental clearance”.

Virginia’s toll road (Leesburg to Dulles Airport)

In contrast to California, the Virginia Highway Corporation Act of 1988 leaves the door
open to new private toll-road proposals. To obtain a franchise an applicant must obtain
approval from the state Transportation Board, local jurisdictions, and the State Corpora-
tion Commission which regulates utility corporations. Finally, the operator and the
Department of Transportation enter into a franchise contract that specifies standards,
inspection procedures and oversight. During these steps, the applicant would work on
environmental review and route assembly.

Intending to build a 14-mile highway between Dulles Airport and Leesburg, the Toll
Road Corporation of Virginia began the process in March 1989. After arguments with
several state agencies and the airport authority, it emerged two years later with its
franchise. The environmental and local opposition were not severe. Fromits inception, the
Toll Road Corporation has enjoyed support from citizens and local governments. The
Corporation gained the support of local residents by an outgoing strategy of “aggressive
compliance”. The State Corporation Commission will regulate the project like a utility,
approving toll rates and aiming at fixed rates of return.
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The Virginia model involves ongoing regulatory control. This can entail excessive use
of resources in producing and operating the service (“‘gold plating”), inefficient labour
contracts, inflexible pricing strategies, and political influence (Goldberg, 1976). Also, the
Virginia model precludes competition for a particular project.

Other states and ISTEA

Besides California and Virginia, enabling legislation has been passed in Arizona, Florida,
Texas and Puerto Rico. Arrangements in these states resemble those in California and
Virginia. Enabling legislation and specific projects are being introduced in Colorado,
Georgia, Illinois, Minnesota, Missouri, Nevada, North Carolina and Ohio. .

Private toll roads will proliferate under the Intermodal Surface Transportation Effi-
ciency Act of 1991 (ISTEA). Robert Poole (1992) of the Reason Foundation says that
ISTEA “contains the most sweeping privatisation provisions ever enacted by Congress”.
Since 1916 federal policy has forbidden federal funding of toll roads, although Congress
has made exceptions. ISTEA reverses that policy and even permits the use of federal funds
on private facilities. For highway projects the federal share may be as high as 50 per cent
of the costs (for tunnels and bridges, 80 per cent). ISTEA sheds the old requirement that
federal funds be repaid if a highway is privatised; it permits tolling to be retained after the
debtisretired; and it allows federal rights of way to be used for tolled expansion of existing
highways. These provisions represent a major policy shift. America is entering a new era
of highway management where franchised operators take responsibility for projects. The
pioneering states have rushed through plans shaped by immediate political circumstances,
and other states are following their lead. The question of how highways should be
franchised has never been carefully examined.

3. Demsetz and His Critics

Where scale economies exist, a natural monopoly may emerge and enjoy monopoly power
in the absence of regulation. In the simplest case the monopolist supplier chooses the
price-quantity combination where marginal revenue equals marginal costs — yielding
combination (P,, Q,) in Figure 1. To prevent such an exploitative outcome, one view is
that the service should either be operated by the government or franchised to a private
operator and regulated by a public agency that approves prices based on rate of return.

With an ever-sceptical eye towards government, Demsetz proposed that, instead of
regulation, the government should conduct a competition in which private contestants bid
for the right to be the monopoly. A bid would take the form of the price that the contestant
would charge users. The bid promising the lowest price would win the franchise. In a
certain world where contestants had identical cost functions and knowledge of demand,
the winning bid would be P,, and the operator would just break even. Regulation would
be superfluous; the government would only need to enforce the contract thatemerged from
the bidding competition.

Demsetz’s audacious proposal provoked several responses. Telser (1971) pointed out
that Demsetz had not found an optimal solution, since first-best optimality would entail
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