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ABSTRACT 

 
Globalisation and liberalisation have together brought to the fore a certain class

of problems that can be grouped under the general rubric of governance issues. These
issues consist of defining or, where such definitions are hard to arrive at, of obtaining a
broad consensus on the rules of the game. The objective is to obtain a written or
unwritten code of ethics and conduct aimed at protecting in an equitable and just
manner the interests of all interested parties.  However, this has not been easy and has
been even harder in the transport sector. Possibly, the most important reason for this is
that over the years transport has acquired attributes of a public good in all countries.
This has made the task of good governance even more difficult as Governments have to
cope with efficiency and equity issues with tools that are not always up to the task. An
important element of good governance in transport is the adoption of sustainable
pricing policies. It is possible to do so by getting away from the current non-dynamic
pricing systems and using techniques of network pricing that consider pricing the
networks as a whole rather than every two points within them separately, which could
allow a more sensible method of cross-subsidisation to deal with efficiency and equity
issues. 

 
I.   GOVERNANCE ISSUES IN TRANSPORT 

 
A.   The process of consolidation 

 
 The terms globalisation and liberalisation are generally used with reference to the 
financial and product markets. However, almost un-noticed and unsung, there has been 
similar trend in the transport industry. Be it aviation or surface transport, there has been a 
creeping movement towards liberalisation and globalisation. This is not entirely surprising 
because all over the world, major industries have been undergoing structural changes as a 
result of domestic market developments, globalisation, and fiscal crises. 
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At its core, the process has been driven by the enormous integration of financial 
markets since the 1980s. As financial markets have integrated, ever-increasing volumes of 
investible funds have become available across borders. However, at the same time, because 
of the increase in competition amongst fund managers world wide, two other developments 
have taken place. One is the narrowing of rates of return. This has followed as a natural 
obverse to the swelling of volumes and increased competition. The other, consequently, is the 
demand from investors for greater transparency and information about the activities of firms, 
especially in respect to pricing and financing.  
 

In current parlance, this has meant a greater demand for “good governance”, a term 
that encompasses many meanings but which, in the main, refers to transparency and best 
practice. This demand has grown because until the end of the 1980s, which is when the 
process of unbundling gained momentum, it was the practice of large firms to indulge in a lot 
of hidden cross-subsidisation from the profit-making divisions to the loss-making ones. This 
made it difficult for investors to gauge actual risk, as opposed to perceived risk. Often, the 
latter seemed lower than the former actually was. Two features were often implicit in the 
earlier practice. One, as already mentioned was cross-subsidisation of prices between 
products and even firms owned by the same holding company; the other was cross-financing 
between firms owned by the same holding company without much regard to firm level return 
as long as the holding company’s shareholders were satisfied with the returns they were 
getting.  
 

However, investors have increasingly refused to countenance these practices of cross-
subsidisation and cross financing. At the same time, their insistence on better accounting 
norms has exposed vulnerabilities of the loss-making businesses within firms. By making 
adequate capitalisation contingent on these loss-making businesses being either shut down or 
sold off, the investors have succeeded in undoing the above mentioned practices that had 
become the norm until the mid-1970s. Faced with an additional compulsion of increased 
competition due to globalisation and liberalisation of national economies, business firms 
discovered a new process to survive in the changed situation. Thus, the last two decades have 
seen a process of consolidation. Large firms have merged to create even larger multinational 
corporations. These have then proceeded to buy smaller firms. The world’s transport systems 
have not been an exception to this trend. But they have been slow in responding to these 
changes.  
 

B.   Striking a balance between equity and efficiency 
 

Globalisation and liberalisation have together brought to the fore a certain class of 
problems that can be grouped under the general rubric of governance issues. These issues 
consist of defining or, where such definitions are hard to arrive at, of obtaining a broad 
consensus on the rules of the game. The objective is to obtain a written or unwritten code of 
ethics and conduct aimed at protecting in an equitable and just manner the interests of all 
interested parties.  However, this has not been easy and even harder in the transport sector. 
Possibly, the most important reason for this is that transport has, over the years, acquired 
aspects of a public good in all countries without exception.  
 

At the root of it, the problem consists of the fact that the provision of transport 
involves costs that need to be reflected in the prices charged for it. But this is easier said than 
done. The consequence is a thorny problem of political economy, especially in developing 
countries that have to strike a fine but dynamic balance between efficiency and equity. The 
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pricing problem in infrastructure generally, and of transport in particular, has to be viewed in 
this overall context. Emphasizing efficiency may mean exclusion of a large number of people 
with serious welfare implications for them. On the other hand, maximising social equity 
requires society to agree to redistributive policies that can be undertaken only at the expense 
of growth. The degree of agreement on the policies, however, tends to vary inversely with the 
degree of plurality of the political system.  
 

In consequence, some main issues in governance of the transport sector arise from 
political economy issues. This happens regardless of whether a country is developed or 
developing. People cannot be excluded from consuming transport because they cannot afford 
it. This holds true everywhere, which means that the eventual responsibility to arrange 
relative prices in a manner that is fair to all falls on the government’s shoulders. This, indeed, 
lies at the heart of the governance issue in transport. A key characteristic of investment in 
infrastructure gnerally and transport particularly is the fact it has been financed by taxes, not 
risk capital, whether debt or equity. This has had a critical bearing on the policies that drive 
the pricing of infrastructure services. The absence of risk capital has meant that issues 
concerning pricing and returns have never occupied the centre stage of public policy.     
 

In purely financial terms this boils down to deciding whether costs should be fully 
reflected at all levels of the service or only partially; and if the latter, how to fund the gaps. 
Inevitably, when defined in this manner, the principal component of the debate reduces itself 
to a single, albeit complex, issue: the pricing of transport services and the rules that should 
govern it. Globalisation and the consequent immensity of flows of capital accompanied by 
labour displacing technologies that induce greater uncertainties about citizens future incomes 
against which they might plausibly seek insurance, has made the problem even more 
complex. In a system characterised by universal franchise, the importance of this cannot be 
overlooked, even when the provision of infrastructure services are in the hands of private 
providers. No better example of this can be found than in the difficulties that California is 
having with its power markets where the regulators have had to struggle to balance equity 
and efficiency, with predictably sub-optimal economic outcomes. 
 

It is true that, in general, there is a positive and statistically significant correlation 
between democracy, open capital flows and redistributive social policies. But it seems 
permissible to wonder if there isn’t some confusion between cause and effect, especially in 
the context of mass poverty. It is surely no coincidence that the least financially open 
countries also happen to be the poorest ones, namely Bangladesh, India and Pakistan. In 
India, for instance, greater financial openness and as a result, greater economic efficiency 
through labour displacing technologies could create major social upheavals that the 
democratic process would have to take into account.  
 

But as they struggle to manage the politics of pricing, not just of transport of course, 
but of all such goods and services that have a public good aspect to them, how can 
governments get the economic effects of politics right? After all, two types of dangers are 
ever present: the deadweight costs of the bureaucracy charged with administering the task of 
redistribution and the chance that, as incomes from investment are arbitrarily re-allocated via 
the price mechanism, investment will be insufficient on account of insecure property rights. 
This, certainly, has been the Indian experience. Indeed, often, the 'more' democracy you have 
in a country with a very large number poor people, the higher the need for re-distribution and, 
therefore, the higher the incidence of both types of costs mentioned above. This, too, has 
been the Indian experience.   
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C.   The new public goods 
 

Is there a way of reducing these deadweight costs of the bureaucracy and insecure 
property rights? This is the million-dollar question to which there cannot, obviously, be any 
categorically clear answer unless society as a whole agrees to exclude a large number of 
people from the consumption basket. However, such exclusion could have serious welfare 
implications, increase poverty in the short term and, therefore, perversely, it would also 
increase the need for redistributive policies as well. And this seems to be universally true, as 
the experience of California after the recent power crisis has shown.  There, the retail prices 
of electricity were left unchanged while the wholesale prices were freed up. The result was a 
huge gap between revenues and expenditure of the utilities. In the event, the courts recently 
ruled that retail prices would have to be set low enough as to allow everyone to be able to buy 
electricity. In other words, electricity in California has become a quasi-public good.    
 

The complexity does not end here. It goes on to eddy into the second stage where the 
important policy question is to determine the extent to which pricing strategies can be used 
for improving the distribution of income through extensive cross-subsidisation. The 
experience of India suggests that although pricing can indeed be used to achieve greater 
equity, it is also very easy to err on the side of excessive cross-subsidisation. Issues of 
regional balance and spatial equity become critically important in this respect. In fact, with 
the adoption of policies that allow markets to allocate investment there is always a tendency 
for better-endowed regions to attract more than their “fair” share of investment. Regions with 
superior infrastructure, including transport infrastructure, thus begin to grow faster than the 
regions where infrastructure services are poor. The contrast between regions, in the case of 
transport, can be especially stark. In the light of all of this, the critical governance issue is, 
what shape should transport pricing be expected to take and how can efficiency and 
sustainability be ensured. There are no easy or universally applicable answers.  
 

There is also the general question of subsidies. Thus, if a subsidy is deemed to be 
appropriate, should it come to the infrastructure, or to the service provider, or to both? There 
is obviously no unambiguous answer to this question. The criterion to be kept in mind is 
''targeting". If investment in infrastructure is consistent with the interests of what is perceived 
to be the target group, then it may warrant a subsidy, either in the form of subsidised capital 
or an operating subsidy to cater to recurring cash outlays. However, if the target group is only 
a subset of the people using a particular infrastructure facility, then subsidising the entire 
infrastructure will entail a leakage and the extent of leakage and the mechanisms in place to 
control it will be key considerations in any private investor's calculations.  
 

This is so because he would be reluctant to buy into an operation, which cannot 
guarantee the tight control of subsidies flowing to specific groups of users. If there are 
arbitrage opportunities for the subsidies, as demonstrated in the case of Indian Railways, the 
revenue potential from the operation is diluted, thus making it that much less attractive. This 
set of issues leads to somewhat more detailed requirements of the kind of organisational 
structure, which one would need to attract private funds. The specific designs of the 
organisation, for example, whether it integrates infrastructure with services, are best left to 
the needs of the particular sector and activity. However, the ability to transparently account 
for subsidies and ensure that they flow only to the target groups and to obtain due 
compensation from the government for providing these services is also a key attribute of a 
successful organisation in the transport sector. 
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D.   The need for an alternative approach to pricing transport as a public good 
 

The problem of pricing and in its economic manifestations becomes worse in 
countries with large numbers of poor who are also able to vote under a system of universal 
adult franchise. There the extent of cross-subsidisation tends to be very high and can even 
reach unsustainable proportions if governance is poor. In India, for instance, about a quarter 
of the output of industries that produce infrastructure services such as transport and power are 
allowed to be stolen or given away virtually free as a matter of policy. In the State of Punjab, 
for instance, electricity is supplied free to farmers (who then allow electric arc furnace mini 
steel plants to be set up on their land!) An important element of good governance therefore is 
the adoption of sustainable pricing policies, which can cover the costs or at least allow a more 
sensible level of cross-subsidisation.  

 

II.   THE ROLE OF THE STATE 
 

A.   Mitigating the risks 
 

An explicit recognition of the fact that transport services have acquired features of 
public goods and the fact that this has enhanced risk leads to the conclusion that, for the time 
being at least, excessive reliance on private capital may well be misplaced. It would be useful 
to recognise that in the foreseeable future private finance in fixed infrastructure will play only 
a limited role. This, in turn, means that the State will have to resume its efforts in financing 
the bulk of investment, at least in fixed infrastructure. This is because there is as yet no 
effective way of mitigating the risks in fixed infrastructure. Only the State is in a position to 
discount these risks by building in considerations of non-financial returns associated with the 
positive externalities (such as induced development, improved access and so on) that accrue 
to the economy as a whole, rather than to only the firm or group of firms, from investment in 
infrastructure. However, it is advisable that it remains a sleeping partner who provides non-
management support to firms that invest in infrastructure services. India has begun to 
experiment with this by offering different levels of equity limits for government participation. 
The levels vary from 26 to 49 per cent which effectively makes Government the sleeping 
partner but, at the same time, enables it to provide administrative and other services, 
including land acquisition on concessional terms.  

 

 B.   Formulating sustainable pricing policies 
 
In most markets prices have two main functions: to ration and allocate the use of 

resources between the production of different products; and to finance such production. In 
transport, however, the performance of these functions is subject to three major 
complications: 
 

• The separation of responsibility for infrastructure from service provision; 

• The pursuit of multiple objectives, particularly in public transport policy;  

• The separation of infrastructure financing from charging.  
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Infrastructure clearly refers to the physical facilities used to provide transport that are 
fixed in the ground, such as roads, railway lines, signalling, harbours, airports and so on. It is 
very easy to provide examples of this. The road network is the infrastructure component of 
the road transport system, the rail track is the infrastructure component of the rail transport 
system, airports play that role for the aviation sector and so on. On the other hand, the bus 
and truck operators are the service providers on the road network, the rolling stock operators 
perform that function on the railway lines and the aircraft operators do so in aviation.  
 

Transport infrastructure is characterised by high fixed costs and low variable costs. To 
put it simply, most of the cost of creating the infrastructure is incurred before it can even be 
put to use. Once it is in operation, the cost is incurred whether it is used or not. There is a cost 
element that is correlated with the level of usage, such as maintenance, but it is typically a 
small fraction of the total. 
 

The service, on the other hand, has a higher proportion of variable costs, those related 
to the level of usage. There are fixed costs in this component as well; the buses, locomotives 
or aircraft have to be paid for and maintained, and so on. However, the fact that these assets 
are not fixed in space like infrastructure enormously reduces the burden of fixed costs when 
the equipment is not being fully utilised.  
  
 The standard prescription for setting price at marginal cost to achieve economic 
efficiency does not have much relevance in pricing of transport infrastructure and services 
and other technology services (for example, information technology) that have very large 
fixed costs and relatively low variable costs. In these contexts, the appropriate guiding 
principle could be that the marginal willingness to pay should be equal to or greater than 
marginal cost. This condition for efficiency can be approximated by using differential 
pricing, which is common in the airlines and telecommunications industries in many 
countries. 
 

It is possible to introduce differential pricing in the transport sector by getting away 
from non-dynamic pricing systems and using techniques of network pricing that allows a 
more sensible method of minimising cross-subsidisation. If transport services are to be 
provided to a large number of diverse users of varied affordability, and costs are to be 
covered or subsidies minimized, it is very likely that differential pricing would be necessary. 
Basically, this would involve pricing the networks as a whole rather than every two points 
within them separately. This would make pricing more sustainable in fiscal terms.  That is, 
prices could be close to marginal costs and should be either greater than or equal to it.  
Because of this, the process necessarily has to be a dynamic one, dependent on traffic loads at 
any given point in time. 
 

C.   Striking a fine balance 
 

The right policy to follow, therefore, is for the State to continue to play the leading 
role in investment in fixed infrastructure while making it easier for the private sector to invest 
in moveable assets. Thus, the State should continue to build roads, ports, airports, rail lines, 
and so on.  and must accelerate its efforts in these sectors. Simultaneously, it must encourage 
private investment in moveable infrastructure assets through a right policy mix of 
competition and tax breaks. Regulatory aspects become important in this context with a view 
to reconciling private participation in the sector with some social objectives. An essential 
element of an effective regulatory framework for transport infrastructure and services is to 
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place the responsibility of regulation in an agency with the required independence, autonomy, 
expertise and accountability. This ought to minimise, if not eliminate, an excess of 
subsidisation of certain classes of users. 

 
Ideal regulatory institutions cannot be created instantly, and the reform programme 

should anticipate and encourage improvements in regulatory capabilities and experience over 
time.  Regulatory agencies may do best by starting to work with simple regulatory rules and 
procedures and refining them as they gain more information and experience. In the end, a 
delicate balance must be struck between elaborating a complete regulatory framework at the 
outset, and allowing regulatory rules and procedures to evolve in response to the development 
and performance of the sectors subject to regulation and growth in the experience and 
capabilities of the regulators. There is a trade-off between rigid regulatory rules and 
procedures and regulatory discretion and flexibility. Going too far toward either extreme is 
not likely to yield regulatory dividends. 
 

A related problem in the development of long-term finance for infrastructure is tax 
treatment of assets. By making a distinction between fixed assets and moveable assets, tax 
benefits are available only for the former. This distinction is not entirely valid because of the 
order of investments required even for moveable assets. There is a need for a more flexible 
view, perhaps using the unit cost of acquisition as a criterion.  
 

Another policy issue for consideration is that, given the magnitude of investments 
required in fixed infrastructure like roads, ports, airports etc, whether the Government should 
not play the leading role by forming joint ventures and promoting more ventures and by 
relaxing the mandated investment norms for provident funds and insurance companies.  
 

It can be seen from the above argument that the State needs to play mainly a 
facilitating role. However, in the realm of policy, Governments are faced with the practical 
problem of having to decide between the degree of importance they attach to domestic 
investment and foreign investment. In recent years, especially in view of the East Asian 
miracle and the Chinese triumphs, it has been widely acknowledged that foreign capital can 
play a very important role. While there is no denying this, it must also be borne in mind that 
many governments, especially in pluralist democracies, feel duty bound to protect the 
interests of domestic capital, whether private or public. The dilemma becomes even sharper 
when a country has had a long record of domestic private investment. The choices then are 
difficult and a balance is hard to strike. What role should the State play in such 
circumstances? There are no universally applicable answers and inevitably whatever answer 
eventually emerges has to do so by a process of trial and error. 
 

Finally, in view of the causes that led to the Asian crisis, a Government would have to 
decide on how much sand to put in the wheels where short-term flows are concerned. But, 
once again, there is no clear measure of this and much would depend on the dynamics of the 
existing situation.  
 

A related problem for Governments is the macroeconomic policy that they choose to 
follow. The presence of large amounts of foreign investment requires, at the very least, a 
stable exchange rate. This, in turn, depends on a host of other macroeconomic variables, of 
which the most important are the domestic interest rate and the ‘safe’ rate of inflation. In turn, 
these depend on the levels of budget or fiscal deficit that a country may regard as being 
‘safe’. The experience of India during the last 10 years shows that the Indian economy is able 
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to absorb fairly high levels of deficit of around 7 per cent of GDP because in spite of it, the 
exchange rates, the interest rates and inflation have remained stable.  
 

This suggests that income transfers achieved through extensive cross-subsidisation do 
not always result in the sort of disasters that are commonly predicted. True, there is some 
resulting damage to efficiency but to the extent that Governments cannot – indeed must not – 
go purely by the financial yardsticks of efficiency, there may be something to be said for such 
policies because the provision of adequate employment opportunities is not just a welfare 
measure. It can, and often is, a necessary part of the strategy of development. If the 
requirements of growth are urgent, so is the need for some selective measures of social 
welfare. The fiscal system has also to serve the ends of greater equality of incomes, 
consumption and wealth, irrespective of any immediate need for resources. It is useful to 
appreciate, in this context, the dilemmas of pluralist democracies in which the overwhelming 
majority of the voters are poor, particularly in view of the fact while there is a tendency to be 
patient while markets mature, no such patience is in evidence while a democracy matures.   

 

CONCLUSIONS 
 

Two main conclusions emerge from this brief discussion. First, that certain types of 
infrastructure, notably electricity and transport, have acquired the attributes of public goods. 
In practice, this means that the prices charged have no economic relationship to the cost of 
producing these services. So even though the marginal cost of producing them is not zero or 
anywhere near it, the gap between price and marginal cost can be fairly large. This is because 
there is a major political compulsion on Governments to ensure that no one is excluded from 
consuming such goods merely because he or she cannot pay for them.  An important element 
of good governance therefore is the adoption of sustainable pricing policies. It is possible to 
do so by using techniques of network pricing which  involves pricing the networks as a whole 
rather than every two points within them separately. This would allow more sensible method 
of minimising cross-subsidisation and thereby make pricing more sustainable in fiscal terms.   
 

The second conclusion is that private capital is faced with additional risk and there is 
really no foolproof and equitable method of mitigating it, especially in volatile political 
climates. These risks, it should be mentioned, arise largely from an underdeveloped system of 
contract enforcement. The consequence of this is two-fold: either private capital stays away 
or it participates at a cost to the consumer that shrinks the market to uneconomic sizes, thus 
making investment in fixed assets unviable. In turn this means that there is a role that the 
state has to continue to play by investing in fixed transport assets such as roads, railway lines, 
ports and airports as only it is in a position to discount these risks by building in 
considerations of non-financial returns associated with the positive externalities that accrue to 
the economy as a whole. However, it is advisable that it remains a sleeping partner who 
provides non-management support and administrative and other services including land 
acquisition on concessional terms to firms that invest in infrastructure services.  
 

 16 



 

For further reading 
 
Alesina, Alberto, Sule Özler, Nouriel Roubini, and Philip 
Swagel, 1992. “ Political Instability and Economic Growth.”  
NBER Working Paper 4173. National Bureau of Economic Research, 
Cambridge, Mass.  
 
Alesina, Alberto, and Roberto Perotti, 1993. “Income 
Distribution, Political Instability, and Investment.”  NBER 
Working Paper 4486. National Bureau of Economic Research, 
Cambridge, Mass. 
  
— — — , 1994. “ The Political Economy of Growth: A Critical 
Survey of the Recent Literature. ” The World Bank Economic 
Review 8(3):351-73. 
 
Barro, Robert,  1994. “ Democracy and Growth.”  NBER Working 
Paper 4909. National Bureau of Economic Research, Cambridge, 
Mass. 
 
Bhalla, Surjit, 1994. “Freedom and Economic Growth: A 
Virtuous Cycle ” , in Axel Hadeneus, ed., Democracy’s Victory 
and Crisis: Nobel Symposium 1994  (Cambridge, Cambridge 
University Press). 
 
Raghavan, TCA Srinivasa, 1999. Issues in Infrastructure 
Finance, Asian Institute of  Transport Development, New Delhi, 
India.  
 
Varian, Hal R. 1996.  Differential pricing and efficiency, 
First Monday, available at 
http://firstmonday.org/issues/issues/different/index.html (18 
October, 2001)  
 
Unpublished papers 
 
Proceedings of UN-ESCAP/AITD Seminar on Transport Pricing and Sustainable 
Development, New Delhi, 2000. 
 
 

 17 

http://firstmonday.org/issues/issues/different/index.html


 

 

 18 


	A.   The process of consolidation
	B.   Striking a balance between equity and efficiency
	C.   The new public goods
	II.   THE ROLE OF THE STATE
	A.   Mitigating the risks
	The separation of responsibility for infrastructure from service provision;
	The pursuit of multiple objectives, particularly in public transport policy;
	The separation of infrastructure financing from charging.


	C.   Striking a fine balance
	CONCLUSIONS

	For further reading
	Unpublished papers

