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EXECUTIVE SUMMARY

Public transportation is an important contributor to urban
mobility, particularly in Canada's largest metropolitan
areas. Despite the fact that most residents view public
transportation as a necessity, there is a tendency to think of
itas more of a social welfare program than as a viable option
for people who can afford to drive. This is, in part, because
of the way that public transit agencies are organized. They
are run as money-losing government departments that
struggle to meet their bare obligations, let alone attract
“choice” riders with better service. This creates a Catch 22:
residents who do not use public transportation are often
reluctant to fund large capital expansions, and existing
riders are often opposed to paying higher fares. This can
lead to an under-investment in public transit agencies that
perpetuates the stereotype that riding the bus is a last
resort for those who cannot afford to drive.

While public transportation has become a major political

issue in Canada, pouring more money into public
transportation will not necessarily result in substantially
better public transportation. This paper will argue that
how public transportation agencies collect revenue and
the processes by which they decide how to spend their
revenue is nearly as important as how much they collect
and spend. Rather than simply funneling more money into
transitagencies as they stand, governments should convert
public transportation agencies into autonomous Crown
corporations. This would remove much of the politicization
surrounding public transportation decisions, shifting the

priority to increasing ridership rather than cutting ribbons.
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INTRODUCTION

Public Transitis often thought of as a social welfare program.
Because public transportation is typically a money-losing
venture, it is easy to assume that it will always be so. And
since few Canadians live in neighbourhoods where public
transportation is as convenient as driving, it is often seen
as transportation for those who cannot afford to drive. To
many of the vast majority of Canadians who do not regularly
use public transit, it is just another nagging part of their tax
bill that they are not too keen on paying.

Public transportation funding faces a Catch-22: Residents
who do not use it are often reluctant to fund large capital
expansions, and transit activists are typically averse to fare
increases. The path of least resistance for local politicians
is either to do nothing or to seek funding from another
level of government. Consequently, funding for public
transportation is erratic and inefficient.

The lack of investment in public transportation means that
most people who can afford not to take transit do not take
it. Why sit on a dingy bus that smells like diesel fuel when
you can get in to your own car and get to your destination
faster? This may seem like an exaggeration, but it is how
many riders perceive their choice.

To put attitudes toward public transportation in context,
consider another good: housing. Suppose that rental
housing were treated in the same manner as public
transportation. If it were publicly funded with an expectation
of losing money, the housing stock would be allowed
to decline in quality, and quantity would be expanded
grudgingly. Who would want to rent in that scenario, if they
could afford otherwise? Renting would be associated with
low social status, so people would happily pay a premium to
avoid the stigma, if they could afford it. Instead, the market
provides a range of rental housing options, many of which
are more luxurious than most housing options. There is
No reason mass transit cannot provide such differentiated

options. No reason, except for the political choice to adopt
faulty funding models.

For a variety of reasons, it is likely best if a public entity
oversees local public transportation. However, not all
publicly provided services are equal. Some operate without
any fiscal discipline, simply counting on the treasury to
make up any shortfalls. Others face market discipline that
is similar to that faced by private companies. The latter are
typically public utilities, or Crown corporations in Canadian
parlance. While one can argue over which functions are
appropriately provided by the public sector, it is not hard to
see how an independent Crown corporation with the right
mandate can operate more efficiently than most public
services do.

This paper explores the current landscape of public
transportation funding and suggests a new model that
utilizes lessons learned from public transit agencies
and public utilities, both in North America and abroad.
It argues that aside from grants specifically targeted at
low-income riders, public transit services should be self-
funding. Counterintuitively, the primary beneficiaries would
be transit riders rather than the public treasury. Basing
transit decisions on commercial principles would ensure
that providing high-quality transit service to the greatest
number of riders possible took priority over crude political
calculations. It would also more closely align the interests of
transit agencies that are looking to increase ridership with
developers who want to take advantage of transit-oriented
development (TOD) opportunities — something that has a
poor track record in recent North American history but
works well for transit agencies that operate according to
commercial principles.

It is time for big thinking on public transit. There is much
discussion about back to the city movements and how
Millennials are not interested in auto ownership. While
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perhaps exaggerated, this suggests that there is an
opportunity to expand transit services. However, this
window will close if the reality does not come close to
meeting the romanticized vision of urban life. Whether
fares with a given transit agency increase marginally will
not matter much over the long run; what will matter is how
transit agencies are structured. Under the status quo, there
is no reason to foresee large service improvements. As
long as we hamstring transit agencies, they will struggle to
provide service that is at best just good enough for people
who are stuck using it. If we treat public transit like a welfare
service, it will operate like one. Transit riders deserve better.



FRONTIER CENTRE FOR PUBLIC POLICY

SECTION I: CONTEXT

A Brief History of North American
Surface Transportation

Because of the historical and ongoing interconnectedness
of Canada and the United States, it makes little sense to look
at the evolution of Canadian transportation in isolation. Both
countries built early transportation networks based partially
on wisdom brought over by European settlers. Settlements
on each side of the border developed deep and enduring
trade ties that have influenced transportation in the region
ever since. Such ties developed across the rest of our
common borders, eventually creating a deeply integrated
transportation network for both freight and passengers.
While this does not typically affect urban transportation
directly, the technology spillovers in both directions directly
influence transportation trends on both sides of the border.

The logical starting point for a history of modern
transportation is the Industrial Revolution, which started
in the shipyards of the Netherlands and spread to England
in the late 17th century. Before that, transportation over
large distances was not of great importance to most
communities. Villages were based around subsistence
farming, and travelling for leisure was impractical. Roads
were merely dirt trails that were often non-traversable.

This changed when the British parliament passed the
Turnpike Act in 1663. The Act allowed three counties to
collect tolls to maintain the roads. This led to the creation
of turnpike trusts. By 1830, roughly 1,000 trusts were
responsible for roughly 48,000 km of roads in England and
Wales. Since this added costs to consumers who were
accustomed to “free” roads, Turnpike trusts were often
unpopular. Eventually, local governments took over control
of most roads.

This model was introduced to the United States in 1790,
when the first turnpike was built in Lancaster, Pennsylvania.

Most major US. cities were connected by roughly 2,400
miles of road. Some Canadian cities had toll roads in the
19th century, but they were not as extensive as those in the
United States were.

As G.P. de T. Glazebrook argued, “[Rload building was not
ignored, but in a land of forests and sparse settlements,
it could not be hoped that through roads could be built
for some years."" In early settlements, residents were to
maintain the section of road in front of their land. In contrast
with the early US. experience, roads were typically built by
statutory labour that was considered inefficient.? The Joint
Stock Companies Act of 1849 bolstered toll roads in Upper
Canada, though the toll system gradually disappeared,
with municipalities often taking over the roads.? One might
wonder whether the relative dearth of history with toll roads
is part of the reason that Canadians have been slower than
Americans to adopt road tolls.

Opposition to turnpikes foreshadowed contemporary
debates over toll roads. Nevertheless, the fact that so much
early infrastructure was funded according to the user-pays
principle is telling. This model works for roadways, but does
it work for mass transit?

As it happens, historically, private enterprise primarily
ran mass transit. Private ferries and coaches preceded
industrial transportation. The United States had an extensive
private streetcar network before widespread automobile
ownership pushed it out. Private companies built and
operated streetcars during their heyday” as well as New
York's first subway lines.® Toronto's early rail infrastructure
was mostly privately run until 1921,° and both the United
States’ and Canada's national railway systems were built by
private companies. One could argue that public ownership
of transportation is more of a historical novelty than private
ownership is. By the mid-20th century, public ownership of
mass transportation became the norm.
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The State of Public Transit in Canada

Most Canadian cities have some form of mass
transportation. At a minimum, it typically involves a fleet
of municipal buses as well as a transportation service for
people with disabilities. Since the cost of a bare-bones
public transportation system is low and not particularly
capital intensive, small cities can finance this service
relatively easily. These generally have low farebox recovery
ratios, relying on subsidies from municipal governments,
and in some cases, on provincial operating subsidies. Such

systems typically have few choice riders, since the service
they offer is insufficient to attract people who can afford to
own a car and drive to work.

Alllarge Canadiancities have extensive public transportation
networks. Each has some form of rapid transit — rail or bus
based - though many of these systems are nascent.

Rapid Transit Modes in Canada's Largest Cities

City Subway

Light Rail (LRT)

Bus Rapid Transit (BRT)

Toronto u

Montreal =

Vancouver u

Ottawa-Gatineau

Calgary

Edmonton

Quebec

Winnipeg

Hamilton

Existing or funded/ongoing projects.
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All these systems rely on provincial funding for capital afford to drive, whereas smaller cities with less-extensive
expansions, and some receive provincial operating grants. transit tend to rely primarily on captive riders, who do not
Most of these cities have fairly high farebox recovery ratios, have access to other transportation options.

and they have a large number of choice riders, who can

Transit Farebox Revenue as a Percentage of Operating and Maintenance Budget (2006)’
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City Public Transit  Auto (Driver and Passenger) Non-motorized
Toronto 67 29 4
Montreal 59 36 4
Vancouver 50 42 7
Ottawa-Gatineau 41 44 13
Calgary 40 48 12
Edmonton 31 63 6
Quebec 27 59 12
Victoria 25 58 16
Sherbrooke 24 68 8
Saskatoon 15 78 7
Hamilton 12 75 12
Barrie 11 83 7
Trois-Rivieres 11 83 6
Kitchener 6 89 4
Oshawa 5 87 8
Peterborough 5 81 8
St. Catharines-Niagara 4 93 2
Brantford 4 83 7
Guelph 3 88 8

(10]
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Many Canadian public transit agencies provide sufficient
levels of service in the downtown and adjacent areas and
public transitis an attractive option for those who can afford
to drive. Indeed, in some cases, transit is more convenient
than driving.

Public transportation systems in Canada vary greatly in their
specific features and governance models. To get a sense
of that variety, three very different examples are provided
below.

TORONTO

Torontohas the mostextensive transitmenu of any Canadian
city. Two transit agencies serve Toronto: the Toronto Transit
Commission (TTC), which is responsible for local public
transportation, and the provincially operated GO Transit,
which is responsible for regional transportation. The TTC
operates buses, subways, streetcars and the Scarborough
RT (whichis more similar to the Vancouver SkyTrain thanitis
to a subway). GO Transit runs a fleet of buses and commuter
trains that feed passengers into Toronto from the suburbs
and nearby municipalities.

VANCOUVER

Vancouver has a different mix of transit options than
Toronto has, which includes the SkyTrain (which has a
slightly lower capacity than a subway), buses and ferries.
Unlike Toronto, which is served by two separate transit
agencies, the entire Vancouver metropolitan area is served
by TransLink, which runs the above services. Vancouver is
a small part of the Greater Vancouver Area (GVA) because it
never amalgamated with its neighbouring municipalities. As
such, it does not have full control over the transit agency.

The Mayors' Council, which is made up of the 21 mayors
in the GVA and the chief of the Tsawwassen First Nation,
govern TransLink. Unlike most transit agencies, TranslLink
has access to broad revenue tools. "Under the South Coast
British Columbia Transportation Authority Act, TransLink is

[(11]

permitted to raise revenues by means of taxes, including fuel
tax, property and replacement tax, hydro levy, and parking
rights tax.®" Nevertheless, it still receives contributions from
the provincial and federal government — $84.6-million in
2013, which included $19.7-million for operating costs.'

WINNIPEG

Winnipeg Transit is the City's sole public transit company
and runs a network of buses and a fledging bus rapid transit
system. The current mayor campaigned on completing
all six phases of the Bus Rapid Transit network by 2030,
though it is unclear how this will be financed.” Despite the
dearth of rapid transit, Winnipeggers have the fourth-best
access to public transit in Canada and twelfth best in North
America.' This is due to good coverage and frequent city-
wide service.

Why Mass Transportation?

Urban land is often extremely valuable. Consequently,
procuring land to build additional roads and lanes is often
not the highest and best use of the land. Building structures
and other amenities on those parcels of land often yields
a hefty property tax return by improving the value of the
property, nearby properties or both. This means in many
cases that adding lanes may not be the most economically
desirable option.

Additionally, technical challenges often impede roadway
expansions. Narrow corridors through historic downtowns
are often difficult to retrofit for expanded automobile use,
and doing so can be undesirable for practical and aesthetic
reasons. Many city cores are clustered around bodies
of water, and building new bridges in the cores can be
impractical from both financial and logistical perspectives.
Historic buildings and old patchwork road systems often
get in the way of expanding linear roadways. While it is easy
to lay down asphalt in greenfield projects, expanding urban
roadways can be fraught with difficulties.
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There are many tools for combatting the challenges
associated with constricted roadways in historic cores.
Congestion pricing or other road pricing schemes are
often an effective way to ration road use. However, the
sheer mass of people in some urban cores simply cannot
be transported without mass transportation. Converting
all of the mass transit commuters into the core to drivers
would turn Toronto's severe traffic congestion into crippling
gridlock. While this is hyperbole, it illustrates that some
form of mass transit is likely necessary to get all of the
commuters to Toronto's urban core to and from work.

While density presents logistical challenges, it also
presents solutions. Given a large number of commuters, it is
almost certain that a number of them are going in the same
direction—at least for a little while. This means they can pool
their resources by sharing a mass transit vehicle, which

requires less roadway space than private automobiles do.

Even outside of historic cores, there are dense nodes that
mass transit can service efficiently. Most large cities have
several commuter suburbs from which many residents file
into downtown on weekdays. It is often more practical for
them to drive to a park-and-ride station (or get dropped off
at the station), use mass transit, or walk over, rather than
have all of them sit in traffic behind each other and take up
more roadway space.

Finally, many people simply cannot or do notwish to drive but
need to commute for work. People with physical disabilities
often cannot or should not drive a car, and some people
simply did not learn to drive and do not wish to. Others just
dislike driving and prefer to read abook or use a smartphone
rather than fight traffic. Regardless of the reasons, some
people will always be in need of transportation, and it is not
practical for all of them to use taxis.

Why Public \ass Transportation?

There are several benefits to having large public

transportation projects under public control. The first is

(12]

that securing rights of way can be extremely difficult, often
prohibitive. Sometimes, large infrastructure projects require
the use of eminent domain. For instance, when large tracts
of land must be purchased and a single hold out property
owner could prevent a crucial project from going forward.
Though eminent domain has a bad name due to some very
well publicized abuses in the United States, itis animportant
tool wielded by governments to ensure that public works
are built.

The second benefit is that transit projects under public
control can be integrated with urban planning. Large
infrastructure projects need to amalgamate with connecting
infrastructure such as water and electricity, and zoning
changes are often required to take full advantage of new
transportation infrastructure.

The third benefit is that local governments, given the right
revenue tools, can use their taxing powers and municipal
debt to finance transit projects. Though large private
companies do have access to debt instruments and private
capital, they do not have taxing power (which is crucial to
the model proposed herein).

The fourth reason to retain public control of municipal
transit agencies is that a city-wide or region-wide public
transportation system would act as a quasi-monopoly.
For example, it is unlikely that there would be duplicate
rail systems. Additionally, having different transit agencies
routes would

serving different connecting likely be

inefficient, which could lead to consolidation to begin with.

Retaining public control over public transit does not
necessarily mean eliminating competition or squeezing
out private capital. Cities can still contract out operations
and maintenance on a competitive basis, and they
can contract with private companies to build mass
transit. Nevertheless, having a publicly controlled entity
overseeing network-wide plans is likely the optimal
arrangement — particularly in large cities.
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The Case for Latent Demand

Often when looking at urban transportation issues we
assume that the outcomes are all the result of the invisible
hand processes that govern commercial transactions.
However, governments create the underlying factors that
determine transportation patterns through taxation and
land-use policies and distort them through other incentives
and regulations. Consequently, determining whether
various transportation modes are adequately serving a

market is difficult.

One of the outcomes of distortionary policies can be pent
up or latent demand. Todd Litman of the Victoria Policy
Institute illustrates the concept more colourfully:

Once upon a time two competing shoe salesmen
together visited an isolated community. After
investigating the area one sent a telegram back to his
office which read, 1'm returning tomorrow. Nobody
here wears shoes’ while the other sent a telegram
which read, 'Send more product. Everybody here

needs shoes!'’®

A public transit agency not subject to market forces can
very easily oversupply or undersupply transit to various
neighbourhoods and at various times, seemingly at random.
This probably means that with the right policy framework
thereisroomtoincrease transitridershipinmost metropolitan
areas. Of course, the fact that people are willing to use a
certain level of transit at a certain price does not necessarily
mean that expanding transit is efficient. Reducing the price of
a service tends to increase demand, but if there is a subsidy
required, it could be the case that the service is not viable
over the long run. This is an example of why public transit
agencies should be subjected to market forces.

Even cities with high levels of transit ridership are likely not
meeting their ridership potential, unless we assume that
their transit agencies are as efficient as possible. Given that

(13]

they operate under models that are divorced from ordinary
commercial principles, this seems doubtful. Moreover,
given the implicit and explicit subsidies many cities create
for driving, it appears unlikely that demand for public transit
would not be affected by clawing back those subsidies. As
an example, public transit ridership increased 18 per cent
when London, England, introduced its congestion pricing.™

Companies in efficient industries are often able to find ways
to expand already high levels of usage or sales. No one is
particularly surprised, for instance, when Apple finds a way
to gain new customers. At some point, a market becomes
saturated, but that occurs when the industry is efficient. There
is no reason to think that public transit agencies in North
American cities are as efficient as companies like Apple.
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SECTION II: THE CHALLENGE

While public transportation is important, it would be hard
to argue that it lives up to its potential. Two of the most
prominent examples of how our transit systems come up
short are in the staggering amounts of money wasted on
inefficient projects and in the failure to capitalize on TOD
where feasible.

An important challenge that will not be discussed here
in detail is subsidies — both explicit and implicit — to other
modes of transportation. Flushing subsidies out of the entire
transportation system is crucial to moving toward the user-
pays principle in public transportation. For instance, failing
to charge the full cost of driving can hold back demand for
public transportation.

The Perils of Federal and Provincial
Transit Funding

Two or more levels of government finance most large public
transit expansions. As a result, they are contingent upon the
decisions of two different electorates. For instance, a transit
project funded by the City of Edmonton and the province of
Alberta may require consent from the voters of the City of
Edmonton and the entire province of Alberta.

There are four major problems with this scenario. First,
voters outside of Edmonton probably have little knowledge
of the project in question. After all, they presumably do
not spend much time in Edmonton, let alone use its transit
system. This makes it very easy to convince voters that
poor spending priorities are worthwhile —and many of them
will tune out altogether, since they have their own priorities
to worry about.

Second, Edmonton voters in this scenario are essentially
voting to determine the spending priorities of a different
tax base. Since local governments generally drive transit
expansions, and there is a tacit understanding that upper

(14]

levels of government will pay a share, it is not uncommon
for local politicians to promise projects during election
periods that they have no intention of fully funding. In some
instances, they promise projects without intending to use
the local tax base at all.

Third, the priorities of more than one level of government
need to align for anything to occur. Otherwise, this
leads to poor prioritization, and it can lead to systematic
overspending or underspending in various ridings. Projects
in highly competitive ridings or ridings with very strong
local MPs could win funding decisions based on political
calculations rather than on financial sustainability. This
leaves less money for urgent projects in areas that are
less electorally competitive or have MPs who either are in
opposition or have little influence in caucus.

Fourth, having multiple levels of government makes it
more difficult to hold governments accountable for various
projects. It is not uncommon when projects are delayed or
over budget for one level of government to blame another
level. Funding arrangements can be complex, meaning
that only a handful of experts actually understand the
terms — the Winnipeg Convention Centre expansion is
one such example — and modern governments undertake
S0 many activities simultaneously that it is impossible to
track all of their actions. Adding the complexity of opaque
responsibility makes it much easier for politicized decision-
making and for politicians to shirk responsibility when they
make costly mistakes.

CASE STUDY: TORONTO

The TTC's first subway extension since the controversial
Sheppard line opened in 2002 is under construction. Before
that, the last extension was to the University line in 1978.
Since then, the metro area has grown from under three
million to roughly six million, and the TTC's annual ridership
has increased from 337.6 million™ to a projected 545 million
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in 2015.7° Concerns over the system's capacity emerged in
the 1980s,'” although, aside from the Sheppard line —which
did nothing to address the capacity problems —the only thing
Toronto received until very recently was a tunnel for a subway
along Eglinton Avenue, which was eventually reburied after
a change of government.”® Two decades later, a $5-billion
light rail transit line for Eglinton is set to break ground and is
scheduled for completion in 2020.™

Even though several major transit projects are underway
in Toronto, they are prioritized incorrectly. For instance, the
Toronto-York Spadina Subway Extension, which is to run
north to the City of Vaughn, will divert some passengers
from the Yonge side of the Yonge-University-Spadina line
— which the chief executive of the TTC has pointed out is
“full"?® — to the Spadina side, which is itself nearly at capacity.
While potentially a marginal improvement, it is hard to make
the case that it is the biggest priority. Most observers
view some version of the Downtown Relief Line as the top
priority, though it has been ever since it was first proposed
in 1985.2" According to a City of Toronto backgrounder from
2014, "Even with planned TTC and GO improvements, the
Yonge Subway is forecast to be at, or over, capacity for trips
destined to Downtown Toronto by 2031."%? Something has
gone wrong. That something is politics.

The Toronto-York Spadina extension, projected to go
budget,®
Scarborough subway are politically appealing projects that

$400-million  over and the green-lighted
are not necessarily top priorities from an objective policy
standpoint. In fact, it is rather difficult to make a case for
the Scarborough subway at all.?* The line would replace
the ageing Scarborough RT (which is essentially a lower
capacity, above-ground subway) with a higher capacity
subway with fewer stops. Most observers point out that
ridership levels do not warrant the additional capacity and
that a cheaper LRT replacement would serve the area well.
Former mayor Rob Ford championed the subway — which
happens to run through some of the wards where he
commanded the most support — and was able to secure
a provincial funding commitment during a competitive

(18]

by-election in Scarborough.?® Unsurprisingly, in 2013, all
but one Scarborough councillor voted in favour of the
Scarborough subway plan.?8 Often infrastructure spending
is more about geography than ideology. Current Mayor
John Tory claimed that he wanted to avoid re-opening the
issue, so decided to go along with the Ford plan. The path
of least political resistance is where funding tends to flow.

The federal government championed the Spadina extension.
The alignment also happened to cross through several
electorally competitive ridings. While one cannot infer that
it was primarily a politically motivated decision, it is hard to
deny that politics was a factor. Indeed, Conservative ridings
received an average of 38 per cent more stimulus funding
than other ridings did.?” That is not to say that the Conservative
Party is particularly prone to political favouritism —and it could
theoretically be the case that this is a coincidence — but public
choice theory predicts that this type of politically motivated
infrastructure spending will happen when politicians have
discretion: They are shopping for votes.

One might wonder why politicians are not also allocating
money to the Downtown Relief Line, given its strategic
importance and the fact that it runs through so many
electoral districts. Steve Munro, one of the closest
observers of transportation politics and policy in Toronto,
notes, "Politically what was (and is) happening is the fear
that a DRL will soak up so much funding that nothing else
will be built, especially in the vote-rich and subway-starved

outer 416 and inner 905."28

Downtown Toronto ridings are not typically as competitive as
ridings in suburban areas. Neither the federal Conservative
Party nor the provincial Progressive Conservative Party
has won a seat south of St. Clair Avenue since 1999. When
only two parties are competing for ridings, they have less
incentive to promise much to those ridings. Moreover, there
are only seven federal ridings south of St. Clair between
Etobicoke and Scarborough. Downtown may be Canada's
financial centre, but it simply is not that important politically.
The 905, on the other hand, swings both federal and
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provincial elections. From a public choice perspective, this
is where parties seeking re-election should commit their
resources.

In addition to the missed opportunities for improving
service, politicization has also led to a stream of cancellation
costs. Each time a transit plan is abandoned in favour of a
competing vision, the City is on the hook for cancellation
fees. For example, the City owes $85-million for cancelling
the Scarborough LRT.?*® The decision to build a portion
of the Eglinton Crosstown LRT underground rather than
entirely at grade as planned cost the City an estimated
$65-million.3° While seemingly trivial in the context of billion
dollar infrastructure projects, these costs add up.

The most glaring example of politicized transportation
infrastructure funding might be the LRT line between
Mississauga and Brampton. The Mayor of Mississauga
includedthelinein her campaign platform, only to announce,
“[Alt the very least, it would be significantly delayed” if it is
not funded 100 per cent by upper levels of government.®'
The provincial government eventually pledged to cover
the entire tab.®? Hamilton residents, whose proposed LRT
line was given an equally high priority by Metrolinx,3® were
understandably upset, until the province announced up to a
billion dollars in funding for the project.®*

While one might argue that it is refreshing to see large
transportation projects getting the green light after
decades of fits and starts, having project funding decisions
made on an ad hoc political basis is problematic. Potentially
more-important projects are left out for arbitrary reasons.
It also means that some of these projects may not be
economically feasible in the long term, since there is no
market test to determine viability. Municipalities are on the
hook for the long-term operating and maintenance of these
projects, so building the wrong projects can hurt both the
province and the cities.

It makes little sense for politicians elected to province-wide
or nationwide offices to determine which cities require
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funding for public transportation, let alone by which mode
or what alignment. This is a recipe for overinvestment and
underinvestment dictated by political considerations rather
than actual need.

Why Transit-oriented Development
Often Falls

TOD is essentially the theory that if you build it (under the
right circumstances), they will come. In contrast with historic
transportation planning, which consisted primarily of linking
populated areas that required reliable transportation to
employmentcentres, TOD aimsto shift people’s transportation
patterns away from single-occupancy cars to relying primarily
on mass transportation. The results are mixed.

One of the problems with TOD has to do with tax policy.
Large public transportation projects are expensive, and
the costs are typically dispersed well beyond the radius of
those who benefit. In particular, those who see property
value increases from public transit projects get a free ride,
since a larger constituency that does not receive the same
benefit finances the property value appreciation. Aside
from concerns over fairness, spreading the cost too wide
reduces the incentive to build dense housing near transit.
For instance, since existing single-dwelling homeowners
see a greater property value appreciation relative to the
tax increase, it can make sense to stay put. If the property
tax rate increased proportionately to the appreciation of
the land on which the house stood, it could be prohibitively
expensive for a single-dwelling property owner to pay the
taxes. However, that tax increase would be relatively minor
per unit if a developer tore down the house and built an
apartment building. A land value tax (LVT) or a land value
capture (LVC), discussed below, could remedy this problem,
rendering TOD investments relatively more attractive.

TOD is difficult, but a transit agency with sufficient
independence and budgetary constraints would have the
right incentives to conservatively forecast the potential for
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TOD and only budget for realistic TOD windfalls where they
might be possible. If, for instance, such a transit agency
considered using tax-increment financing (TIF) to build a rail
extension, it would have to be very confident it could pay
back the loan based on the incremental property values,
since, unlike a municipality, it would not be able to pay for the
shortfall out of general government revenue. The agency
would have the incentive to do TOD right or not at all.

(17]
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SECTION Ill: PREVIOUS RESEARCH

Much has been written on public transportation finance,
but few works have systematically analyzed the public
transit agencies through the lens of microeconomic theory.
Focusing on funding without considering the internal
dynamics of the operation in question blinds observers
to how the funding sources might influence the decisions
made by the agency. After all, incentives matter. Moreover,
little systematic thinking about the complications presented
by having multiple levels of government involved in funding
the same projects has occurred.
Two works discussed below lay some important
groundwork for future discussions of transit funding. One
presents a framework for thinking more clearly about the
microeconomics of local finance and transit funding in
particular; the other presents a seven-part formula for
creating an ideal public transportation agency.

Strengthening the Wicksellian
Connection

Richard Bird and Enid Slack from the Institute on Municipal
Finance and Government have stated, “[l]f one aim of policy
is to ensure that the public sector operates efficiently,
it is important to establish as clear a linkage between
expenditure and revenue decisions as possible.”*® They
refer to this as the "Wicksellian Connection.”*® They claim,
“[Tlhis approach treats local governments as essentially
‘firms' producing and selling services to their customers."’
They contrast this with the standard approach wherein the
“decisions on the two sides of the local budget are usually
made independently, often with relatively little local input,
while both local expenditures and taxes often being largely
determined by central authorities.”*® They lament that "not
only are local expenditures little influenced by local revenue
policy but that accountability at the local level is often both
confused and confusing.”*
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The authors lay out three conditions for a Wicksellian local
government:

First, local governments should be in control of an
appropriate range of expenditure responsibilities -
essentially providing local services to local residents
and businesses. The obscurities and contradictions
about who is to do what need to be cleared away, and
the tasks of local governments in serving local residents
— as opposed, for example, to their role as agents
of higher-level governments in delivering services
financed by those governments —made clear to all.

Secondly, local governments should be allowed
to exercise these responsibilities freely both in the
sense that they (potentially) have access to sufficient
resources to do so atan acceptable level and that they
are not subject to detailed controls over what they do
and how they do it, though of course subject to full
administrative and political accountability.

Thirdly, in true Wicksellian fashion, local governments
are concerned only with financing and delivering local
services as efficiently and effectively as possible: that
is, they are not directly concerned with redistributive
policy.#° [author's emphasis]

The core of the Wicksellian agenda, as they see it, is

when charges and taxes are imposed on beneficiaries,
whether as individuals or as members of specific
groups (drivers, area residents, etc.), those revenues
should be earmarked to those expenditures and
those expenditures —abstracting from any externality-
financing transfers — should be financed only from
those revenues.”’

The authors refer to this as the “matching principle."#?

The authors turn to Metrolinx's Big Move for an example of
where local governments skirt Wicksellian principles. They
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raised the following concern: “[Flairness in the distribution
of the benefits and costs of the investment strategy across
population groups and equity across the region with respect to
the benefits from transportation infrastructure —are both fuzzy
and apparently more politically than economically motivated.”

They also note a major external barrier to running public
transit on a user-pays basis:

[llt is impossible to pay for the needed infrastructure
on a full cost recovery basis because the system as
a whole is in competition with the heavily underpriced
road system and that, to compound the problem, the
road system is itself the critical substantial ‘feeder’
to the transit system for most of the people in the
region. If one does not tackle road pricing properly, it
is simply not possible to develop a sustainable public
transit system without continuing and significant
subsidization from general funds.*?

This paper proposes a model for a public transportation
agency that will adhere to the Wicksellian model. It works on
the assumption that reforms will go hand in hand with putting
road funding on a user-pays footing, since as Bird and Slack
noted, it is essentially impossible to root out subsidies to
one mode while retaining subsidies for its chief competitor.
The key to efficient public transit funding is establishing the
user-pays principle for all surface transportation.

Since public transit agencies are generally City
departments as opposed to Crown corporations, we will
consider discretion exercised by local governments on
behalf of transit agencies as equivalent to actions taken
by the transit agency itself, so long as it does not interfere
with Wicksellian principles. The exception here is TransLink,
since its governance structure gives it significant autonomy
from any single local government as well as from the
provincial government.

TransLink, which serves the GVA, was selected since it is
the closest to a Wicksellian transit system in Canada. It
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has considerably more autonomy with respect to capital
expenditures and revenue generation than other systems.
Nevertheless, it still uses its fare structure for redistributive
purposes by holding fares artificially low — particularly
for seniors, youth and students. Like all Canadian transit
systems, it does partially meet the matching principle for
operating expenditures by charging users at the point of
consumption, recoveringjust over half of its operating costs
at the farebox. Additionally, capital costs are mainly paid for
through local and regional fees rather than province-wide
or nationwide residents.

The TTC and GO Transit are included, since they essentially
combine to perform the same role as TransLink — regional
and local public transportation. Neither has a clear
responsibility over capital expenditures, which are extremely
volatile and politicized. Neither has revenue-generating
autonomy; both use the fare structure for redistributive
purposes; and neither exercises the matching principle on
the capital side. Both have much higher than usual farebox
recovery ratios (in the three-quarter range, depending
on the year). Like most public transit agencies, the TTC
operates autonomously from the provincial government.
GO Transit, on the other hand, receives operating subsidies
from the provincial government.

Winnipeg Transit has more autonomy over capital expenses
than the TTC or GO does, since the local government tends
to drive capital projects (granted, with provincial capital
subsidies) but less autonomy on the operating side than the
TTC does, since it receives provincial operating subsidies.
Other than recovering roughly half of its operating revenue
through the farebox, it does not adhere to any other
Wicksellian criteria.

How to Make Mass Transit Financially
Sustainable Once and for All

In a widely circulated column for The Atlantic’s CityLab
website, Professor David Levinson of the Department of
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Civil, Environmental, and Geo-Engineering at the University
of Minnesota and director of the Networks, Economics, and
Urban Systems (NEXUS) research group, laid out a seven-
part plan to create a public transportation system based
around the user-pays principle.

The crux of Levinson's plan is turning transit agencies into
public utilities (Crown corporations, in Canadian terms) that
operate on a cost-recovery basis. His recommendations
are as follows:*

1. Lower the costs through competitive tendering of

routes.

2. Allow the agency to raise funds with the approval of the
public utilities commission.

3. Require agencies to use smart fare cards to reduce the
administrative cost and boarding times.

4. Money-losing routes should be cancelled or contracted
out with a subsidy paid for by the public sector rather
than by the public utility.

LVC should pay for all capital costs.

6. Allow transit agencies to use private equity and bond
markets to raise capital.

7. To avoid federal politicians distorting transportation

spending, public transit should be locally funded and
managed.

While this program seems radical, little in it is novel. As

Levinson mentions, London, England, competitively
tenders bus routes.*® Similarly, Washington State pioneered
competitively tendering inter-city buses, a model replicated
by several other states.*® Indeed, the idea of creating a
public transit commission that operates on a cost-recovery
basis and has the autonomy to raise fares and tender out
routes was previously discussed elsewhere.*” The idea of
paying for capital costs through LVC was also discussed

extensively elsewhere, including by Levinson himself.*8

What is truly novel about Levinson's proposal is his
emphasis on the public utility — or Crown corporation —
model. Public utilities that operate on a cost-recovery basis
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could short-circuit the vicious cycle of political interference
and give transit agencies the autonomy to choose the right
revenue tools and make long-term, calculated investments.
The cost-recovery mandate would force transit agencies to
undertake only those projects that can pay for themselves.
While it would be speculative to suggest that this would
lead to building more or fewer transit projects — particularly
under the even more speculative scenario where roads are
operated on a user-pays basis — it seems very likely that it
would result in different projects being funded in different
time frames. This could have a significant impact on the
financial viability of public transit agencies where wasting
hundreds of millions of dollars has sadly become routine.

Levinson's model would create a highly Wicksellian transit
agency. While we might consider this a gold standard, an
amended version of this model, which might be more
politically feasible, should also be considered as a second-
best option. This paper argues for such a second-best
option, dropping recommendations 1 and 6 and amending
recommendation 4.
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SECTION IV: SOLUTIONS

The Importance of Prices

Firms, like individuals, respond to incentives. Requiring
transit operators to generate revenue through the farebox
gives them the motivation to provide the greatest number
of rides that is economical. Tying transit agencies'’ revenue
to their ability to attract customers would mean that they
would have to find prudent ways to attract new riders. This
would encourage them to provide high-quality service,
since the marginal consumers they would be trying to
attract can afford alternatives to public transportation.
These more-demanding customers would help increase
the level of service for many or perhaps most other riders,
which would be a progressive side effect of a more market-
driven approach.

In addition to providing a steady stream of revenue, farebox
recovery ensures that people are not receiving unfair
subsidies. For instance, there is no reason affluent riders
should receive a subsidy for using public transit, particularly
when they are often already saving money by doing so.
Additionally, it makes little sense to undercharge tourists
who use local public transportation or subsidize use by
riders who live outside of the jurisdiction that finances the
public transit.

Where practical, transit agencies should also rely on
variable prices to ensure that people who are taking more-
expensive (i.e., longer) trips are paying the full cost, and they
should charge more at peak times. Downtown riders should
not subsidize the fares of suburban riders, and off-peak
riders should pay less in order to encourage discretionary
travel outside of peak hours. Potentially, agencies could
smooth out peak demand by pushing some commuters to
take earlier or later trips.

Charging the full cost of transit operations at the point of
consumption would also ensure that residents are not
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subsidizing non-residents. Since tourists do not pay local
taxes, it makes little sense to provide them with a subsidy.
Residents of adjacent communities who commute to
central cities for work also do not pay local taxes (and often
pay much lower taxes in their municipalities). Allowing them
to free ride on services in the city core without paying local
property taxes leads to perverse outcomes.

In addition to mandating that the operating costs of transit
be met through the farebox, it makes sense to allow transit
agencies to use the type of flexible pricing mechanisms
that private companies often use to attract new customers.
Phone companies often offer low introductory rates to
entice new customers. Restaurant chains often give away
samples in order to convince potential customers that their
product is worth paying for. Since large private sector firms
employ these strategies, it makes sense that they could
work for transit agencies.

CASE STUDY: SOCIAL HOUSING/RENT CONTROL

Social housing and rent control are two very different policy
levers that share an important commonality: They artificially
constrainthe price of housing. This canbe anoble objective.
After all, everyone deserves a good place to live. However,
they are two policy approaches that historically have not
met their goals. By concentrating poverty, social housing
projects created some of the worst neighbourhoods in
North America. Basic maintenance is often deferred, since
political considerations are the basis for the funding. As well,
low-income people often have a lesser-weighted political
voice, since they vote at lower rates than affluent people do,
are less likely to contribute to political parties and are often
concentrated in electoral districts that are not electorally
competitive. Since most voters do not pay attention to the
financing details or the social housing projects that are alien
to their own worlds, it is very easy to scrimp on funding.

Rent control is an attractive political tool, since it allows
governments to implicitly subsidize the price of rent without
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using any public funds. However, the record is abysmal. In a
well-known survey of economists in the May 1992 edition of
the American Economic Review, 93 per cent of respondents
agreed with the statement “a ceiling on rents reduces the
quantity and quality of housing available."*® Landlords,
like public housing agencies, skimp on maintenance and
improvements when faced with hard budgetary constraints.

While the connection between public housing and public
transit might not be immediately obvious, the same
problems manifest themselves in both. The majority of
voters in most cities do not use transit. In many cases, there
is a stigma against public transit. This means that people pay
for ridership through the traditional means — time, money,
comfort (or lack thereof, depending on the service) —but also
through reduced social status.®® One potential reason for the
stigma is that transit in many areas is very poor, and since
it is very poor, only people who have no other options tend
to ride it. This management approach — providing the bare
minimum service without making the investments necessary
to attract new riders — is in stark contrast to most private
transportation providers. Like public housing complexes
and rent-controlled apartments, cash-starved public transit
agencies do not have the tools to attract customers who can
afford other options, and they cannot provide good service
for those who need it most. This leads to a vicious cycle
where people opt out of the neighbourhood — or the transit
agency — at the first opportunity.

The Right Way to Subsidize
Transit Use

Rather than subsidize public transit systems, governments
should subsidize public transit users who are unable to
afford full fare. This approach is superior to broad operating
subsidies for four reasons.

First, the subsidies actually go to people who require public
transit but cannot afford to use it. This is, after all, the primary
rationale for subsidizing public transit.
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Second, this method requires public transit operators to
attract riders in order to generate revenue. Subsidizing
operating shortfalls rewards failure. Moreover, it facilitates the
politicization of transit decisions, since public transit operators
know that when city council makes foolish decisions it willhave
to increase operating subsidies to compensate.

Third, charging more-affluentriders the full fare ensures that
people who do not require financial help are not subsidized.
Failing to charge more affluent riders the full fare deprives
transit agencies of revenue that they require to provide the
service levels choice riders expect. It is hard to compete
with private automobiles when a transit agency is providing
sub-par service.

Fourth, broad operating subsidies are easy to reduce
or remove. When a transit agency is in financial trouble,
politicians can simply point to examples of waste as a
justification for reducing subsidies. Eliminating low-income
passes would be much more difficult to justify.

Most cities already have discounted fares for seniors,
students and children. Extending these benefits to low-
income residents is a logical next step. However, there is
no reason transit agencies should bear the cost. Poverty
alleviation is the prerogative of provincial governments,
not local governments. Subsidies to low-income people
should come directly from the provincial government. One
approach would be to allow social services to purchase
passes from transit agencies to distribute to riders who
qualify for social assistance. In the case of transit systems
with automated fare systems, a more high-tech solution
might be to allow social services to transfer balances on to
the transit cards of low-income riders.

Many transit agencies have reduced-fare programs for low-
income riders. Seattle recently introduced such a program.
Windsor, Hamilton, Waterloo, Halton Region (Ontario), Kingston,
Halifax, Calgary and Edmonton have also used this approach.
The TTC and the City of Toronto are exploring the concept.®’
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CASE STUDY: CALGARY'S REDUCED-FARE PROGRAM

In 2011, Calgary spent $3.9-million subsidizing slightly
fewer than 78,000 monthly low-income passes. Accounting
for 3 per cent of ridership, these passes were discounted
55 per cent. Though there is some bureaucracy involved,
the program works. Losing $3.9-million of revenue (a high
estimate, given that many of these riders could not have
purchased full-fare passes) may seem like a lot, but it is
modest compared with discounting the other 97 per cent
by even a small amount.5?

Why Crown Corporations?
Independent Crown corporations, unlike government
departments, operate on commercial principles. While
they function on a not-for-profit basis, Crown corporations
with a cost-recovery mandate are required to operate like
a for-profit company, minus the profit. This allows them
not only to experiment with different service-delivery and
pricing options, but also to undertake long-term investment
decisions with minimal political pressure.

Three benefits come from insulation from politics. First,
it eliminates the type of back and forth political decision-
making that often leads to costly cancellations. Second,
it requires Crown corporations to do their due diligence
to ensure that their investment plans are financially viable.
Third, and most controversially, it allows them to make
tough choices. While regulators and politicians have some
latitude to prevent Crown corporations from taking certain
actions — the recourse includes firing the head of a Crown
corporation — these are measures of last resort. Crown
corporations are generally set up specifically to provide
the rule of experts rather than politicians. We do not elect
politicians to run phone companies or railways, and it does
not make much more sense for politicians with little to no
expertisein public transit to determine the alignment, design
or mode of a transit expansion. Taking politicians out of the
planning process would lead to fewer arbitrary decisions,
less vacillation and decisions that are more practical.
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CASE STUDY: CANADA POST

Canada Post may seem a curious example to hold up
as a success story. After all, it faces long-term financial
challenges, and it recently made some unpopular decisions.
However, those unpopular decisions are a feature, not a
bug, of Crown corporations. Because they are separated
from political considerations and are required to operate on
commercial principles, they are able to make controversial
decisions such as increasing postal rates and terminating
door-to-door service.

Up until 1981, Canada Post was a government department.
Facing significant short- and long-term financial pressures,
the Government of Canada converted Canada Post into
a Crown corporation that year. The department's annual
deficit had climbed to $600-million, so the hope was that
converting it to a Crown corporation with a cost-recovery
mandate would bring financial stability.>® Indeed, in 1989,
Canada Post turned its first profit since 1957 and remained
profitable through 2004.%* While Canada Post still faces
long-term pressures spurred by technological change, this
is an impressive run.

Converting Canada Post to a Crown corporation allowed
for many cost-saving measures that maintained high
service levels. Perhaps the most visible is the move away
from stand-alone post offices toward kiosks in Shoppers
Drug Mart locations. Shedding the overhead cost of stand-
alone post offices seems like common sense in hindsight,
but it is the type of highly visible cost-cutting measure that
organized interests often oppose. Taking these decisions
outside of the political realm allows for this kind of hard-
nosed calculation.

Converting departments or agencies under political control
to Crown corporations can lend itself to better long-term
planning. This does not necessitate surrendering all public
input — Crown corporations should have a mandate to
provide acceptable service levels — but it does distance
them from the costly political micromanagement that we
routinely see with public transit agencies.
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The Key to Financing Public Transit
Capital Investments: Land Value
Capture

General government revenue typically funds large
infrastructure projects — often with money from two or more
levels of government. There is no expectation that public
transit fares will pay for the associated capital costs. Indeed,
few transit agencies approach recovering operating costs
through fares, let alone capital costs. This is in large part
because local governments have grown to expect upper
levels of government to pay for a significant portion of
public transportation capital spending and because they do
not have access to the same revenue tools as the federal or

provincial governments do.

Advocates of expanding the revenue tools available to
municipalities often argue for giving them access to income
taxes or sales taxes. While that might be an improvement as
atrade-off for eliminating capital subsidies to municipalities,
they still are not the best tools available.

The best tools for financing transportation costs adhere to
the user-pays principle. In other words, those who benefit
from transportation spending should pay the cost (with the
exception of low-income users who may require targeted
subsidies). What is often missed in this debate is that there are
three groups of people who benefit from public transportation
capital projects: riders, drivers and property owners.

The first is self-explanatory. Riders benefit from access to
public transportation; otherwise they would not use it. The
benefit to drivers is often overstated, since, in most cases,
without other policy changes (such as congestion pricing
schemes), public transportation projects have a minimal
impact on congestion. The third group, property owners, is
generally ignored, but it is the group that benefits most from
public transit capital spending.
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Public transit projects often boost the value of nearby
properties. People are willing to pay to live near enhanced
amenities. The trouble is that they tend to pay a miniscule
proportion of the capital cost of these projects. Whether
or not these property owners actually use public
transportation, their house values increase. Since city-
wide — or even nationwide — taxpayers fund these projects,
they are politically attractive. This is probably a driving
factor behind the “subways, subways, subways” mantra
of suburban Toronto politicians. After all, even if only a
portion of a billion dollar capital project is capitalized into
local property values, it can be a major windfall to local
voters. This makes strategic investments in swing ridings
very attractive to politicians, even if the projects are not
financially sustainable.

This problem actually lends itself to an elegant solution:
LVC. In broad terms, LVC entails taxing back some of the
increased property values that result from infrastructure
enhancements. While there can be some challenges with
assessment, LVC tools are used around the world, and they
can break down the perverse political incentives that lead
to bridges to nowhere. Squeezing out projects of marginal
value would likely provide as large a boon to transit agencies
as the revenue-generating capacity of LVC does. LVC could
also act as a disincentive against residents opposing high-
density construction that would lead to TOD that is crucial
to rendering many transit projects financially sustainable.

Many revenue tools fall under the rubric of LVC. These
include TIF, LVT, special assessment districts, development
impact fees and selling off development rights to municipally
owned land (as well as air rights). These are all methods of
taxing back the unearned income that local property owners
reap because of public transit improvements (also known as
economic rents). If a publicly funded project leads to windfall
profits, recycling those profits to pay for the projects is more
justifiable than asking people who do not gain anything to
finance the project. The notion of infrastructure paying for
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itself sounds utopian, but it is neither prohibitively difficult,
nor conceptually problematic. After all, property owners
invest in improving their property value all the time. The only
difference with a public infrastructure project is that they
do it collectively. They only pay if the value of their property
increases because of the investment, so it is not a risky
proposition as long as the project is carefully thought out in
advance by a transit agency with a proper incentive structure.

Some might argue that developer impact fees could
render LVC redundant. They might further argue that new
developments should pay the cost of new infrastructure,
since these developments are driving the need for new
infrastructure in the first place. There are three problems
with this argument. First, it presumes that optimal public
transportation infrastructure existed to begin with, and
incremental value will only accrue to new units. Second, this
actually worsens the existing political incentives, since it is
theoretically amechanism to allow existing property owners
to reap the benefits of new infrastructure while passing the
costs on to new units. Third, new units are too narrow a tax
base to fund major infrastructure projects. While it can make
sense to have an additional levy for new units, this should
not be viewed as a substitute for broader LVC.

CASE STUDY: CANADIAN AIRPORTS

The only time we tend to hear about airports in the context
of public transportation debates is with respect to transit
links from airports to city cores. However, many major
airports have their own rail and bus systems that link
terminals together. For instance, Pearson has its LINK train,
which opened in 2006 at a cost of $100-million.%® It is not
something that made much news, possibly because airport
infrastructure in Canada is financed through charges levied
by the airport authorities themselves.

In some respects, airports act like small Wicksellian
municipalities. It might seem odd to spend money installing
moving walkways in airports, but airport authorities all over
the world determine that it is worth the cost. Moreover,
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airport authorities internalize the cost of capital expansions.
They therefore only undertake capital expenditures that can
pay for themselves.

The fact that major Canadian cities have a hard time
financing sidewalks that are accessible to people with
disabilities in their urban cores while airports can finance
moving walkways suggests that we have something to
learn from airport infrastructure funding.

The Importance of Borrowing

Currently, transit agencies must rely on financing from
provincial, federal and municipal governments to fund large
capital projects. This means that capital expenditures are
not only contingent on the political whims of up to three
governments, but also on their financial constraints. Crown
corporations that are empowered to borrow against their
assets can skirt these constraints, and this allows them to
amortize costs over the life cycle of assets rather than wait
for political consensus and economic realities to align.

Another benefit of allowing transit agencies to borrow is that
they can build while costs are lowest —which often happens
to coincide with recessions. A slack labour market can be
a good time to find the labour required to build significant
public works. While such machinations are often very
political, an independent Crown corporation with budgetary
constraints might find spending countercyclically beneficial,
which would have the happy coincidence of helping to
mitigate unemployment in the construction industry.

While governments are often happy to follow Keynesian
advice during recessions — borrow and spend to stimulate
the economy —they are generally more reluctant to take John
Maynard Keynes' advice during good times —which includes
running surpluses. Regardless of the merits of Keynesian
countercyclical spending by governments, it seems that
Crown corporations faced with real economic constraints
could be well placed to “"spend against the wind."%®
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Toward a New Model for
Transit Agencies

There are three primary issues to consider when designing
an ideal transit system. The firstis the overarching structure
of the organization. Who will make the decisions, for whom,
and through what processes? The second is the transit
agency's mandate. The third is the delivery and financing
of the mandate.

An ideal public transportation agency would be large
enough to serve the entirety of a metropolitan area — or at
least the areas within that metropolitan area that can justify
the demand - but not stretch itself too thin. This can be
a subjective line in practice. Integrated service across a
metropolitan area can eliminate some of the redundancies
from overlapping agencies (such as multiple fare systems)
while tightly integrating multi-modal service. One might
worry about certain regions being under-represented,
leading to decisions that are biased toward other areas. This
can be assuaged to an extent by having an equally divided
number of local representatives from different regions on
the board of directors, though in practice, the proposed
model will not be subject to the kind of political whims we
see today. The key is having the right mandate in place.

The mandate of an ideal public transit agency should be to
fund its operations on a cost-recovery basis and its capital
costs through LVC. As Crown corporations, they should be
insulated from political considerations. The transit agency
should initiate all expenditures, and the agency should
comply with private sector accounting principles. As Crown
corporations, they would also be subject to oversight by
provincial public utilities boards.

A cost-recovery mandate would force them to earn
customers by providing high-quality service at a reasonable
cost. Counterintuitively, this might mean that in some cities
fares would be higher than they are today. However, this is
not necessarily a problem. After all, the cost of driving is far
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higher than the cost of transit use. Choice riders are not likely
to be as affected by fares as non-choice riders are. Attracting
choice riders requires high-quality, frequent service, which
necessitates a high level of funding. Only provincial social
service agencies should provide operating subsidies and
only for the funding of low-income riders. Subsidizing all
fares to ensure that low-income people can afford to ride
is a perverse subsidy. Those who can afford to pay should.
Ensuring that the subsidy follows the riders would also
strengthen the incentive for transit agencies to serve low-
income areas that might not have much political power.

Capital costs should rely on LVC principles to eliminate
perverse incentives and subsidies. In addition to providing
predictable capital funding, it would also thwart most
politically salient but financially questionable projects.
Crown corporations make mistakes, but a cost-recovery
mandate (including recovering the capital costs) would vet
out most wasteful or highly speculative projects.

Of Canada's transit agencies, the GVA's TransLink is
probably the closest to matching this model, though it is far
from ideal. Hong Kong's MTR system is much closer.

CASE STUDY: MTR (HONG KONG)

Hong Kong's MTR was recently called “the world's most
envied metro system” by CNN.5” Many transit analysts have
long praised the extensive service and healthy bottom line
provided by MTR's unusual business model.

The MTR does not just recover its costs; it also routinely
posts profits and pays out dividends. In 2014, MTR turned
a 15.8-billion (HK$) profit.®® Its farebox recovery ratio is 185
per cent despite relatively low fares (roughly $0.50 to $3.00
U.S.).5¢ The profitability does not come at the expense of
performance. Quite the contrary. An astounding 99.93 per
cent of MTR trains run on time.?® The MTR is so good at
what it does that it has contracts to run rail lines in China
and London, England, as well as the entire rail systems in
Sydney, Australia, and Stockholm.®"
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The MTR is a unique entity. It is not just a public transit
agency: It is also a developer. Moreover, it is a private
company (albeit, one in which the government retails a 77
per cent ownership stake).®? The MTR cross-subsidizes the
cost of transit service with the profits it makes from its real
estate holdings.®® Since transit service makes its real estate
more desirable (and, thus, more expensive), this makes
business sense.®*

Embracing the User-pays Frinciple
for Surface Transportation

One potential barrier to the functioning of the proposed
system would be underpricing personal automobile
use. Many people are stubbornly willing to pay for road
use with their time by sitting in traffic.% This congestion
creates an externality that some have estimated costs
the Greater Toronto and Hamilton Area $6-billion annually,
and this figure is climbing.®® This number might even be
an understatement. Benjamin Dachis estimates that the
total cost could be $1.5-billion to $6-billion higher when

accounting for lost “urban agglomeration” benefits.®”

Internalizing those costs through means such as
congestion zones and road tolls would have the salutary
effect of making public transit more competitive vis-a-vis
driving. As of 2010, public transit ridership had increased
18 per centin London, England, since the introduction of its
congestion zone in 2003.%8 Similarly, Stockholm saw a 5 per
cent increase in ridership since the implementation of its
congestion zone in 2006.5°

While congestion zones are generally considered a big-
city solution, Gothenburg, Sweden, a city of roughly half a
million residents, has had a successful congestion zone
since January 2013, which grossed €72-million in its first
year of operation.”® This coincided with a 24 per cent
increase in public transportation ridership.”" If it works in
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Gothenburg, it seems plausible that some variety of direct
road pricing could work in larger cities such as Winnipeg,
Calgary, Edmonton or Ottawa.”

The user-pays principle can only work optimally if users of
allmodes of transportation pay the cost of their commutes.
Implicit subsidies for one mode or another simply lead to
either over provision or under provision and the use of
infrastructure in an arbitrary fashion. Urban mobility is too
important to leave up to the whims of politicians.
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CONCLUSION

Public transportation is an important tool for urban
mobility. While it will never be the right option for every
commuter, it is nevertheless crucial to the functioning of
Canada’'s metropolitan areas.

Instead of looking at public transportation as a cost
to be minimized, we should instead rethink failing
models. Converting public transportation systems into
Crown corporations with a cost-recovery mandate can
allow transit systems to more closely match supply
with demand. By embracing the user-pays principle
for all surface transportation, Canadian cities could
meaningfully tackle urban congestion, which is a major
drag on Canada's economy and is only going to get
worse under the current model.

Though the proposed model is very different from the way
public transportation is funded, examples from outside
of the public transportation world and from economic
theory suggest that it is superior to the usual approach.
Transportation financing innovations — from the original
turnpikes to public-private partnerships and congestion
zones — often seem exotic and controversial at first.
Thinking of public transit in cold commercial terms might
be controversial, but legislators looking to improve the
lives of their constituents should see past whatis politically
expedient in the short term to real long-term solutions.
While structural reforms do not furnish the type of photo
opportunities that come with large infrastructure projects,
creating a sustainable model for public transportation
funding will do more to improve the lives of Canadians
than any given megaproject will.
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