TRANSPORTATION

'Market paths

C
o
i
<
Q
7]
X

POLLUTION:
Buying and selling
‘emissions credits’

By James E. Moore I

that more coordination is the key to bet-

ter government, and a better way of life
for the state’s residents. These public servants are
correct, but much depends on how this coordina-
tion is accomplished. Unfortunately, public au-
thority usually attempts to achieve coordination
by creating command and control regulations.
The big problem with regulation is that it requires
regulators; and regulators require salaries,
health benefits, retirement plans, staff support,
and (ultimately) taxes. These expenditures would
be easier to tolerate if regulation actually resulted
in coordination. It most often does not, and many
agencies are looking for alternative ways to get
the job done.

The most important local example is probably
the South Coast Air Quality Management District
(SCAQMD). The SCAQMD implements the provi-
sions of the Air Quality Management Plan, de-
signed to bring the South Coast Air Basin into
compliance with federal and state air-quality stan-
dards. The measures defined in this three-tier plan
touch business and residential life at many levels,
and often in ways that are expensive to imple-
ment. The district board recently voted to suspend
work on 24 smog rules related to the plan. They
have good reasons. Consider an example:

One element of the Air Quality Management
Plan calls for reductions in vehicle miles traveled
(VMT) during work trips. The district’s Regula-
tion XV requires firms with 100 or more employees
to file an acceptable trip reduction plan providing
employees with incentives to car pool or otherwise
reduce vehicle trips. The district’s internal stan-
dard for evaluating trip-reduction plans requires
the district respond to each initial submission
within 60 days. Six months was not unusual, and a
year was not out of the question. Resubmissions
routinely took more than 60 days to process. Re-
gardless of these delays, an employer could still be
fined $25,000 per day if his or her plan was not
accepted on schedule.

One way to evaluate trip reduction plans more
quickly is to hire more evaluators, but the
SCAQMD staff already includes more than 1,100
souls. Fortunately, instead of putting more profes-
sionals on the public payroll, the SCAQMD cleared
up its 1991 backlog with a massive internal effort
involving overtime and new assignments for many
district personnel. It is not that the SCAQMD was
working inefficiently. Rather, the district was and
is working hard to meet an extremely expansive
mandate, but has had trouble doing so by regula-
tory means.

It is likely to have more problems, particularly
with respect to nonstationary pollution sources
like automobiles. The district’s Special Commis-
sion on Air Quality and the Economy recently
reported that it received more complaints about
employer requirements for trip reduction plans
than any other district policy. Further, the US
Ninth Circuit Court of Appeals ruled that the Envi-
ronmental Protection Agency must implement,
possibly with revision, a 1990 EPA plan intended to
address pollution-reduction alternatives not man-
dated by the SCAQMD. The district’s Air Quality
Management Plan includes a much greater on
emphasis on work trips than on nonwork trips.
Consequently, evan a revised EPA plan for Los
Angeles might retain such Draconian regulations
as prohibitions on driving one day per week.

Regulation is not the only way of achieving coor-
dination, and the SCAQMD is more than a little
interested in developing alternative approaches.
Markets produce predictable, highly ordered out-
comes; but they place the burden of coordination
on market participants, not regulators. Further,
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markets reduce guesswork by defining prices that
producers and consumers use as signals to coordi-
nate their decisions and to compare the values of
different alternatives.

Some markets are subject to perverse charac-
teristics that cause them to produce inefficient
results, but the SCAQMD has realized that it may
be possible to restructure these markets in ways
that lead to efficient outcomes. One way to treat
pollution is as a cost of production that producers
do not pay. Structure a market for environmetal
quality in which polluters are permitted to pollute,
but required to pay for the environmental damage
caused by their decisions, and the cost of what

pollution occurs will never exceed the value of the

goods being produced. Additional advantages in

the form of cheaper goods, more jobs, and a clean-

er environment accrue if the number of regional

pollution rights is capped, and these rights are

;llowed to be bought and sold on a regional mar-
et.

Early in 1992, the SCAQMD board undertook a
sweeping departure from the regulatory approach
by voting to create a Regional Clean Air Incen-
tives Market (RECLAIM). RECLAIM applies to
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facilities holding district permits for
the emission of reactive organic gases
or nitrogen oxides, and producing annu-
al emissions in excess of four tons per
year. These firms will be granted the
latitude-to achieve present and future
emissions targets by changing produc-
tion processes, installing pollution con-
trol equipment, purchasing tradeable
emissions credits from firms that have
already managed to reduce pollution,
or by some combination of these strate-
gies. The price of emissions credits will
be determined by supply and demand.
RECLAIM defines a market of about
2,700 facilities, and may be expanded to
include and additional 100 sites that
emit sulfur oxides.

Harnessing a market to the public
interest is quite different from the regu-
latory activities Southern Californians
have come to expect from their public
servants, and the SCAQMD’s market
initiative has produced considerable
public debate. We notice our govern-
ment because it struggles. In contrast,
most markets perform so well they are
almost invisible, and we tend to forget
how much they do for us.

Critics argue that RECLAIM will be
expensive to organize and monitor, but
this is not the case. Markets are self
organizing. The arbitragers who make
their living organizing more conven-
tional transactions would be just as
happy to earn commissions by selling
brokerage services to firms participat-_
ing in RECLAIM. In 1991, the Chicago
Board of Trade voted to establish a fu-
tures market for the tradeable sulfur-
dioxide rights allocated to utilities un-
der the federal Clean Air Act of 1990.

) .

Harnessing a market to the public interest is quite
different from the regulatory activities Southern
Californians have come to expect from their public
servants. Most markets perform so well they are
almost invisible, and we tend to forget how much

they do for us.

The SCAQMD is already heavily in-
vested in emissions monitoring. RE-
CLAIM will require a more careful
emissions inventory than is currently in
place, but there are many ways to ac-
complish this. The district’s current
permitting program requires such
careful evaluation of flow and produc-
tion pfocesses that the SCAQMD could
make very good emissions estimates by
using production records to track prod-
uct flows. Better yet, continuous emis-
sions monitoring is a well defined tech-
nical objective that many third parties
}Nould be interested in undertaking for a
ee.

The real problem with RECLAIM is
that it does not go far enough. Current-
ly, only the largest emssions sources
are able to avail themselves of RE-
CLAIM. All firms that emit regulated
pollutants should be allowed to partici-
pate in the new market. In addition,
market principles dictate that individ-
ual facilities should be allowed to ex-
ceed current emissions levels if it is
worth it to them to pay for the neces-
sary credits. Further, original pollution
rights should not be attached to activi-
ties, but to urban land; and anyone
should be allowed to purchase and hold
emissions credits. And, finally, there is
no reason to restrict the use of market-
based strategies to stationary sources

of pollution. Now is the time for the
SCAQMD to extend RECLAIM by defin-
ing market-based pollution control
measures for automobiles and other
nonstationary sources of pollution. If
the district acts now, the EPA may be
able to avoid imposing a much more
burdensome set of regulation currently
under consideration.

A tradeable pollution-rights ap-
proach would be too unwieldy to apply
in the case of transportation, but the
economics of the marketplace still pro-
vide a prescription for how to proceed.
A traveler’s decision to consume free-
way space imposes congestion and pol-
lution costs on other users and local
residents. This small contribution to de-
lay and air pollution is part of the true
cost of an additional vehicle trip, but
these external costs have no bearing on
the vehicle occupants’ decision to trav-
el because these are costs the occu-
pants do not pay. An optimal road toll
would internalize these external costs
so that the travel price paid by the addi-
tional vehicle’s occupants includes the
cost of the additional congestion and
environmental damage induced by the
trip. As a result, the trip would only be
taken if the benefits to the vehicle’s
occupants exceed the costs imposed on
society.

Such results are not mere conjecture.

Power utilities price electricity accord-
ing to a similar scheme. It works. Most
of the people who want to purchase
electricity can do so at an affordable
price from a system that is 99.9 percent
reliable. Further, nobody has to stand;
in line to receive or pay an electric bill.
The technology needed to implement
automatic toll assessment on roadways
is only slightly more sophisticated than
the procedures already used by utilities
and telephone companies, and no more-
intrusive. -
The most entrenched opponents to~
market-based strategies like RE-
CLAIM and road tolls argue that distri--
butional effects of these approaches are..
uncertain. There is no question that
RECLAIM would reduce total emis-
sions, but some areas could experience.
greater local concentrations of pollu-
tion. Similarly, there is no question that
road tolls would reduce both delay and,
vehicle emissions to efficient levels.
But do such outcomes impose too large’
a burden on the poor? §
Ineither case, the answer depends on
how any new public revenues might be,
generated are returned to society. For
example, the income resulting from the!
sale of emissions credits is certainly
taxable, and these new tax revenues
could be distributed in many ways. By.
the same token, if low-income groups,
benefit from programs funded by tolls,
then the net effect of road pricing could,
be profoundly progressive. Market-.
based strategies offer both more effi-"
ciency and more control over distribu-
tional impacts than do conventional
regulatory approaches. There are
many ways California authorities can’
employ market-based strategies to im-
prove residents’ quality of life. Unfortu-
nately, we keep trying to do things the
hard way. )

CONGESTION: Tollroads impose costs immediately and directly
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to afford the costs of satisfying Regula-
tion XV, and, because there are so
many of them, they will get less of the
free assistance from OCTA that has
been available to larger employers for
years. The AQMD is also giving serious
consideration to going beyond Regula-
tion XV by requiring employers to
charge their employees for the privi-
lege of parking at work, and requiring
cities to charge for public parking.
Mandating parking charges at work
was also recommended in a report re-

cently made to the Orange County Re- -

gional Advisory and Planning Council.

Charging for parking is a way of im-
posing costs for driving. Imposing costs
for driving is, in itself, a sound idea. We
overuse our freeways in the same way
that villagers in old England would
overuse the common pasture; rather
than use up their own pastures, villag-
ers would put their sheep on the com-
mon pasture that all could use without
charge. So many villagers used the
common that it was soon overgrazed to
the point that it could no longer support
any sheep.

We pay for using the freeways, but we
don’t pay for it directly when we turn
onto the on-ramp. Instead, we pay for it
invisibly at the gas pump, and we sel-
dom make the connection between driv-
ing on the freeway and paying highway

taxes at the gas pump. If people had to
pay for parking, they would have to pay
a cost at the end of every trip to work.

There are two problems with mandat-
ing parking charges. First, parking
charges have not been shown to be ef-
fective travel reduction measures in
suburban areas like Orange County.
Parking charges have been shown to
increase the use of commute alterna-
tives in areas like San Francisco and
downtown Los Angeles, where the high
employment density allows much more
complete transit coverage.

In areas like Orange County, where
employment density is too low to make
that kind of transit service feasible,
parking charges have had very little
effect. Second, mandatory parking
charges would be another source of ag-
gravation and administrative costs for
businesses that are already staggering
under the burden of some of the highest
taxes in the nation, runaway workers’
compensation costs, high real estate
prices, and AQMD’s other pollution reg-
ulations. ;

Other states are already doing an ef-
fective job of luring Southern California
employers away with conditions that
are much more friendly toward busi-
ness. We are going to have to stop put-
ting more and more burdens on the
backs of business if any jobs are going
to be left here in Orange County.

Mandatory parking charges are not
the only measures currently under con-
sideration for imposing travel costs on
motorists. The OCRAPC report con-
cluded that either a $1.50-per-gallon
gasoline tax or a 3-cent-per-mile travel
tax to be paid when renewing one’s ye-
Jhicle registration were the two mea-
sures that would achieve the greatest
reduction in motor vehicle travel. Both
measures are intended as financial
punishments for driving alone, but nei-
ther is immediate enough .nor has a
clear enough connection to actually us-
ing the freeway to make an effective
punishment. The $1.50 gasoline tax
would force some people to use com-
mute alternatives out of sheer econom-
ic necessity, but this benefit would be
vastly outweighted by the terrible im-
pact such a tax would have on self-
employed people who use their vehicles
to make a living, as well as any busi-
ness that delivered goods or used field
personnel for sales or services.

Imposing costs for using the freeways
is the only way to achieve a meaningful
reduction in motor vehicle travel. How-
ever, these costs need to be imposed
immediately upon using the freeway
and they need to be paid directly by the
motorist. Forcing the motorist’s em-
ployer to serve as the middleman, or
charging drivers a tax on Sunday for
the driving they did during the week

will not do. In short, we need to convert
our highways to tollways. ;

The traditional objection to tollways
is the notion that they would have a
disproportionate impact on the poor.
Ironically, this objection has not been
raised to the idea of a $1.50-per-gailon
gas tax, which would hit the poor at
least as hard.

If the Democratic leadership in the
state Legislature is so concerned about
the effect of tolls on the poor, it can
always provide tax deductions or tax-
credits for tolls. Tolls won’t be easy on
the pocketbooks of the middle class, ei-
ther; to provide them with some relief,
the imposition of tolls should be accom-
panied by the elimination of state gaso-
line taxes. The tolls will bring in more
money than existing gas taxes ever did.
To ease the impact of tolls on business-
es and the self-employed, tolls can and
should be lower at off-peak hours.

Traffic congesion and air pollution
are not things that we simply have to
live with. Both problems can be solved,
but not through more centralized plan-
ning, more government regulation, or
more taxes. We can free up our high-
ways, clean up our air, and preserve
what health the local economy has left
by letting people make their own
choices about travel, and requiring
them to directly pay the consequences
of those choices.




