A Not e on Non - Dis criminator y Ac ce ss  t o Railroa d

Infrastructure

By Russ ell Pittma n

*

Abs trac t

The s etting of us er prices for e nterprises with large fixed c osts and marginal cos ts be low average

cos ts ˘  ^natural monopolies~ ˘  ra ises importa nt policy q ues tions rega rding both efficiency and

equity.  It has become well accepted among economis ts tha t, in a varie ty of settings, we lfare may

be improved if s uch prices are set using s ystems tha t a re non - linear or disc riminatory ˘  for

exa mple, two - part tariffs and Ramsey pric ing.  If these pricing sc hemes are rule d out, the

princ ipal alternatives are large governme nt subs idies and the inefficiencies of fully alloca ted cost

pric ing.  W hy s hould the setting of access prices be any diffe rent?

Ke ywords:  rail, res t ructuring,  vertica l se paration, access cha rge, discrimination

J EL classification:  D43, H2, L51, L9, L92

*
      New Econo mi c School, Moscow, and Economi c Anal ysi s Group, Ant it rust Di visi on, U.S. Depart ment  of Justi ce.

I t hank Tim Brennan, Sergei  Guriev, Mari us Schwartz, and Loui s Thompson, seminar partici pants at NES and the

Cent er for Economic and Financial  Research (CEFIR ), and st udent s in m y class at NES on t he Economi cs of

Antit rust and Regul ation for ver y hel pful  comments on an earli er draft, and Zhen ya Zhabit ska ya for excel lent

drafting of figures.  The vi ews expressed are my own, and do not  necessaril y reflect the vie ws of an y reader or of the

Department of Justi ce.

                                                           A Not e on Non - Dis criminator y Ac ce ss  t o Railroa d

Infrastructure

By Russ ell Pittma n

^For freight,  the objective is to apply the rules to ens ure th at open ac cess mea ns precisely tha t.

The  a pplic ation of compe tition rules  in the rail tra nsport s ec tor as a whole is  aimed a t
contributing to the effective ope ning of the markets by ens uring that rights  conferred upon
newcomers  are actually exploited in a  non - discrimina tory wa y.  � For the market to work
properly, there must be supply side c ompetition in the form of new e ntrants capa ble of mounting
a realistic competitive threa t; a nd conditions  of access  to networks  tha t are  tra nspa rent and non -
discrimina to ry. ~  (M onti 2002)

1. Vertical Separation and Non - Dis criminatory Access

 In the ongoing worldwide debate re garding railway s ector res truc turing,  perhaps the only
words that a re used more freque ntly than ^ vertical se paration~ a re ^non - discrimina tory access .~

The  former words refer,  of cours e, to the c ommon propos al for s ome  form of ^unbundling~ of
the  owne rship and operation of the railway infrastructure ˘  track,  roadbed,  signaling, s ta tions ˘
from the  owners hip and operation of the trains running on that infrastructure.  W hethe r s uch
unbundling should be of an accounting nature only or should be the c reation of wholly se parate
enterprises, and whe ther, if wholly separa te ente rprises  a re c reated,  the  owner and ope rator of the
infrastructure  may own a nd oper ate trains  as  well, is  a matter of lively debate.   The  direction of
the  deba te would see m to be  in the  direction of complete  sepa ration without c ross - owners hip ˘  in
the  sa me speech cited above , EU Competition Commiss ione r M onti a rgues  tha t ^the only way I
ca n see of removing those  ris ks  [of market forec los ure a nd abuse of dominance] entirely when it
comes to the a lloc ation of ca pacity is the c omple te and irre vers ible  structural se paration of
infrastructure  from operations~ ˘  but,  as I have  a rgued else whe re (Pittman 2001a, 2001b), the

expecta tions  that vertical separa tion in the rail sector will cre ate  significant competition and

s ignificantly increase economic welfare ma y be overly optimistic.

 Whe ther or not there is  complete  separa tion, however,  reformers  eve rywhe re a re clear in

the ir favor for the policy s umma rize d by the  second set of words, ^ non - discrimina tory access.~

Tha t is, whe ther the enterpris e owning a nd operating the infrastructure is  permitte d to own and

opera te trains or not,  it is  a matter of  c erta inty for mos t reforme rs and reform pla ns that a

restruc tured railway s ector mus t, as one pa rt of its  res tructuring,  allow all tra in operating

companies a ccess  to the infrastructure  on the same te rms:  there is to be no discrimina tion,  not

only betwee n a ve rtically integrated a nd a non - integrated train operator, but a ls o among different

non - integrated train opera tors.

                                               As the force ful s ta tement of Commiss ioner Monti makes clear, this is  c onsidered a matter

of competition policy as we ll as regulatory pol icy ˘  and the Commiss ioner promises vigorous

enforc eme nt ac tion from the  compe tition authorities  to enforce this polic y.  To cite an e xample

to which we  will re turn, the  Germa n c ompetition authority,  the Bundes kartella mt,  re cently forced

the  Germa n railway , De utsche Bahn,  to abandon an ac cess pric ing plan ^ menu~ tha t would ha ve

allowed train operating c ompanies to choos e between paying a two - part ta riff ˘  a  fixe d fee

accompa nied by a va riable fee base d upon usage  ˘  and a single, higher, va riable tariff, on the

grounds  that s uch a plan dis criminated against smaller sc ale  users of the infras tructure (Haas e

2001).  More gene rally, Directive 2001/14/EC imposes the following require ment:

                                               ^The c harging and capa city allocation sc hemes should permit equa l a nd non -

                                               di scriminatory access  for a ll underta kings �.Infrastructure managers  s hall ensure that the

                                               applica tion of the cha rging s cheme results  in equivale nt and non - discrimina tory cha rges

                                               for diffe rent railwa y underta kings  that perform service s of equiva lent nature  in  a similar

                                               part of the marke t�.~  (Preamble point 11, Artic le 4.5)

 Why there  s hould be  s uch a consensus  on the des irability of non - discrimina tory a ccess  to

the  rail infrastructure is  not c omple tely c lea r.  As a  matter of competition policy, rules  aga ins t

discrimina tion among diffe rent buyers  or se lle rs ma y have  a  s ound pedigree,  dating at le ast to the

Robins on - Patman Act of 1936 (which amended the Clayton Act) in the Unite d States  a nd to both

Artic les  85 a nd 86 of the Treaty of Rome, the Artic les  whic h for m the basic c ompetition law of
the  Europe an Union.   However,  decades of enforce ment expe rienc e have made it c lear tha t
attempting to prevent discrimina tion may impose  tremendous  cos ts  on ec onomic  effic ienc y and
welfa re, particula rly as innovation a nd techn ological improveme nts  may be dis courage d and
delayed.
                                                     1

                                                            As a  res ult,  thes e rules are widely critic ize d ˘  one textbook desc ribes the Robins on -

Patman Act as  ^ often cons idere d antithetical to the funda mental purpose  of a ntitrust~ (Kaserman
and Mayo [1995]) ˘  and the y are far from a centra l compone nt of most antitrus t enforce ment
regimes.

                                               Similarly, there is a long history of complaints  of discrimina tory beha vior as  one  sourc e
of press ure for the crea tion of regulatory agenc ies  and one ra tiona le for the  s hape t ake n by e arly
regulations,  but in recent decades  there has been a growing appre cia tion of pa rtic ular forms of
discrimina tion,  both second - degre e and third - degre e, as policy options  tha t ena ble re gulators to
inc reas e welfare as c ompare d with s ome  non - discri minatory a lte rnatives.  In pa rtic ular,
ec onomis ts  s inc e a t leas t Joan Robins on (1933) ha ve unde rstood tha t as a matter of price  the ory,
the welfare implica tions of price discrimination a re ambiguous.

 Le t us briefly re view the dis cussions rega rding the reg ula tion of e nd - user pricing and
the n exa mine  what less ons may be a vailable for the  regulation of a ccess  pricing.   I will focus  on
freight ra ilways  only.  This is  partly be cause for transition c ountries like  Russia and many other

Central and Easte rn Europea n countries, the freight s hare of the rail business is c onsiderably
highe r tha n in c ountries like  the  UK,  where so much of the  litera ture on rail reform has foc use d,
and partly beca use, unlike rail passe nger trans port, rail freight tra nsport is  gene rally e xpected to
pay its  own way,  s o tha t the question of access pricing is  less eas ily obsc ured by the presence  of
government subsidies to operations.

1

     See, e.g ., Schwart z (1986).

2.  End - User Pric ing

                                               Consider a traditional, vertically integra ted,  natural monopoly enterpris e ˘  for example,  a

railway in a spa rse ly populate d region ˘  with ma rginal cos t curve MC cons tant over the re levant

range  of dema nd and be low the fa lling ave rage cost curve AC.   Se tting pric e equa l to margina l

cos t ˘  wha t was in the pas t ofte n called the ^first bes t~  s olut ion,  be cause it e liminated final -

product pricing distortions  ˘  results  in an operating deficit (in Figure  1) of the recta ngle AEBP

1

,

s o that gove rnment subsidies  are required to pay the fixed portion of costs.

2

  As  the reduction or

elimination of governme n t subs idies  has been one rationa le for reform in the ra il se ctors  of ma ny

countries,

                                                             3

                                                                    setting pric es  equal to ma rginal cos t has  not be en conside red a de sirable  solution in

most cases  (though of c ourse  it was, broadly speaking,  the s olution a dopted in many countries  in

the past).  (Figure 1 about here )

                                               Furthermore, the very label ^first best~ (besides  defying grammar) is cle arly a misnomer

˘  or at least overly has ty ˘  unless the subsidies are raise d in a c omple tely non - dis tortionary wa y.

M ore ge nerally,  thi s  s olution pre vents  pricing distortions  at the  e xpens e of the  dis tortions  of

ta xation:  the shadow price on the  government revenue s AEBP

1

.  Estimates  of this  s hadow price

are  typically in the range of 15 to 50 perc ent in countries with well deve loped sys te ms  of public

fina nce,  and much higher ˘  s ome times  over 100 percent ˘  in countries,  like Russia,  lacking suc h

s ystems.

                                                     4

 Wha t a re the alterna tives?   Note  firs t that the solution against which regulation was

create d to guard was  the unconstraine d monopoly so lution:  quantity dete rmine d not by the

inters ection of the demand c urve D with M C but by the  intersection of the marginal reve nue

curve  M R with MC (als o Figure  1), price  at the  (high) level c orres ponding to tha t (low) quantity

2
     M y coll eagues Grigor y K ose nok and Judit h Shapi ro sugge st t hat  t he ^fi rst  best~ label is also a nod to the ^t heor y of

t he second best~ of  Li pse y and Lancast er (1956).  In the  context of t he current  paper, t here is no need t o consi der

^second best ~ polic y mea sures, si nce the pri mary c ompetit ors t o rail  t ransport , l ong - dist ance, t ruckload - haul

t rucking and water t ransport, are both generall y structured as competiti ve i ndust ri es.

3
     See , e.g.,  Estache, Goldstei n, and Pittman (2001).

4
     See, e.g., Gagnepain and Ivaldi (2002) for t he former and Jones, Tandon, and Vogel sang (1990) for the l att er.

le vel on the demand curve,  a  deadweight we lfare  loss  from pricing distortions  of the tria ngle

M BF.

                                               The  tra ditional re gulatory outc ome prevents monopoly profits  by s etting price  at avera ge
cos t,  or more spe cifically by s etting price at marginal c ost plus a ma rk - up sufficie nt to cover
fixe d costs,  a combination that is a ls o terme d ^fully allocated cos t~:  price is  dete rmine d by
where the dema nd curve c rosses  AC,  with output se t correspondingly (Fi gure 2).  The smaller
dea dwe ight loss triangle GBH tha t results  from non - ma rginal - cos t pric ing is  s uperior to the
monopoly de adweight loss  M BF and is  the price  to be paid for avoiding the  difficulties and
distortions  of government s ubsidies.  (As  one of many s implifying ass umptions so far,  we do not
cons ide r the e ffect of governme nt s ubsidies on  enterpris e incentives  to ope rate  efficiently,  both
te chnically a nd dyna mically, i.e . to kee p MC and AC low ˘  an effec t that empirical research
s ugges ts ma y be of cons idera ble magnitude.)  (Figur e 2 about here )

                                               Eve ntually e conomists came to unders ta nd tha t  some  of these distortions  a nd dea dwe ight
losses c ould be reduc ed, though not necess arily e liminated,  if s ome  form of non - linear and/or
non - uniform pric ing were  allowed.   One solution not s o different from the  ^first bes t~  in conce pt
is the ^ two - part tarif f~:  c ustomers  are c harged one fixed tariff for access to the  market and a
second,  variable  ta riff per unit of output, a form of s econd - degre e price discrimination.  As with
the  ^first best~  s olution, if the fixed tariff can be  set in such a wa y tha t it is  non - dis tortionary and
s till cove r the fixe d cos ts of the monopoly ente rprise,  the variable tariff can be se t at margina l
cos t in orde r to remove the  pricing distortion.   Also as with the ^first bes t~ s olution, howeve r,
avoiding dis tortions  is  easie r said tha n done; if the  fixed tariff causes  some pote ntia l customers
not to pa rtic ipate in the marke t at all, eve n though their marginal va luation of a unit of output
exceeds  the marginal cost of production, then the pric ing distortion is  re - introduced in a diff ere nt
form.   One  solution is to offer a ^menu~ of different two - part tariff packa ges, with those  use rs
who a re not dis courage d by a high fixe d tariff paying that in order to enj oy a  lowe r va riable
ta riff.

                                               A second s olution may be  broadly terme d ^Ramse y pri cing~ (La ffont and Tirole  2000).

The  original insight came  from Rams ey (1927) and was a pplie d to the natura l monopoly pric ing

s itua tion firs t by Boiteux (1956) and then by Ba umol and Bra dford (1970).   The idea  here  is that,

just as  an unc onstraine d monopo list ma y incre ase its  profits by dis criminating a mong customers

with different elasticities of demand ˘  a va riation on the Le rner (1934) rule  ˘  s o can c onsumer

s urplus  be increase d with a  third - degre e price disc rimination scheme  as  compared with uniform

pr ic ing.  Ramsey pric es a re defined  as  those  that maximize surplus s ubject to the break - eve n

cons tra int for the  monopoly e nterprise, s o they are by definition not welfare inferior,  and

pote ntia lly welfare superior, to the traditional regulatory, average - cos t - pric ing solution.

3.  Access Pricing

                                               Two - part ta riffs  and Ramsey pricing are by now a widely a cce pted and importa nt part of

the  regulator´s  toolbox.  This makes the e mphas is on ^non - discrimina tory a ccess~ to the railway

infrastructure all the more notable .  Cons ide r the case of a vertically s epa rate d railway

infrastructure enterpris e ˘  a  hypothe tical cons truct until jus t a  few years a go, but now obs erva ble

in the UK, Swede n, a nd Germa ny, and planned for the near future in a  growing number of other

countrie s, including Russ ia.   Eve n if,  as ma ny reformers  a rgue, the  downstream fre ight train

opera ting sector can s upport competition,

5
 most would concede tha t under mos t circumstances

the  infras truc ture se ctor itself cannot:  its proportion of fixed costs to tota l c osts is high enough

tha t there a re economies of scale over the relevant ra nge of demand in most situations.  The

s hare of fixed cos ts  in total c osts in the rail s ector is  probably c onsiderably higher than that in

two othe r sectors  often a ls o discusse d a s  candidates for vertica l separa tion,  electricity and

te lec ommunications (compare Hylen [2000] with Newbery [2000]).

                                               This places the  vertically s eparated railway infra structure  e nterprise  squa rely in the

s itua tion of the natural monopoly dis cussed earlier,  with the pric ing issue s imply pus hed one

5
      As I note in my t wo papers cited above (Pittman 2001a and 2001b), thi s poi nt is not  at  all  obvi ous.  In fact, most

measures of economi es of densit y i n the rail sect or would support  t he opposi te concl usion:  that opening up the

i nfrastructure to free entry b y train operat ors woul d result  in one domi nant  train operat or, or at best  a smal l - numb er

oli gopol y of t rain operators.

in tota l ra il trans port c osts,  whic h ave rages  around 0.2; the  product, a  very rough es timate  of the
derived demand for ra il infras tructure in Russ ia, is ˘ 0. 1.
9

                                               Using this estima te and a simple cons tant - elas tic ity dema nd function, a  five fold inc reas e
in the access price  from $5.20 to $26 would ca use  rail freight haulage to de cline by about fifte en
percent,  from 14,400,000 tho us and tkm in our hypothetical c ountry to a bout 12, 250,000
thousand tkm, while a nine - fold increase to the fully alloca ted cost of $52 would cause tonnage
to decline by over twent y perc ent,  to a bout 11, 400,000 thousand tkm.  The implied welfare loss
for our  hypothe tical country from the  latter scenario is  about (.5)($46. 8)(3,000, 000) =

$70,200,000 per year.   Again, to obtain a very rough Rus sian result to compa re with that of our
hypothe tic al c ountry,  we multiply by eight, a nd obtain a welfare loss  of about $560 million per
yea r to accompa ny the twe nty - perc ent fall in rail tonnage.  (This es timate is sens itive to the
elastic ity of derived demand ass ume d.  If we use ˘ 0.2 ins tea d of ˘ 0.1, the welfa re loss  is almost

$1 billion pe r yea r, and the fall in rail tonn age ove r one - third.)

                                               Potential losses  of traffic and we lfare of these magnitudes  certainly focus the mind on
finding alterna tive  solutions  for financ ing the  rail infras tructure.  As with the  more genera l
discuss ion above , two obvious  candidates are two - par t tariffs  a nd Rams ey pricing.  Inde ed both
of thes e pricing regimes are heavily use d in the Unite d Sta tes and Ca nada:

                                                                              ·

                                                                                       An inte grate d rail enterprise that reac hes  a voluntary agree ment to use the tra ck

                                                                                                      of a nother integra ted rail ente rpris e will generally pay  a two - part ta riff:  an

                                                                                                      annua l fe e to c ontribute to non - tra ffic - sens itive capital cos ts a nd a variable  fee  to

                                                                                                      compensate  for traffic - sens itive cos ts.  The  same is  gene rally true conce rning

                                                                                                      payments  that are part of involuntary trac kage - rights agree ments im posed by

                                                                                                      regulators.

                                                                              ·

                                                                                       The  maj ority of rail freight moving in Canada and the United States (since the

                                                                                                      dere gulation se t in motion by the Staggers  Ac t) trave ls  unde r c ontrac ts  whos e

9

      The formul a for t he elastici t y of derived demand is shown by Kennan (1998), explicati ng the discussion in Hi cks

(1935).

                                                                                                      te rms  are both unregulated a nd secre t; it is  certain that under s uch circ ums ta nces,

                                                                                                      pric e disc rimination takes plac e.

                                               Unfortunately,  either of these s trategies for recove ring the  c apital cos ts of the rail

infrastructure  would seem to run s quare up a gains t the strictures  of the c ompetition a uthorities

(and, more generally,  reformers  and regulators ) a gains t discrimina tory terms  of ac cess  to the

infrastructure  grid.   The e xample that mus t ha ve sent chills  down the s pines of rail infras tructure

opera tors  everywhere is  the  rece nt c onflic t between the  Germa n railwa y infrastructure operator ,

Deuts che Bahn AG, a nd the German Cartel Office, the Bundeskartellampt.

                                               In May 1998, Deuts che  Bahn introduced ^TPS 98~,  a  set of two payment options  for tra in

opera tors  desiring to us e the track infras tructure.   The  firs t option was  a two - part tariff:  ^a  flat -

rate cha rge rega rdless  of the e xtent of the line c apac ity us ed � plus a  varia ble train pa th price

bas ed on actual usage of the infrastructure~ (Haase  2001).  The idea, of course, was to charge  a

fixe d tariff that would contribute  to fixed expe nses,  w hile kee ping the variable  part of the tariff

as  low as possible as ^a powerful ince ntive  to inc reas e ra il traffic~ ( Ibid .).  But Deutsc he Bahn

wante d to go further a nd insure  tha t the fixed portion of the tariff did not e xclude s ma lle r ca rriers

from using the  track.   The refore it a ls o instituted the second option, a purely tra ffic - s ensitive

ta riff, with this  ta riff highe r than the variable portion of the  two - part tariff of option one

(othe rwise, of course, no one would c hoose the first option).

                                               Some train o pera ting compa nies  c ompla ined to the Bundeska rtellampt that TPS 98 was a

discrimina tory s ystem, both bec ause s ma ll carriers  would pay a higher va riable cha rge than

la rger c arrie rs,  a nd because, even under the firs t option a lone,  the a verage  pric e pa id by d iffe rent

tra in operators would differ ex  pos t  depending on the ir usa ge leve ls  ˘  a textbook e xample of

second - degre e price disc rimination.  The Bundes kartellampt appare ntly agree d, and brought

press ure to bear on Deutsc he Bahn to ins titute non - discrimina tor y access  rates.  Following

^e xhaus tive  talks  a nd c onsultations ~ ( Ibid .), Deutsche Bahn agree d to replace  TPS 98 with a

s ingle option:  a single - level tariff base d entire ly on usage rates.

                                               It is  important to be ve ry c areful a bout terms here.  In the contex t of compe tition la w
enforc eme nt in the European Union, c oncern a bout disc rimination has  alwa ys been pa rtly a bout
abus e of a domina nt supply position in gene ral and partly about ac tions  which may harm the
integration of the Union ˘  for example,  prices that  dis crimina te in fa vor of na tional cus tomers
and against customers  e lsewhere in the Union.   This  latter as pect of disc rimination is certainly as
important in the rail sec tor as in others ; infrastructure ac cess  pric es  and othe r te rms  tha t favor the
national  rail c arrie r against those from other countries  are both easy to imagine  and likely to be
es pec ially harmful to integra tion,  becaus e of the ir pote ntia lly broa d impa ct on trans - border
move ments of goods.   To the degre e tha t it is  this ^ national~  discrimina tion that is  the  focus  of
policies aga ins t disc riminatory access to rail infrastruc ture, a nd other forms  of dis crimination
tha t a re s ole ly e las ticity relate d are  permitted,  then a two - part ta riff or Ramsey type of policy for
access pric ing may be  permitted  that will pay the fixed c osts of the  infrastructure provide r.

Howe ver, I be lie ve that the words of Commissioner M onti quote d above , the actions  of the

Bundes kartellampt, and the language of Directive 2001/14/EC a ll sugge st s trongly tha t other
forms of di s crimination are likely to c ome under attack from compe tition authorities as well.

                                               Similarly, it is  eas y to imagine  an infrastructure  ente rprise provide d with sufficie nt
pric ing discretion to cha rge diffe rent access fees  in diffe rent geogra phic areas  of th e
infrastructure, a nd to s et these  fees using knowledge of the elas ticity of demand for rail haula ge
for the commodities produce d in those different areas.   This would c onstitute geographic
discrimina tion, but as  it would not discriminate among different t rain enterpris es ope rating in the
same  area  it seems  at least poss ible tha t it could pass the mus te r of the compe tition authorities.

In the expe rience to date, howe ver, no infrastructure  operator has  be en given anything
approaching this leve l of discretio n in setting access prices.  Also,  even this  type  of
discrimina tion would be  difficult to impose  in more  de nsely populate d re gions  (s uch as  European

Russia) with multiple classes of s hippers.

                                               If, then, this  action by the Bundeska rtellampt is cons istent wit h the opinions  and ana lys es

of other c ompetition authorities around the world ˘  a nd the  near - unanimous  ca lls  for ^non -

discrimina tory access~ to the rail infras tructure sugge st that it probably does  ˘  then rail reformers

are  placing their infras truc ture e nt erprises in a  diffic ult pos ition.  If a two - part tariff ˘  second -

degre e price discrimination ˘  is  so disc riminatory among differe nt use rs as to be  unacc epta ble

from a competition law or c ompetition policy s tandpoint, the n certainly Ramse y pric ing ˘  third -

d egre e price  disc rimination ˘  is  as well.  But tha t remove s from the lis t of polic y options for

paying for the ra ilroa d infras truc ture the two regulatory tools  that are by ge neral consens us the

most e ffective at minimizing welfa re losses  from price distorti ons.  We  have j ust see n that the

welfa re cost of fully allocated cos t pricing is  high,  refle cting in pa rt the likely reductions in rail

freight traffic from access  price  increases  of s uch ma gnitude.  Indee d, one of the  interna tiona l

critic is ms  leveled at r ail reform in the UK has  bee n that the require ment for the infrastructure

enterprise,  Ra iltrack, to cove r its cos ts  from access  fe es has  res ulte d in the setting of thos e fees  at

undes ira bly high levels.  (Hylen 2001)

                                               We  are a pparently le ft with only a  sing le  alternative to fully allocated cost pricing, and

tha t is the original ^firs t bes t~  solution, ma rginal cos t pricing with the government paying mos t

of the infras tructure expenses :  i.e . tha t ninety percent of infrastructure e xpense that is  not traffic -

se ns itive in the  short a nd medium te rm.  In a sens e this  is not a s urpris ing outcome ; many

Western European a nalys ts have  made  quite clear their recommenda tion for a  policy of vertica l

separa tion of the rail s ys tem combined with gove rnment s upport for the in frastruc ture.  For

exa mple :

                                                                       ·
                                                                               ^If infrastruc ture charge s a re set above  SRMC because  of the  nee d to meet a cos t

                                                                                              rec overy target, the c osts to s ociety of the trains which a re priced off the network

                                                                                              ma y be la rger tha n the costs of rais ing a n equivalent amount o f reve nue through

                                                                                              gene ral taxa tion.   Ec onomic  the ory alone cannot ide ntify the  efficie nt level of cos t

                                                                                              rec overy�,  but it s trongly s ugges ts  that it is likely to be  low, and probably not

                                                                                              very far above that whic h results from SRMC pricing.~  (Hylen 1998)

                                                                      ·

                                                                               ^Op timal ra il us er charges would,  in most places,  make  a  ve ry insufficie nt

                                                                                              contribution to rail track ca pita l, mainte nance and repa ir costs.~  (Janss on 1998)

                                                                      ·

                                                                               ^Infrastructure charging should not be  a me ans  to achie ve infrastructure  cos t

                                                                                              cove rage.~  (Ekstrom 20 02)

                                                                      ·

                                                                               ^In practice, the freight bus iness  cannot s us tain pa ying for infras tructure�.The

                                                                                              long term ris ks  of providing infra structure  HAVE to be borne  by s ome one else,

                                                                                              us ually governme nt (a s they do for hi ghwa ys) ˘  however access c harges  are

                                                                                              formulate d.~  (UK r ail c omme ntator, c onfidential communic ation with the author,

                                                                                              January 2003)

In fact, Direc tive  2001/14/EC ca lls  for access  prices to be set at the le vel of ^the  c ost that is
dire ctly incurre d as  a res ult of ope rating the train service~ (Pre amble point 38), though it
concedes  that they ma y under s ome  circ ums tances  nee d to be  set a t a higher level to re duce the
required le vel of government support.  Both Fra nce a nd Ge rmany have set their access c harges
according to marginal cos t formulas.  (Hylen 2001)

                                               Whe re t his  outcome  is  or may be s urpris ing,  I belie ve,  is  in the transition and developing
countries  that ha ve rece ive d the advic e from Brussels and else where to separa te the ir railroad
s ystems ve rtically AND to set non - discrimina tory a ccess c harge s to the infras truc ture.   As  I have
argue d here,  there  are only two choic es  for the third hors e of this troika:  either fully allocated
cos t pricing, with the assoc iated high ac cess charge s,  losses in rail traffic, and welfare losses, or
la rge, near - 100 pe rcent governme n t subs idies for infrastructure.  How la rge would the s ubsidies
be?   In Sweden,  where (as  in de veloping countries) polic y ma kers  are  trying to make up for years
of negle ct of the ra il infra structure, in 2001 governme nt appropriations  to cove r the operating
cos ts  of the  infrastructure e nterprise  were about $370 million,  while gove rnment loans and grants

^for fina ncing of investment operations~ were about $320 million.  In 2002 the Russian

government budge ted $3. 7 billion for ra ilway sector inves tme nts  (though  these  included rolling

s tock as we ll as  infras truc ture).   Governme nt subs idies  of these  magnitudes  a re wha t railroad

sector reforms te nd to want to terminate, not to perpetuate.

                                               The re a re some factors that may mitigate this proble m in pa rtic ular situation s :

                                                                              ·
                                                                                      Firs t, peak - loa d pricing of infrastruc ture access  is  not dis criminatory in the

                                                                                                      ec onomic  sense of this  term; if pe ak - loa d pricing is allowe d ˘  base d on time - of -

                                                                                                      day or day - of - the - week us age, for example ˘  this will contribute s ome

                                                                                                      infrastructure funding b eyond that meas ured by variable us age  wear - and - te ar.

                                                                                                      Howe ver, mos t freight traffic  is not s o time - s ensitive tha t it must pay peak - loa d

                                                                                                      pric es where and when they a re charge d.

10

                                                                              ·
                                                                                      Second,  Russia´s  intens ity of us age of its rail s ystem is  among the  highest in the

                                                                                                      world.  If average  cos t curves  inde ed s lope downward, the gap betwee n ave rage

                                                                                                      cos t a nd marginal c ost for rail infrastruc ture in Russia may be, ce ter is  par ibus ,

                                                                                                      s maller tha n in other countries.  On the othe r ha nd, Russia ´s railway

                                                                                                      infrastructure  travers es  some  of the mos t difficult te rrain and clima te conditions

                                                                                                      of all the world´s  railroads, and this like ly raises fixed infras tructure c osts more

                                                                                                      tha n variable infras tructure costs.

                                                                              ·
                                                                                      Third, it is  gene rally conc eded that pass enger traffic on the railroads  wi ll require

                                                                                                      government s ubsidies  in most s ituations; this ma y be  an alternative  s ource  of

                                                                                                      funding for fixed infrastructure  c osts.  Howe ver, Russia is one  of the countries

                                                                                                      where passenge r trans port is the le ast intense use r of the ra il infras tructure

                                                                                                      relativ e to freight, and in a ny case  moving the re quired s ubsidies from one

                                                                                                      government pocket to another ˘  or from the pocket of the  national gove rnment to

10
           See Newbery (1998):   ^A disti ncti on can be made between s yst e ms w here t here is a very inelast ic demand in the

short  run, where you have to eit her meet that demand or the s yst em coll apses, and systems li ke the Internet where

t here can be long dela ys in t he suppl y of information and where the demand is elastic.  Rai lwa ys are rather li ke the

l att er.  Where there are syst ems that are intolerant of the absence of capacit y t hen the obvi ous sol uti on i s to load all

of the charges onto the provi sion of capacit y�. Thi s is seen in abundance in t he [UK] electricit y industr y wi t h a ve ry

peaky pricing s yst em.~

                                                                                                      the  poc kets  of regiona l and local governments  ˘  can ha rdly alleviate the more

                                                                                                      gene ral problem.

                                               I have been unable to find a ny disc uss ion of this  iss ue in offic ial documents or press
reports concerning ra ilway re structuring in developing and tra nsition ec onomies.   The Russian
government has a dopted a te n - yea r railwa ys reform plan that ca lls  for ve rtical s epa rati on of the
railway s ec tor, ^guara ntee d nondiscrimina tory a ccess  to the  fede ral rail transport´s infrastructure
for independe nt cargo and pass enger operators, a nd rolling - s tock owne rs, ~ and, by the  end of the
te n - yea r reform program,  ^c ompetition in the fre i ght traffic s phere.~
11

  There is an e xplic it
discuss ion on the Railway M inistry we b s ite  concerning the treatment by the reform plan of the
curre nt c ross - s ubsidiza tion of passenge r traffic by fre ight ˘

                                               The  tariff policy in the sphe re of passenge r traffic wi ll be carried on, ta king into

                                               cons ide ration people ´s effective de mand,  with gra dual re duction of passenger traffic

                                               cross  subsidies  at the  expe nse  of freight traffic.  The necessary loss  cover s ubsidies

                                               s hould be provided in fe deral and local budge ts to gra nt directly to t rans porters  or

                                               prefe rential passengers as a kind of individual s upport.
12
but no state ment as to whether the s epara te infra structure  e nterprise  is to be  finance d by user
fees,  governme nt subs idies, or s ome  c ombina tion thereof.   Again,  only t he vertical se paration
and the policy of non - discrimina tion are clear.

 These are  vas t s ums  of money that are a pparently be ing glossed over in the debates over
railway res tructuring in tra nsition a nd de veloping economies.  As I have  noted else whe re

(Pittma n 2001a, 2001b), there are s erious  reas ons to doubt whethe r vertical s epa ration is the bes t
s trategy in ma ny countries, Russia included; I believe  that both ^s ource c ompetition~ and

^pa rallel compe tition~ among vertically integra ted ra il compa nies  may be  a  more promis ing
s olution, a t leas t in European Russ ia.   But this  problem will s uffice for s tarters.  Countries tha t

11

           Mi ni str y of Rai lwa y Transp ort of the Russi an Federati on, ^The Rail wa y Transport  Reform for Industr y, Countr y
and P eople,~ Anal yt ic Mat erial  27 June 2002, www.eng.mps.ru/ agenc y/showarti cle.ht ml?arti cle_i d=37&he_id=71.

12

           Ibid .  See al so Ministry of Rail wa y Transport  of t he Russi an Federat ion, ^Goal s and Stages of the Structural

Refor m in t he Russi an Rail  Transport  in 2000 - 2010,~ Anal yt ic Mat eri al  17 February 2002,
www.eng.mps.ru/agenc y/ showarticl e.ht ml? articl e_i d=10&he_i d=71.

have  reformed the ir ra ilways  in suc h a wa y as  to maintain vertica l integration ha ve, in s o doing,

implicitly create d the  possibility for int erna l disc riminatory pricing of access to infrastructure.  If

those reforme rs a nd advisors  re commending vertical se paration a re a ls o insis ting upon non -

discrimina tion,  they need to s ay where the money for the infras truc ture is  coming from.   And if it

is c o ming from the s ta te, policy make rs who are considering reforms need to be a wa re of tha t.

 20

                        P

�

�

’

�

�

$ & �

MC

MR

�

( �

�

M

                                          P

                                                      1

                               P

                                            M

                               �

                                    3

                                                                  �

Q

M

Q

1

                               P

                                    A

B

Q

F

Figure 1.

�

�

’

�

�

$ & �

MC

MR

�

( �

�

)

�

M

                       P

                                    1

                       P

                                    2

                       P

                                    M

Q

M

Q

2

Q

1

G

B

                       A

Q

H

                             P

Figure 2.